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ABSTRACT

This monograph is concerned with the nature of the process of macroeconomic
growth that has characterized the U. S. experience, and manifested itself in the changing
pace and sources of the continuing rise real output per capita over the course of the past
two hundred years. A key observation that emerges from the long-term quantitative
economic record is that the proximate sources of increases in real GDP per head in the
century between 1889 and 1999 were quite different from those which obtained during the
first hundred years of American national experience. Baldly put, the economy's ascent to
aposition of twentieth-century global industrial |eadership entailed atransitionfrom growth
based upon the interdependent development and extensive exploitation of its natural
resources and the substitution of tangible capital for labor, towards the maintenance of a
productivity leadership through rising rates of intangible investment in the formation and
exploitation of technological and organizational knowledge.
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TWO CENTURIES OF AMERICAN MACROECONOMIC GROWTH:
From the Exploitation of Resour ce Abundance to Knowledge-Driven Development

Prologue: Focus, M ethod and Structure of the Work

The focus of this extended essay is the nature of the macroeconomic growth process that has
characterized the United States experience, and manifested itself in the changing pace and sources
of theriseof real output per capitain U.S. economy during the past two hundred years. Although our
maininterest herelieswith the dynamicsof thetwentieth-century economy, we believethat itsmajor
characteristics and the nature of the underlying forces at work are most clearly seen in comparisons
between the century just past and the one that came before.

A key observation that emerges from the long-term quantitative economic record is that the
proximate sources of increasesin real grossdomestic product per capitain the century between 1889
and 1989 were quite different from those which obtained during the first one hundred years of the
American national experience. Baldly put, the national economy moved from an extensive to an
increasingly intensivemode of growth, and itsdevel opment at theintensive margin hasbecomemore
and more dependent upon the acquisition and exploitation of technological and organizational
knowledge.

Our first objective, therefore, must be to assemble and describe the components of the U.S.
macroeconomic record in some quantitative detail, in a manner that exposes the nature and
dimensions of the contrast between the nineteenth and twentieth centuries. We approach this task
within the well-established framework of “growth accounting”. This enables usto show the secular
acceleration that occurred in the growth rate of total factor productivity, which is the weighted
average of the productivities of capital and labor, and the growth in the importance of total factor
productivity as a source of labor productivity and per capita output increases. Further, by taking
account of changesin the quality of the productive inputs, we arrive at “refined” measures of total
factor productivity growth which highlight two contrasts between the eras preceding and following
the transitional decades, 1879-1909.

Thefirst of these is the enlargement of that element in the long-term growth rate of labor
productivity that remains unexplained by the factor inputs we can measure and thus is associated,
but not identical, with advancesin technological knowledge—including in the latter the knowledge
permitting realization of economies of large scale production. The second major contrast between
the nineteenth and twentieth centuriesisthe dimini shed rel ativeimportance of conventional tangible
capital accumulation in the twentieth century and the rising role of intangible capital formation
through investments in education and training, on the one hand, and the organized investment in
research and development (R&D) on the other.

After the turn into the twentieth century, the substitution of fixed capital for labor was
governed by conflicting forces. It was strengthened for many decades by slower growth of labor
supply and a concomitant tendency for wages to rise more substantially than they would otherwise
have done. These developments stemmed in part from demographic changes, including the
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immigration restrictions following World War 1, in part from the downward trend in hours of work
and in part from the lengthening years of education. At the sametime therewere also important new
opportunitiesto reduce costs by devel oping methods of intensifying the utilization of fixed facilities.

This was a strategy that was first implemented in the late nineteenth and early twentieth
centuries by consolidation of railroads, by the technological innovations designed to increase train-
speedsand power utilization, and by the growth of continuous processindustries, notably petroleum
extraction, transport, and refining, and its extension to petrochemicals. Its roots also can be found,
as Alfred Chandler (1977, 1990: Ch.1) has pointed out, in the high throughput manufacturing
regimesthat appeared after 1870 when production and direct-selling by manufacturerswere extended
to serve increasingly wide markets.

The challenges of operating greatly enlarged technological and commercial systems on a
continental scale contributed to the rising demand for amore formally educated breed of managers,
aswell asworkerswith higher levels of literacy and numeracy. They also called forth new control
technol ogies, which played arolein initiating the pioneering U.S. advancesin communications and
information technologies, beginning with the telegraph system’s close relationship to railroad
operationsin themid-nineteenth century, and leading onto the devel opment of thetel ephone system,
and the computer systems of the present century.

Thus, however distinct and different was the new technological spirit of the twentieth
century, we may see that the way in which asuccession of general -purpose technologies cameto be
elaborated and implemented in the U.S. during the present century — how electricity,
telecommunications, the gasoline-powered internal combustion engine, and, most recently, the
digital computer have reflected the interplay of global developments that were expressed, first and
most fully, in American circumstances, and so took forms that owed much to the particular legacy
of America s nineteenth-century devel opment.

Our second purpose, therefore, is to advance an interpretation of the forces underlying the
ascent of the U.S. economy to its internationally dominant position in the twentieth century, and to
account for the transformationsthat have occurred in the rel ationshi ps among the proximate sources
of America’ s macroeconomic growth. The principal elements of our interpretation to be presented
by Part Two can be identified under two headings. First are those forces that can best be regarded
as generic, global tendencies, linked to internationally shared advances in science and technol ogy
broadly construed. The emergence of new and greater potentiality for knowledge-based economic
development during the twentieth century, and the working out of its implications for production
methods and the endogenous growth of productive resourcesin the context of the U.S., isthusto be
understood not as a unique, national phenomenon. Rather, these form part of amuch broader set of
tendencies, far more global in their ultimate manifestations, which took an early and particularistic
form in the American setting.

Part Two mobilizes quantitative and qualitative evidence, and theoretical considerations to
support the view that historical experience of technological and organizational change has been that
of persisting significant differentials among the rates of “factor input-saving” due to such
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innovations. The existence of such differences affecting the relative usage of the factors of
production represents a departure from the condition that economic theory conventionally refersto
asone of “neutrality” in technological change, a usage that we shall follow here.! But, even more
significantly for our interpretation, the predominant pattern of non-neutrality, or “ biasedness” inthe
direction of technical and organizational progress itself underwent a transformation between the
nineteenth and the twentieth century.

We read the available evidence as indicating that the overall bias of innovation during the
nineteenth century was strongest in the direction of labor-saving changes; that the latter were not
only relatively more pronounced than the tendency towards natural resource-saving, but were
markedly stronger than the impacts on use rel ative to usage of tangible reproducible capital-inputs.
Indeed, we contend that technological progress in the nineteenth century was characterized by an
absolute cgoital-usingbias.? By contrast, from the experience of the U.S. macroeconomy it appears
that the twentieth century has been characterized by a bias towards innovation of an /ntangible
capital-using kind, and theemergence of tangibl e capital-saving technical changeaongsideordinary
labor-saving innovation — albeit with a bias in favor of the latter that represents a continuation of
what had been experienced in the preceding century.

Among the second broad category of forces are some that may be held to constitute more
specifically American national characteristics, conditionswhich at the opening of the present century
properly could be viewed, and were cited by contemporaries as responsible for the differences they
perceived between the ways that production and distribution were organized and conducted in the
U.S., compared with the economic practices prevalent in the Old World. Some of these had their
rootsin thetrg ectories of resource expl oitation and technol ogical adaptationsthat were established
previoudy, during the extensive devel opmental phase of the preceding era. Otherscertainly reflected
features of the socio-economic structure, political institutions and cultural ethos that were peculiar
to or most prominently displayed by the young society that had taken shape in this region of recent
European settlement. Thewaysinwhich thetechnologically driven demand-sideforcesin thefactor
marketselicited the supply-sideresponses necessary for theformation of new, and non-conventional,
stocks of intangible capital, and the specific demographic and institutional developments that also
contributed to shifting factor supply conditions, are shown in Part Two to account for the salient
features distinguishing the U.S. growth path in the twentieth century from the preceding course of
macroeconomic development. Nevertheless, in the continuing accumulation of capital at a pace
which has exceeded the rate of growth of output, the long-run dynamics of the contemporary
economy displays an important element of continuity with its past experience.

! See Endnote 1 of Part Two for further discussion of concepts of “neutrality” and “non-neutrality” or “bias’ in
connection with the impacts of technological change.

2 Because the associated concepts are central to the interpretation advanced in this chapter, it isimportant at the
outset that the terms "factor-saving” and "factor-using" should be understood to be defined relatively, i.e., in relation
to output. Endnote 1 of Part Two may be consulted for further discussion and formal definitions.
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Part Three turns from the U.S. growth performance in the present century to that of the
preceding epoch, and examines the American path of development in relation to the
contemporaneous experiences of the other industrial nations. The twentieth century's opening half
had witnessed the U.S. ascent to a position of international economic leadership in regard to the
averagelevel of rea income enjoyed by members of the population. This, aswill be seen, was based
upon the early establishment and further widening of the country's productivity lead vis-&vis the
other industrialized and industrializing nations. Consequently, the years immediately following
World War 1l found the U.S. at the pinnacle of comparative affluence and preponderance in the
international economy, a position that soon began to be eroded by the recovery of other, war-torn
economies, and the emergence of strong tendencies among the industrial economies not only to
converge in their levels of productivity but to "catch up" with the U.S., and in some instances to
forge ahead. These international perspectives on the American growth experience are devel oped
morefully in Part Three, where we offer a broad account of the key forcesthat have worked to alter
the economy's relative position on the global stage. A number of the important elements that had
contributed to the creation of “American exceptionalism” in both the material and technological
domains subsequently lost their former significance — having been either transformed at home, or
come into existence more ubiquitously among the world’s industrially advanced societies in the
course of the present century. Such developments, especially those that cameto fruition in the post-
World War 1l era, will be seen to help account for the modifications that have occurred in the U.S.
position of industrial leadership.
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Part One
A Statistical Profile of American Growth Since 1800
1. Problems of M easurement

Output per head of a nation's population, said A.C. Pigou in a classic study, is the "objective,
measurable counterpart of [its] economic welfare." Output per head is only part of the content of
economic welfare, but it iswith thisin mind that we make the growth of per capita output the focus
of this chapter. Our purpose hereistwo-fold: first, to draw astatistical picture of American growth
and of the proximate elements or sources from which it derived; and, secondly, to search for the
conditions or forcesthat controlled the strength of these elements and their changes. Weidentify the
proximate sources of growth in the manner of John Stuart Mill:

Wemay say, then, ... that the requisites of production are L abour, Capital and Land.
The increase of production, therefore, depends on the properties of these elements.
It is the result of the increase ather of the eements themselves, or of ther
proauctiveness.” (Principles of Political Economy, Ashley Edition, p. 156)

We shall in the end search for the forces that lie behind the increase of the "elements' and their
"productiveness'. But our search is alimited one. It goes as far as our own understanding and the
length of this chapter allow. We draw attention at this early point, therefore, to the deepest causes
of growth that liein Americas attitudes and aspirations, in the institutions that govern the operation
of the American economic system and in the incentives that support work, capital accumulation,
enterprise and the advance of practical knowledge; but we cannot attempt a systematic exploration
of these fundamental conditions. Our first task is simply descriptive.®

Thegrowth with which we can deal with some degree of assuranceisthegrowth asit appears
in the available statistics. The growth rates of aggregate and per capita output that appear in the
statistics are the growth that can be measured; with few exceptions that means the output that flows
through commercial markets. Such measures are neither comprehensive nor unbiased. The goods
and services that are produced in the home or on farms but that never reach the market must be
included, if they can be, on the basis of rough estimates or el se neglected entirely. Significant parts
of total output —land clearing and drainage, timber felling and sawing, barn raising, food preparation
and canning, the care of children, the sick and the aged, the repair of equipment and furniture, the
provision of knowledge and entertainment, have moved from the household to the market and
sometimes back again and so biased measures of growth either upward or downward. There are
anal ogoustroubleswith our measuresof the sourcesof output growth. In particular, the contributions

3 Several chaptersin Volume I11 of the Cambridge History deal with the same subjects. Seein particular the
chapter by Robert E. Gallman, “Economic Growth and Structural Change in the Long Nineteenth Century” and by
Robert A. Margo, “The Labor Force in the Nineteenth Century”.
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of the various sources, which appear in the tables as if they acted on growth independently of one
another, are, in fact, to some unknown but significant degree, the result of the joint action of two or
more sources. Perhaps most important of all, the great advances in the quality and variety of goods
and servicesregister quite inadequately in our measures of output. Whether bacterial pneumoniais
treated with poultices or penicillin makes no difference to our measures of output so long as their
unit cost in the base years of the GDP indexes is the same. And so with communication by pony
express, by telegraph, telephone or E-mail. A quality adjusted measure of output would on this
account rise faster than the existing measures. But existing measures also neglect the disseminates
and costs of growth, for example the congestion, pollution, noise, and crime of cities — to be
balanced, of course, against their cultural wealth, intellectual vigor, and stimul ation. No one can say
exactly how atruly comprehensive measure of growth would ook and there is no utterly objective
way to provide one. Thesereal difficulties must be set aside, but not lost to mind. Wereturn to them
later. Meanwhile we study the growth of output per capita because it is the only measure of the
aggregate of goods and services available to people on the average over long periods of time.

The growth we study in this chapter refersto the long-term or sustained increase in national
product. This means the growth that persists, not only across the inevitable year-to-year ups and
downs of business activity, but also across the more extended fluctuations that reverse themselves
only over aperiod of years. Inthe American economy of the nineteenth and early twentieth centuries,
these fluctuations took two forms. One was the familiar "business cycle," which until the 1960s
typicaly had a duration in this country of about five years. When, however, the effects of such
business cycles are attenuated by cal cul ating growth rates between the average levels or peak years
of successivecycles, asecond wave of longer duration emerges. In American experience, these"long
swings' succeeded oneanother at interval sof fifteen totwenty-fiveyearsfrom early in the nineteenth
century until about 1930 and, with some differences in mechanism, thereafter aswell. To measure
the trends of sustained growth properly, therefore, we must cal culate growth rates between similar
phases of long swings and choose years to represent those phases that are comparable in their
business-cycle position. The years or groups of years that bound the periods so identified appear in
Table 1A and in the corresponding “A” tables that follow them in the Statistical Appendix.

A glance at Table 1: IA suggests a remaining element of irregularity. It was especially
important during the long-swing intervals of 1855 to 1871 and 1929 to 1948. The first spans the
Civil War and itsdisturbed aftermath. The second spans the Great Depression of the thirtiesand the
intense but war-directed activity of World War Il. Both were marked by large and anomalous
slowdownsin output growth. The Depression of thethirties, which discouraged investment, and the
war, which imposed restrictionson civilian investment, caused aseriousreductionin private capita
accumulation and retarded normal productivity growth. The effect of the Civil War was even more
pronounced. The extraordinary upsurges of output, capital accumulation and productivity growthin
the periods that followed these wars and depressions were, in part, rebounds based on exploiting
backlogs of postponed investment and technological innovation and, in the case of the Civil War,
gradually overcoming the post-war disruption of the economy of the South. Combining the records
of the disturbed periods with the rebounds that followed offers abetter view of the underlying long-
term trends of economic advance. Table 1: | and similar tables in the text below are designed to do
that.
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Finally, the figures throughout are afflicted by errors of estimation, but we judge that these
aremore serious beforethe Civil War than after. To get amore accurate picture of long-term growth,
it seems better, therefore, to view the pre-Civil War development asawhole. Theresult isthelong
period 1800-55, which appears in both Tables | and I-A and in later tables. We call the figuresin
Table 1: | and in analogous later tables "Measures Across Long Periods." They appear in the text.*
Thecorresponding” A” tablesprovidefiguresfor subperiods. Wecall them “Measures AcrossLong-
Swing Intervals’. Together with descriptions of sources, they appear below in the Statistical
Appendix.

The scope of output on which the chapter focuses attention is the "private domestic
economy." Thisissomewhat smaller than thenational product asawholeinthat theformer excludes
"government product,” which is the payments made by governments directly to the factors of
production. Essentially that means the compensation of government employees, since the national
accounts treat government interest payments, not as factor compensation, but as transfers. In order
to produceatotal product made by factorsworkingwithinthe country, the private domestic economy
also excludes net factor incomes from abroad, that is, the excess of incomes earned by the labor and
capital of U.S. national s employed abroad over theincomes earned by foreign nationals and foreign
capital situated inthe U.S. Neither item was of significant sizein the nineteenth century. And while
government product has become of much greater importance since, the long-term rates of growth
of aggregate national product and private domestic product have remained quite similar.

Private domestic product, nevertheless, is a better basis for productivity measurement than
istheaggregate national product. That isbecausetheredl, inflation-corrected, product of government
is obtained by deflating current dollar wage payments by an index of nominal wages per worker.
Real government product, therefore, emerges essentially as a measure of the growth of government
employment. The productivity change, presumably the increase in productivity, of government
workers, disappears, whichintroducesadownward biasinto measuresof the productivity of national
rather than private scope.

Frame | in each table deals with the nineteenth century, Frame Il with the twentieth. The
sources and, to some degree, the methods of estimate of the output figures are somewhat different
inthetwo frames. Thetables, therefore, show figuresfor overlapping periods around the turn of the
century on both bases. The Framel figuresfor theturn of the century are better for comparisonswith
earlier years, the Frame I figures for the same period are better for comparisons with later years.

4 See Endnote 1 of Part One for further discussion of the long-period dates.
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Table 1: | The Output Growth Rates of the National Economy and
the U.S. Private Domestic Economy, 1800-1989

(Average compound rates over “Long Periods,” in Percent per Annum)

GNP GPDP Population Per capitarates Intensive growth
fraction
GNP/P GPDP/P GNP GPDP
Periods (per centages)

Framel: The Nineteenth Century

1800-55 3.99 3.93 3.03 0.93 0.87 23 22
1855-90 4.00 3.92 241 1.55 1.47 39 38
1890-27 3.56 3.50 1.73 1.80 1.74 51 50

Framell: The Twentieth Century

1890-27 3.76 3.70 1.73 2.00 1.94 53 52
1929-66 3.18 3.05 1.30 1.86 1.73 58 57
1966-89 2.69 2.86 1.00 1.67 1.84 62 64

Note: Hereand in Tables|1-1V, thedates 1855, 1890 and 1927 arethe midpointsof five-year average
ending with the peak year of a“long swing”. Thusthe period 1855-90 is more properly 1853-57 to
1888-92. Other terminal years are single years chosen to represent the peaks of long swings.

Sources: Following Table 1: 1A in Statistical Appendix.

The output figures in Table 1: | and in most later tables represent gross product before
allowance for depreciation. Net product after depreciation would, indeed, be a better measure of
output relevant to economic welfare. Thelong-term growth rates of net and gross output, however,
arenot significantly different, and gross output isabetter basisfor the measurement of productivity.

2. Output, Population and Output per Capita
Tablel: 1 and Tables 1: 1l to IV that follow encapsul ate the main features of nearly two centuries of

American development as it appears in the pace of measured output growth and its proximate
sources. These numbers can be only the beginning of a search for the forces governing growth, but
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they are a useful beginning, a framework that suggests the quantitative outlines of the American
experience.

When we ook at the record across the long periods of Table 1: 1, it appears that the 1800s
were a century of 4 percent growth of aggregate product. And this was true whether we look at
growth in the national economy (GNP) or in the private domestic economy (GPDP). Beginning
around the turn of the century, however, the pace began to fall off. From the 4 percent growth of the
last century, it has gradually declined until in the most recent quarter-century it was under 3 percent
ayear. Both the 4 percent rate of the 1800s and the gradual slowdown in the 1900s, however, were
the outcome of divergent movements in the components of aggregate output growth, that is,
population growth and per capita output growth.

Population growth in the first half of the last century was very rapid. With few reversalsit
has slowed down ever since. The transient baby boom years of the 1950s and early 1960s were a
notabl e exception. Per capitaoutput growth, however, speeded up. It did so intwo steps, alarge one
between the first and second halves of the last century, a smaller but still substantial one between
the second half of the nineteenth century and thefirst quarter of the twentieth. The rate of about 1.8
or 1.9 percent a year that was achieved in private domestic product per capita between 1890 and
1927 was then roughly maintained, when viewed over suitably long periods, for the rest of the
century. It was, indeed, a remarkably rapid pace. Sustained so long, it was enough to make the
measured level of private output per head nearly six times as high in 1990 as it had been a century
earlier.

With population growth declining, the big step-up of per capitagrowth during thelast century
was enough to sustain the pace of growth of the aggregate in the 1800s. With population growth
declining still faster in the 1900s, the smaller step-up in per capita growth across the turn of the
century, afortiori its stability since that time, was not. So aggregate output growth measured over
long periods, has declined steadily since the beginning of the present century.

This is the big picture. Within the long periods of Table 1: I, however, economic growth
suffered fluctuationsthat deserve notice. The moreimportant of these emergein the measuresacross
long-swing intervals (Table 1: I-A in the Statistical Appendix). For example, the private per capita
growth rate in the cross-Civil War interval (1855-71) fell to a pace approaching zero, whilein the
seventies and eighties, during the rebound from the War, the growth rate was higher than in any
similar interval beforeor since. Therethen followed aslowdown, the seriousnessof whichisperhaps
muted by the timing of long-swing intervalsin the Table. The impact of the Great Depression and
World War |1, taken together, however, emerges clearly; and so does the rebound that followed.
Although the text here and | ater concentrates on the measures across long periods, readers can refer
to the Statistical Appendix for a picture of growth across shorter intervals.

If we look beyond the simple arithmetic of Table 1: I, it is clear that output per capita and
popul ation growth interact. The outcome hasturned on abal ance of offsettinginfluences. Ontheone
side, powerful influences connected with the rise of per capita product and productivity and, more
especially with the technological progress behind it, made for adeclinein mortality. The migration
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to the cities, however, where death rates were relatively high, at first tended to raise mortality.
Beginning around 1870, a movement to improve sanitation, together with a gradual betterment of
nutrition, served to curb disease and morbidity generaly. Still more important, the advance of
knowledge that supports productivity growth included the germ theory of disease. It persuaded
people to accept the expensive projects needed to bring clean water to the growing cities and to
remove their wastes. Building on the anti-bacterial work of Robert Koch and Louis Pasteur in the
1870s and 1880s, growing knowledge also led to the great reductions of small pox, diphtheria,
scarlet fever and measles made possible by vaccination and the inoculation of anti-toxins. Later in
the present century came the dramatic improvements in the cure of infections with antibiotics.
Increasing knowledge al so brought val uableways of detecting and treating cancersand avoiding and
curing cardiac disease.®

High and rising levels of income and, mainly in the nineteenth century, cheap land attracted
immigrants. And alarge flow of immigrantsdid, indeed, account for aconsiderable, part of thetotal
increase of population from early in thelast century until World War I. From the 1840s until World
War |, approximately a quarter of the growth rate of total population was attributable directly to
immigration. The children of immigrants added still more. Between the early twenties and about
1970, the flow of immigrants, restricted by federal legislation, was much lessimportant. It made up
only some 11 percent of therate of population growth. Inthelast 25 years, however, migration, legal
and illegal, has again risen in importance.

It isthe birth rate, however, that has been most weighty in governing changesin the growth
of population. It istrue that rising levels of income, taken by themselves, make it easier for young
peopleto marry early and to raiselargefamilies. Other circumstances accompanying income growth
itself have, nevertheless, worked in the opposite direction and produced thelong-term trend toward
lower birth rates and a decline in the rate of population growth. In the nineteenth century, the
intensification of settlement gradually raised the price of land and made it difficult to establish
numerous children on nearby farms. Industrialization attracted people to the cities where the costs
of space were higher and where children were less well able to contribute to family income. It also
weakened the economic bonds between generations that family farms and other family businesses
create. So it reduced the economic security that children offered to parents and in that way undercut
the attractions of alarge family. It enlarged the opportunities of women for paid work outside the
home and so raised the costs of devoting effort and attention to family. Remunerative and attractive
employment in this century came to depend increasingly on higher levels and longer years of
education, which again raised the costs of bringing children to adulthood. Thetechnical progresson
which, as we shall see, per capita output growth largely rests, included progress in the means of
contraception. And the spread of education hel ped to diffuse knowledge of contraceptivetechniques

® See Richard Easterlin, “Twentieth-Century American Population Growth,” in Stanley Engerman and Robert
Gallman (Eds), The Cambridge Economic History of the United States, vol. I11. Also Easterlin, “Industrial
Revolution and Mortality Revolution: Two of a Kind”? Evolutionary Economics, 5(1995), 393-408, and Michael R.
Haines, in Stanley Engerman and Robert Gallman (Eds), The Cambridge Economic History of the United States, vol.
..
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and made people more ready to use them. In sum — the decline in population growth and thus in
aggregate output growth stemmed in large part from therising level of per capita output, or, better,
from the forces that support it and the conditions of life that go with it.°

There are also reverse influences that run from population growth to the rise of per capita
output. Anincreasein population, if it presseson scarce resources, tendsto reduce output per capita.
In the conditions of land and resource abundance characteristic of the United States, however, the
chief effect of population growth has been to raisethelevel of aggregate output by its effect, subject
to alag, on the growth of the labor supply. By its effect on the size of the domestic market it opened
the way to alarger exploitation of the economies of large-scale production and so to higher output
per capita as well. In these circumstances, the declining rate of population growth in the present
century would have acted to limit the potential contribution of the economies of scale to the growth
of productivity and per capita income. This century’s declining population growth rates may,
therefore, have been aconstraint on aggregate output growth, not only because they tended to reduce
the growth rate of the labor force but also because they held back the growth of labor productivity.
But labor productivity rose for other reasons, and these must still be explored. We turn first,
however, to review the course of labor input.

3. The Changing Contribution of Labor Input per Capita

Per capita output growth may be viewed as the sum of the growth rates of the annual number of
hours of work per year per head of the population and of output per hour.

During the nineteenth century, per capitalabor input rose at arate somewhat under one-half
percent a year (Table 1: Il). This seemingly modest pace, however, anounted to more than 50
percent of the still low growth rate of per capitaoutput in the first half of the last century. But even
in the second half, when per capita output growth had risen toward rates more familiar now, about
aquarter of the advance was still derived from the growth of labor input per head.

Inthe present century, by contrast, thingswerequitedifferent. Theinput of 1abor hoursbegan
to decline on aper capita basis and did so at an accelerating pace. Given the high and steady rate of
per capita output growth, thisimplies that long-term labor productivity growth was accelerating, at
least through the first three quarters of the century (1890-1966). And then there was a reversal.
During the quarter-century since 1966, the growth of per capita labor input jumped again to the
higher rates characteristic of the nineteenth century, while labor productivity growth fell back to a
slow pace not seen since the turn of the century, perhaps earlier. The two developments were, to
some degree, connected, as our later discussion of the Slowdown shows (Part Two, Section 5).

® Easterlin, “Twentieth-Century American Population Growth,” and his“ The American Population” in Lance
Davis et al. American Economic Growth, New Y ork: Harper and Row, 1972, Ch.5.
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The growth of labor hours per capitacan itself be decomposed, and thisisdonein Tables|lI
and I11A. Here the growth of labor hours per head is viewed as the sum of the growth rates of the
labor force per head of the population, of full-time equivalent persons at work (" persons engaged”)
per member of the labor force, and of hours of work per person engaged. The sum of the latter two
rates is the growth rate of hours per member of the labor force.

The strong growth of per capitalabor input during the nineteenth century was due in part to
thefirst of these components, that is to the faster growth of the labor force than of population. This
istraceable partly to the effect of immigration, which brought in more people of working age than
it did children, women and old dependants, and partly to the manner in which population growth
declined. Because birth rates fell faster than death rates, the proportion of dependent children and
youth declined relative to adult groups, and the population of working age rose compared with the
general population.

Thegrowth of labor input, especially inthefirst half of the nineteenth century, was bol stered
aswell by increases in the ratios of employment to labor force and of hours per person employed.
Both devel opments were connected with the shift of population and employment from farming and
rural lifeto thetownsand citiesand to employment in the growing non-farm sectors. Urban lifegave
women a better chance for paid (and, therefore, recorded) employment outside the home. And full
time annual hours of work on the farms, because of its seasonal nature, were only some 75 percent
aslong as annual hours in the non-farm sector.’

As one moves into the twentieth century, the balance of forces changed, producing first a
slow, then avery rapid declinein labor input per head which continued into the 1960s. Both long-
term and transitory factors were at work. In the first third of the century, from about 1890 through
1929, the same balance of demographic developments, the relative growth of the population of
working age, reflecting the decline of birth rates and, therefore, of dependent children, and until
World War 1, the continued flow of immigrants in large numbers produced a continuing rise in the
importance of the working-age population and in the ratio of labor force to population. This was
more than offset, however, by amorerapid drop in non-farm hours of work. The hours decline took
place especially rapidly during World War | when workers took advantage of tight labor marketsto
gain shorter hourswithout adropin pay. By 1919, thisdrop in average non-farm hours, together with
asmaller risein average annual farm hours, had made annual hours per worker in the two sectors
about equal. The farm-non-farm shift no longer worked to support the growth of labor input.

Apart from these long-term devel opments, an important feature of the years since 1929 was
alarge and protracted fluctuation in labor input per capita. The decline which had beguninthe early
part of the century accelerated between 1929 and 1966 and proceeded at a multiple of its earlier

7 John W. Kendrick, Productivity Trends in the United States, Princeton, N.J.: Princeton University Pressfor the
National Bureau of Economic Research, 1961, Table A-1X, and Paul A. David, “Real Income and Economic Welfare
Growth in the Early Republic,” forthcoming, available from the author.
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pace.® And then it turned around; for the last quarter-century, it has been rising almost as fast as it
fell during the preceding four decades. Without the decline of labor input per capitain the middle
decades of the century, the rate of advance of per capita output during the post-war growth boom
would have been still more rapid; without therisein the seventies and eightiesthe severe slowdown
of labor productivity growth would have produced a marked decline in output per capita as well.

The sources of the large fluctuation in the growth of labor input per capita in the present
century are complex. Some of the considerations are suggested by the informal table that follows.
Here we view the growth of labor-force per capita (the labor-force ratio) as the sum of the growth
rates of the working-age ratio — that is the ratio between the working-age and the total population
—and the gross participation rate, that is, the ratio between the number of personsin the labor force
and the working-age population. We call it the grossrate because it reflects changes both in the
participation rates of specific groups, distinguished by age, sex and other characteristics, and in the
importance of the groups.

8 The size of the more severe retardation is uncertain. Comparing 1929-66 with our own estimate for 1890-1927
(shown in Frame |) puts the retardation at 0.5 percent ayear. Using Kendrick’s estimate for 1890-1927 (Frame 1)
makes the difference even greater.
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Table 1: II Contributionsof Labor Input and L abor
Productivity Growth Ratesto the Growth Rate of Output per Capita:
U.S. Private Domestic Economy, 1800-1989

(Average compound rates over “Long Periods,” in Percent per Annum)

Periods Output per Manhour s per Output per
capita capita Manhour

Framel The Nineteenth Century

1800-1855 0.87 0.48 0.39
1855-1890 147 0.41 1.06
1890-1927 174 -0.26 2.01

Framell The Twentieth Century

1890-1927 1.94 -0.07 2.00
1929-1966 1.73 -0.78 2.52
1966-1989 1.84 0.60 1.23

Sources. See Statistical Appendix, Table 1: 1IA.
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Table1: 11 Decomposition of the Growth Rate of Manhours per Capita
U.S. Private Domestic Economy, 1800-1989

(Average compound rates over “Long Periods,” in Percent per Annum)

Manhours Labor Force Per sons Manhours

Periods per capita per capita Engaged per Person
per Member of Engaged
the Labor
Force
I. The Nineteenth Century

1800-1855 0.48 0.19 0.14 0.15
1855-1890 0.41 0.33 0.07 0.02
1890-1927 -0.26 0.16 -0.17 -0.26

1. The Twentieth Century

1890-1927 -0.07 0.16 0.01 -0.24
1929-1966 -0.78 -0.09 -0.24 -0.44
1966-1989 0.60 112 -0.11 -0.37

Sour ces: Following Table 1: I11A in Statistical Appendix.
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Table 1: [11-Addendum
Components of Changein the Growth Labor Force Participation Rate, 1929-89
(average compound growth rates in percent per annum)

Labor force Working-age Gross participation
Periods per capita population ratio rate
1929-1948 0.19 0.17 0.02
1948-1966 -0.38 -0.57 0.19
1966-1989 112 0.48 0.64

Sour ces: Underlying data from:
Population; Economic Report of the President, Jan. 1993, Table B-29 (Resident popul ation 1929-48;
total population including armed forces overseas after 1948.)
Working-age population: 1bid. Table B-29 (Population, ages 16-64).
Labor force: Ibid, Table B-30 (Civilian labor force aged 16+.)
Note: Growth Rate of Gross Participation rate ={ 1+[Col.(1)]/100} /{ 1+[Col.(3)]/100} -1]x100.

Inthefirst period above, from 1929 to 1948, the growth of theworking-ageratio wasmodest.
This was a direct consequence of the birth rate reversal, from the low and declining rates that
prevailed during the late twenties and the decade of the Great Depression, to the higher fertility
levels that accompanied the tightening of labor markets during the forties. The depressed birth rate
cut the fraction of children in the population and so pushed up the working-age ratio, whereas after
1945 the beginnings of the Baby Boom reversed the process.

The two decades following World War 11 saw no reversals of comparable magnitude in the
fertility of Americans:. thebirth rate and the general fertility rate climbed rapidly to apeak at theend
of the 1950s, and held at high levels for some years thereafter. Consequently, the proportion of the
population made up of young dependants rose rapidly and the working-age ratio dropped sharply
over the period 1948-66, as may be seen from the Addendumto Table 1: I11. Whilethiswas partially
offset by a modest rise in the participation rate, the net effect was that |abor force per capita fell
rapidly during that interval.

Toward the close of the sixties, however, birth rates started their recent dramatic declineand
thus ushered in the latest period when the working age ratio rose almost asrapidly asit had dropped
inthetwo decades after World War 1. Theturnaround, which raised the growth rate of theworking-
ageratio by afull percentage point (from—0.57 to +0.48 percent ayear) accounted for 70 percent of
the marked increase in the growth of labor force per capita.

The large fluctuation in birth rates and the accompanying decline and then increase in the
growth rates of the working-age and labor-force ratio have been well explained by Richard
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Easterlin.® On his hypothesis, fluctuations in birth rates are caused by changes in the economic
circumstancesand prospects of young adultsintheir most fertileyears, taken in conjunction with the
expectations they had earlier formed in their parents' households. Given the twenty-year or so lag
between birth and entry into labor force and marriage, akind of cycleis generated. Thus the cohort
who came of age during the Great Depression, and who carried with them expectations formed in
the prosperous twenties, married late and had few children. By contrast, the young adults of the
fiftiesand early sixties were amuch smaller cohort, reflecting the low birth rates of the thirties and
early forties. Thissmall supply of young workers, meeting the buoyant |abor market of the post-war
years, found good jobs and enjoyed early promotion and rising wages. And given the modest
expectations they had formed in the depressed thirties, they married early and generated the Baby
Boom. They then spawned thelarge cohort of young peoplewhose expectationswere consistent with
the happy state of their parents' households. And these then entered the labor force in the seventies
and eighties where they met the recent Slowdown of productivity growth, the accompanying
stagnation of real wages and slower promotion. A rapid decline of birth rates followed.

A competing hypothesislays greater stress on the long-term trend towards lower birth rates
to explain the low rates of recent decades. It sees the Baby Boom as an aberration and the more
recent decline in the birth rate as primarily aresponse to the forces controlling the long-term trend.
Thereis, in fact, much to be said about the sources of the long-term trends that have helped bring
birth rates to their present low levels. The economic and socia conditions of the century have,
indeed, made children more expensive to raise and perhaps reduced the benefits that parents may
derive from them. Children can no longer contribute to the ordinary family's work and income as
they did on thefarmsof acentury ago. They occupy more costly houseroominthecity. They require
long years of increasingly expensive medical care and education. They compete for the time, effort
and income of their mothers when the world of paid employment has been opened to women. As
adultsthey live separated fromtheir parentsby independent empl oyment and often by long distances;
they cannot offer the support and care for the elderly that they once did. And the parental support
they used to provide is now far less important when the elderly can depend on Social Security and
private pensions, on Medicare and on retirement communities. Y oung adults, therefore, are less
likely to see the benefits and virtues of large families.

Still, there are birth rate effects that stem from digunctures between labor demand and
supply. When they occur, they have effects that echo a generation later. Moreover, they may echo
once again, perhaps with diminished force, until anew disjuncture of independent origin occursand
starts the process once more. The Easterlin echo effects have been an important component of the
growth of labor input in the present century and earlier, and we may see them again.

% See Easterlin's Twentieth-Century American Population Growth,” and Richard Easterlin (1968), Population,
Labor Force and Long Swings in Economic Growth, New Y ork: National Bureau of Economic Research (distributed
by Columbia University Press, N.Y. and London).
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4. Labor Productivity Growth and its Sour ces

Between the first half of the nineteenth century and the second half (counting the years from about
1855 to about 1890 asthe "second half"), the pace of 1abor productivity growth more than doubled.
Then between the second half of the last century and the first third of the present century (1890-
1927), itdoubled again. (Table 1: 1V). And between thefirst and second thirds of the present century,
it increased still again, by 26 percent. Counting, therefore, from the slow rate of thefirst part of the
nineteenth century to thefar morerapid pace of the middle decades of the twentieth, thereweremore
than a hundred years of accelerating long-term labor-productivity growth. True, this record of
unbroken acceleration emerges when growth is measured over the long periods identified in Table
1: IV. Within theselong periods, acrossthe“long swing intervals’ they span, therewasasuccession
of slowdowns and accelerations (Table 1: IVA). And if we broke the record into still shorter
intervals, the fluctuations of the labor productivity growth rate would be still more marked. Wars,
depressions, post-war rebounds and booms, the vagaries of the pace of technological progress have
all counted. Still, the record of long-term acceleration is clear enough.™

Against this accelerating trend of labor productivity growth rates, the quarter-century from
1966 to the present time is something of an anomaly. The occurrence of aslowdown isnot in itself
strange. As said, there have been many precedents. It is the severity of the current retardation and
its duration which give this latest episode its special character. Compared with the preceding long
period between 1929 and 1966, the rate of advance fell 51 percent. Compared with the booming
growth of the post-war years (1948-66), the rate declined no less than 60 percent. Not since the
second half of the nineteenth century, if we depend on the long-period measures, has the pace of
labor productivity growth been so slow.

It is sometimes argued that the slowdown in the years since the latter sixtiesis not in itself
evidence of long-term retardation. In this view, the slowdown may be only a transitory matter,
comparable with the declines in productivity growth that accompanied serious depressions in the
past.* The slowdown that began after 1966, however, had by the close of the eighties gone on for
almost aquarter-century, whichislonger thanthefull long swingsof the past, their contractions plus
their expansions. Signs of afaster long-term growth rate in the years since 1989 are still uncertain.
The decline of the labor productivity growth rate between the previous long swing (1948-66) and
the period of slowdown thus far (1966-89) is 1.9 percentage points. Earlier in the present century,
the most drastic slowdown was that between the prosperous twenties and the depressed thirties; the
decline in the growth rate then was much less— 0.75 points. Y et the recent period was not one of
severedepression. Theaveragecivilian unemployment ratefrom 1966 to 1989 was 6.1 percent; from
1929 through 1939, it was nearly 17 percent. The future may well see a return to the labor
productivity growth rates of the earlier twentieth century. But even if that does happen, the slow

10 See Endnote 1 of Part One.

! Thisis the contention of William J. Baumol, Sue Ann Batey Blackman and Edward N. Wolff, Productivity and
American Leadership: The Long View, Cambridge, MA and London: The MIT Press, 1989, Ch. 4.
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growth from 1966 to 1989 and perhaps longer will still remain as an episode of severe retardation
that persisted for a significantly long period.

What were the elements from which the long acceleration of productivity growth arose and
then the recent slowdown followed? The most elementary decomposition of labor productivity
growth isonethat dividesit into two sources. Oneistheincrease in productivity attributable to the
enlargement of the stock of tangible capital that is available to aid each worker per hour of work
(Table1: IV, line 2). We sometimes call this the contribution of the growth of "capital intensity".
The other element is the remainder of the increase of labor productivity. We call it the growth of
"crude total factor productivity" (or "crude TFP"). It appearsin line (3) of Table 1: IV. Weterm it
"crude" becauseit isaremainder or residual which isitself an amalgam of various elements. These
are discussed and, to some extent, measured in the lines of the Table that follow.
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Table 1: IV The Source of Labor Productivity Growth, Private
Domestic Economy, 1800-1989, Sour cesin Per centage Points
Measures Across Long Periods

| Nineteenth Century Il Twentieth Century
1800-1855 1855-1890 1890-1927 | 1890-1927 1929-1966 1966-1989
1. Output per manhour 0.39 1.06 201 2.00 2.52 1.23
Sources
2. Capital stock per manhour 0.19 0.69 0.62 0.51 0.43 0.57
3. Crudetotal factor prod. 0.20 0.37 1.39 1.49 2.09 0.66
4. Labor quality - - 0.15 0.15 0.40(0.30)  0.31(0.16)
5. Capital quality - - - - 0.24 0.31
6. Refined total factor prod. 0.20 0.37 1.24 1.34 1.45(1.55)  0.04(0.19)
Addenda
7. Gross factor share weights
a. Labor 0.65 0.55 0.54 0.58 0.64 0.65
b. Capital 0.35 0.45 0.46 0.42 0.36 0.35
8. Vintage effect - - 0.04(0.05)  0.00(0.01)
9. Age-neutral refined
total factor prod. - - 1.41(1.50) 0.04(0.18)

Sour ces: See text discussion and Notes and Sources following Table 1: 1A in Statistical Appendix.

The formulafor carrying out such a decomposition, commonly called a“growth account”,
was presented years ago by Robert Solow.* As applied to a decomposition of aggregate output, it
reads:

............................ Y* =€ K* +€_ L* +A* 1)

In the formula, Y stands for output, L for labor hours and K for tangible capital stock (including
land). The asterisk (*) denotesthe per annum rate of increase over atrend interval; so Y* standsfor
the growth rate of output over aperiod of years, and similarly for L* and K*. The coefficient €, is
the elasticity of output with respect to capital and represents the weight to be attached to the growth

12 See Endnote 2 of Part One.
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of capital in contributing to the growth of output. It is measured by the fraction of the value of total
output that constitutes the compensation of the owners of capital stock for the use of their property:
0y = €. The “property income share” is the sum of before tax interest, rents, dividends and the
retained profits of corporations plus an allowance for the compensation of capital in non-corporate
business. In the gross termsin which we make our output cal culations, it al so contains an allowance
for the depreciation (or retirement) of reproducible capital goods.

Since & any given time, and subject to certain assumptions, the (before-tax) earnings of
capital and labor exhaust the total product, the weight to be attached to the growth of labor is,
analogously €, = 0, = (1-0,).2 Over time, however, the growth of capital and labor inputsweighted
asabovedoesnot necessarily exhaust theincreaseintotal product, especially not whentechnological
progressisraising the productive efficiency of the combined bundle of inputs. So the residue of the
proportional growth of output, A*, that is, the part not accounted for by the sum of the weighted
factor inputs, measuresthe contribution of the proportionategrowthin crudetotal factor productivity
(TFP) —along with that of any inputs|eft out of the accounting altogether, and also the net effect of
errorsin the data.

Under the same assumptionsan alternativeformulacan be derived by simply rearranging the
termsin Equation (1):*
............................... A* =0, (Y*-K*) + (1-0,)(Y*-L*) . 2

Thisequationtellsusthat A*, that is, crude TFP, isthe wel ghted sum of the growth of output
per unit of capital and of output per unit of labor. And that iswhy itiscalled total factor productivity
growth. Technological progress, the advance of economically useful knowledge actualy
incorporatedinto production, ispresumably animportant component of total factor productivity. But
there are other contributors to this remainder.

An expression for the growth rate of real output per unit of labor input can also be obtained
directly from Equation (1):
............................... (Y* -L*) = A* +0, (K*-L*). 3

Since (K* - L*) represents the growth rate of capital stock per labor unit, Equation (3) gives
usaformulafor partitioning the proportionate growth of labor productivity into two components, the
contributions of the capital intensity growth and those made by the growth of crude TFP. This
relationship is applied in making the growth accounting cal cul ations underlying Tables 1V and IVA.

13 See Endnote 3, and the publications by Robert Solow and others cited in Section 111 of the Bibliography.

% Under the assumption that aggregate production relations are characterized by constant returns to scale we
obtain this by making use of the restriction that the elasticity coefficients sum to unity, and hence: Y = (g, + €,)Y.
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The decomposition of labor productivity growth, that appearsin the second and third lines of
Table 1: IV, crude asit is, revea s astriking difference between the growth records of the nineteenth
and twentieth centuries. The present century, for most of its course, not only enjoyed a much faster
rate of labor productivity growth than did the nineteenth century, but drew its advance from largely
different sources. So far as these measurements can tell us, the labor productivity growth of the
nineteenth century, and particularly its second half, found its source primarily in an enlargement of
the tangible capital stock at the disposal of workers, and it owed its accel eration between the earlier
and later parts of the century chiefly to a speed-up of such capital accumulation. In the present
century, on the other hand, the major sources of both labor productivity growth and its period-to-
period changes werethe elements of advance that together account for crudetotal factor productivity
growth.” The following figures, derived from Table 1: IV, bring out these conclusions plainly.

Table 1: IV-Addendum
The Relative Importance of Crude TFP Growth Among the Sources of Labor Productivity Growth
in the U.S. Private Domestic Economy, 1800-1989

Per centage of labor Per centage of interperiod
productivity growth changein labor productivity
ratedueto growth rate dueto changein:
Frame: Period Capital Crude Capital Crude
intensity TFP intensity TFP
growthrate growthrate growth rate growth rate
[:1800-1855 49 51
1:1855-1890 65 35 1800/1855 to 1855/1890 75 25
1:1890-1927 31 69
1855/1890 to 1890/1927 -7 107
11:1890-1927 25 75
11:1929-1966 17 83 1890/1927 to 1929/1966 -15 115
11:1966-1989 46 54 1929/1966 to 1966/1989 -11 111

Notes and Sour ces. Computed from Lines 1,2,3 of Table 1: 1V; inter-period changes within Frame |, and Frame .

Thecontrast between thetwo centuriesisreal, but, to adegree, overdrawn. Crude TFPwhich
became the predominant part of twentieth-century growth is less an answer to our search for the
sources of growth than a question that presses for answer. The growth account at the level of lines
(2) and (3) in Table 1: 1V is, to begin with, incomplete. It leaves out of account the contributions

15 See Endnote 4.
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made by changes in the composition of labor input and capital input which alter the effectiveness
of hours of labor or units of tangible capital.

Labor hours are not homogeneous. They differ from one another because of differencesin
three major characteristics of the workers who provide them: their experience, which is afunction
of their age, their sex and their level of education. If we may judge margina productivity by
earnings, the productivity of workersriseswith length of schoolingand, for most workers, with their
age. By the same test, an average woman isless effective than the average man of the same age and
level of education. By classifying worker hours according to the levels of education of the workers
who provide them and weighting the hours of each class by their relative average earnings, one
obtainsameasure of labor input that takes account of differencesin education. If levelsof education
have been rising, such aweighted measure of 1abor input will rise faster than the unweighted index
of labor hours, And the difference between the growth rates of thewei ghted and unweighted indexes
isameasure of the growth of labor input attributable to therising level of education. By analogous
methods, one obtains measures of the growth of labor input due to changes in the age and sex
composition of labor hours employed in production. We call the sum of the three growth rates
attributable to age, sex, and education theinput growth of Labor Quality. Weighted by labor’ s share
of total income, labor quality growth then enters the account as a source of labor productivity
growth.*

Thecomposition of tangiblecapital per manhour presentssimilar problems. Theannual gross
returnsto units of capital stock, for example, vary among assets of different classes. Structureswith
a long service life carry a smaler gross rate of return than does shorter-lived equipment; the
depreciationrateon structuresisnaturally lower. Non-depreci abl e assets such asland and inventories
have still lower grossreturns. Differential tax treatment causes the gross rate of return before tax to
differ according to the legal form of the organizations employing the capital: corporate business,
unincorporated business, households and so on. Differences in risk produce differences in gross
returns acrossindustrial sectors. Dale Jorgenson and his collaborators have made indexes of capital
stock weighted by average gross return to capital in cells differentiated jointly by all three
characteristics; asset class, legal form of organization and industry.’” Again the difference between
the growth of the resulting index of weighted capital stock and that of unweighted capital stock is
ameasure of input growth attributable to changes in the composition or quality of the capital stock.
As such, it enters into the growth account subject to capital’s share of total income. It should be
understood that when we speak of the growth of Capital Quality, we do not refer to the important
changes in the characteristics of capital goods which raise their productivity but are the result of
technological progress. That effect, for which thereare no direct measures, remainsembedded inthe
TFP residual.

16 See Endnote 5.

Y DaleE. Jorgenson, “Measuring Economic Performance in the Private Sector,” in Milton Moss (Ed..), The
Univ. Press 1973, 233-351. See also Jorgenson, Gollop and Fraumeni in the Bibliography below.
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Of the several sources of change in capital’s composition, that by asset class was by far the
most important at least since 1948. According to Jorgenson’s estimates, the shift of capital among
asset classes, principally the relative growth of short-lived, high gross rate-of-return equipment
compared with structures, accounted for over 80 percent of the total growth of capital quality from
all sources between 1948 and 1966.'

The contributions of Labor and Capital Quality growth were still small in the early part of
the present century. Although high school enrollments speeded up, their effect on the educational
level of the workforce itself remained limited until the twenties. As for Capital Quality we argue
below that its contribution in the nineteenth century was very small and confined to the years from
1870 to 1900, and the same appears to be true in the early twentieth century since the rapid growth
of therelatively short-lived Equipment fraction of the capital stock does not begin until the 1940s.

After the 1920s, however, growth in the quality of factor inputs made notable contributions.
The schooling level of the labor force rose more rapidly and somewhat later there was a rapid
increase in the relative importance of Equipment. Taken together, the two devel opments accounted
for 25 percent of Labor Productivity growth in the long period from 1929 to 1966. (Table 1: V).

In the most recent quarter-century —in the period of Slowdown —therewerefurther changes.
The contribution of thetwo quality sourcestaken together remained quite unchanged, but, of course,
they wereresponsible for alarger fraction of the much-reduced growth of Labor Productivity. This
outcome was the result of offsetting developmentsin the components of quality growth. Therisein
the level of Education of the labor force went on apace. Changes in age and sex composition,
however, both worked to reduce the measured productivity of workers. The coming-of-age of the
Baby Boomersbrought large additions of young, inexperienced workersinto employment. Theentry
of womeninto the paid labor force speeded up. Taking Age, Sex, and Education together, thegrowth
of Labor Quality became slower. On the other hand, the impact of the Slowdown on investment fell
more heavily on Structures than on Equipment, so the pace of improvement in Capital Quality
became faster.

Thefiguresfor quality changein Table 1: IV refer entirely to the twentieth century. Y et we
believethat contributionsto growth because of changein the composition of capital input must have
been quite small during most of the last century, probably smaller than seemsto have been the case
evenintheearly yearsof the present century. Theremay, however, have been amodest risein capital
quality between 1870 and 1900.

Weargueasfollows, startingwith Labor Quality. Inthe present century, itsprincipal element
has been the rise of the educational level of the workforce. In the nineteenth century, however, this
was growing far more slowly and making a much smaller contribution to growth. At mid-century,
in 1850, the fraction of young people, aged 5-19, enrolled in schools at some time during the year
stood at just under 50 percent, and for these, the average number of school days per year was still

18 See Endnote 6.
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small. The fraction enrolled was probably not a great deal lower in 1800, and hardly rose between
1850 and 1870. There was, indeed, a significant increase between 1850 and 1870 in the number of
days spent in school by astudent, and thiswould have rai sed the effective schooling of thoseworkers
who as children had attended schools in those years — essentially those who entered the workforce
after 1870. There was also arisein enrollments during the seventies; by 1880 the fraction enrolled
reached 58 percent.™

Thesedevel opmentsafter 1850 could, indeed, haveyielded some contributionto productivity
growth between 1870 and 1890, but it would have been small. Since an increase of days in
attendance took place only after 1850 and that of enrollments only after 1870, they could have
affected only the younger workers of the post-1850 years and then mainly after 1870. The bulk of
the labor force whose school-age years had been passed before mid-century would have been
unaffected. Moreover, the rise in schooling remained confined to the elementary level. Aslate as
1890, only 1.6 percent of all students in public day schools were enrolled in secondary schools.®
Thismeansthat theeffect of higher enrollmentson labor quality isproportionate only to the earnings
differential between those workerswith some elementary schooling and those who had not attended
school and hardly at all to the higher differential between such unschooled workers and those with
a secondary school education.

Whether there was also some significant change in the age and sex composition of the
workforce taken together is hard to say. The average age of workers was rising slowly under the
influence of falling birth rates; but immigration, which brought in adisproportionate share of young
adults, was an offsetting force. The median age of the whole population, however, wasrising very
slowly. To what degree the effect of the rise in age, whatever it was, may have been offset by an
increase in the proportion of women in paid work is aso not clear. Movement off the farm and the
rise of non-farm employment surely enlarged women’ sopportunitiesfor work outsidethehome, and
the expense of urban life would have pressed women to take such work. Therate of rise of persons
engaged per member of the labor forceis consistent with such adevelopment (Table 1: I11). Having
regard to these various considerations, we believe that the contributions of labor quality change to
productivity growth in the second half of the nineteenth century would have been smaller than even
the quite low contributions suggested by our estimates for the early years of the present century
(Tables 1: IV and 1: IVA).

Turning to Capital Quality, it appearsthat there may have been asmall contributionfromthis
source in the years between 1870 and 1900. In the first half of the century, the total capital stock
consisted amost entirely of long-lived assets, cleared and improved land, houses and other
structures. Equipment made up only a small and stable fraction of all assets — between 5 and 7
percent of thetotal. By 1870, however, the Equipment Fraction had become 11 percent of thetotal,

19 See Endnote 7.

2 Historical Statistics, Series H-420 and 424.
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and then grew rapidly to 28 percent in 1900. All these are the estimates provided by Robert
Galman.?

The rate of rise in the Equipment fraction (in constant prices) from 1870 to 1900 was 2.8
percent per year. Thiswas more rapid than the comparablerate of rise between 1929 and 1948 (1.85
percent)?when our figuresfor the contribution of Capital Quality begin. Thisslower growth applies,
however, to an Equipment fraction some 39 percent larger than it was in 1900. The impact of the
relative growth of short-lived capital, therefore, would have been little different in the two periods.
And on this basis we judge that the contribution from the growth of Capital Quality to the growth
of labor productivity was of the order of only one-tenth of one percent ayear from 1870 to 1900.
Having in mind these considerations regarding both Labor Quality and Capital Quality, wethink it
reasonabl e to regard the nineteenth century estimates of crude TFP as at |east roughly comparable
with the more refined figures for the twentieth century.

What do these estimates of refined TFP growth represent? We regard them mainly as
measures of technological progress actually incorporated into production together with the gains
from economies of scale — insofar as the two can actually be usefully separated. We discuss this
matter in an Endnote.” As aresidual, however, the figures also include the effects on growth of
whatever other factorswe may havefailed to identify and measure and which have operated through
channels other than those we have measured.?* As aresidual, moreover, refined TFP istheinheritor
of al theerrorsthat may residein the dataor lack of dataand in the estimating procedures by which
they are put together.

We observe, findly, that the technological progress that moves refined TFP is the
technological progress (and the economies of scale) that is“actually incorporated into production.”
Even in a progressive economy such as the U.S., however, the pace of actual incorporation may
differ from the underlying rate of advance in practical knowledge. The main reason for such a
difference in the U.S. stems from the fact that a portion, probably a major portion, of advancesin
knowledge must be embodied in tangible equipment and structures and often placed in new
locations. Similar changes are needed to exploit the potential gains from economies of scale. True,
not all advances of knowledge require such embodiment; some take the form of changes in
managerial policiesand proceduresthat requirelittle or no new capital. Better control of inventories
may be an example. But new, redesigned, or relocated equipment is needed to realize a large,
presumably the major, share of advancing knowledge.

%1 See his chapter in Vol. 11 of this history, Table 13.

2 The figure for 1919-48 is from Raymond Goldsmith, A Study of Savingsin the United States, VVol. 111,
Princeton, Princeton University Press, 1956, Table V-3.

2 See Endnote 8.

2+ See Endnote 9.
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Suppose we take it that the gross capital investment of each year — at least in twentieth-
century America— embodies the most advanced technology available to the investing firms of the
year. If so, the average level of technology actually in use during a year depends on whether the
capital stock that has accumulated is made up more or lesslargely of recent or older, partly obsolete
“vintages® of capital and so of embodied technology. In short, it depends on the average age of the
capital stock. It follows that the growth rate of technology actually incorporated into production
depends on three factors: (1) the fraction of new technology that requires embodiment; (2) the
growth rate of “age-neutral” embodied technology (that is, the rate at which embodied technol ogy
would be incorporated into production if the average age of capital stock remained constant); and
(3) a"vintage effect”, which isthe change in the rate of embodiment because of the change per year
in the average age of the capital stock over a period of time. For any given rate of age-neutral
embodied progress, measured progress will be faster if the age of capital is declining, but slower if
age isrising. As between two periods, the growth rate of measured progress would be retarded if
average age rises faster or declines more slowly in the second period than in the first.

We offer some rough estimates of the vintage effect in an Addendum to Tables 1: IV, and
1: IVA. The formulawe employ,? the assumptions we make, and the data we use are described in
the Appendix Note on the vintage effect. For reasons explained in that Note, we think the figuresin
the Tables may underestimate the actual effects of fluctuations in the rate of change in the age of
capital stock. Nonetheless, the main lesson we draw from the figuresis that the vintage effect may
beof considerablesizein comparisons between TFPin particular successive“long-swingintervals.”
When acombination of Great Depression and Great War produced adramatic declinein the growth
of the private capital stock, itsaverage agerose markedly and refined TFP, expressing the actual rate
of incorporation of technological progress, was driven below the presumptive underlying rate of
advance of knowledge. With the return of peace and prosperity, the growth rate of the capital stock
rebounded, the average age of capital fell and the rate of incorporated progress exceeded the rate of
underlying progress. Beforeallowing for thevintage effect therate of refined TFP growth from 1948
to 1966 stands higher than that from 1929to 1948. Allowing for thevintage effect, thereverse seems
to have been true. (Table 1: IVA). But the two intervals offset one another, and the long-period
measure of thevintage effect f rom 1929 to 1966 isessentially zero. (Table 1: V). That isonereason
we prefer thelong-period measures of Table 1: 1V tothoseof Table1: IVA. And, assaid earlier, for
the samereason, we prefer the figures of the long period from 1855 to 1890 rather than thosefor its
component shorter periods, thelong-swinginterval acrossthe Civil War and theinterval of rebound
from 1871 to 1890.

5. What M easured Growth Failsto Measure

Readers were warned early in this chapter that the output growth that is measured in the GDPisan
imperfect approximation to the growth we really seek to measure and understand. Besides many

% Our formula was first derived and presented by Richard Nelson, “Aggregate Production Functions and
Medium-Range Growth Projections, American Economic Review, L1V, No. 5 (Sept. 1964), 575-606.
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minor problems, the GDP, as it has been measured until now, largely misses the additions to
consumer satisfactions made by new types of goods and services asthey enter the market, gradually
spread and come to account for larger shares of consumer expenditures. Nor does the GDP
successfully take account of improvementsin the quality of pre-existing goods and services. These
failures stem from the fact that the price deflators, which transform the val ue of aggregate output in
current pricesinto measuresof real output in constant prices, arethemsel ves measures of the change
in the cost over aperiod of abundle of goods and services of constant composition and quality.

The composition in each period of the priced bundles does, indeed, correspond to the
proportionsin which consumer expenditureswere divided among the various objects of expenditure
in either theinitial or terminal year of each measurement period. In American data, these have been
periods of ten years or even longer in the earlier data; they are five-year periods now. Yet, even
within these periods, the composition of expenditures on the types and qualities included in the
standard bundle changes. More important, the quality of goods within bundles generally rises and
new types of goods appear on the market. The improvement in quality has been caught quite
inadequately for most of our two centuries and the true significance of new goods for consumer
satisfaction not at al.

Between periods, the composition of the bundles measured is changed. But the growth rates
of one period are then linked to those of a preceding period in a way that does not recognize the
higher capacity of the new or improved products that are represented in the second bundle to meet
the basic needs that consumers seek to satisfy — except insofar as the new goods have higher base-
year prices per unit than those of the products they replace. Thus, as said, if aunit of penicillin has
the same base-period price as a mustard plaster, the two count equally. Y et the penicillin can save
the life of a patient with bacterial pneumonia, while the poulticeis at best harmless. For the same
base-period price per hour of service, electric light bulbs provide more light than the gas mantles,
kerosenelamps and wax candlesthey replaced. They eliminated the need to trim wicks, clean globes
and maintain the supply of kerosene—and they reduced the fire hazard. The length of the useful day
was extended. Electric-powered washers, dryers and refrigerators reduced the drudgery and fatigue
of housework; they freed women for amore varied and interesting life. Together with automobiles
and extended hours for marketing, the new household appliances helped women enter paid
employment. To that extent, the growth of measured output israised. Little of the value of these new
products or amyriad other examples of new goods and servicesis caught by the standard measures
of output.

Suppose their true value could be captured, how would the growth rates of output over the
two centuries be changed? We can be confident that output growth rates would ook higher in both
centuries. But would the twentieth-century rates be raised morethan those for the nineteenth, or vice
versa? In the absence of true and comprehensive measures, we cannot say with assurance, but we

% Thiss mpl e statement exaggerates the difficulty somewhat. For some goods, but not for all, price indexes have
tried to account for quality change insofar as the change consists of an identifiable physical component whose base-
year cost can be established or estimated.
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can make atentative judgment. We think that the twentieth century saw the appearance and spread
of more new and improved products and services of benefit to consumers than did the nineteenth.

A representative consumer of 1800, if transported forward to, say, 1870 would have found
the composition of consumer expenditures familiar in many ways. About 74 percent of consumer
expenditures still went for food, clothing and shelter.”” The percentage was still as high as 65 in
1890. By 1989, it was only 37. Much of the decline, of course, represents only the inelasticity of
demand for basic necessities as income rises. But the point is that it is within the rising margin for
expenditure on products beyond the provision for these basic necessities that the great changes in
the character of goods and services and in the quality of products has taken place, and these are
largely the developments of the twentieth century.®

Major twentieth-century devel opmentsin transportation, communications, information and
entertainment and, most important of al, in the provision of health care and the length of life itself
transformed the character and quality of life for people. A few summary figures are enough to
suggest the importance of the changes brought by new goods and servicesin the twentieth century.

Tablel: V
Private Transportation and Communications Equipment in U.S. Households, 1899-1990

1899 1920 1950 1990
Passenger cars per household - 0.33 0.93 154
Telephones per 1000 people 13.3 123.4 258.1*
Househol ds with tel ephones (%) - 35.0 58.2* 93.3
Households with radios (%) - 0.22 92.8 73.3
Households with TV (%) - - 8.9 96..37
Households with computers (%) - - -

15.7

Notes; 11948; 21922
Sour ces; Historical Statistics and Statistical Abstract, 1994.

%" See Simon Kuznets (1946), [National Product Since 1869, New Y ork: National Bureau of Economic
Research], Tables|1-11 and I1-16.

2 See Endnote 11 to Part One.
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With the benefit of vaccines and antibiotics, the incidence of the more serious infectious
diseases (other than AIDS) has declined over the last century to aimost insignificant levels. With
these developments and with the advances in the trestment of malignancies and of diseases of the
liver and heart, death rateshave declined rapidly and thelength of life hasbeen greatly extended. The
expectation of lifehad begun lengthening in the second half of thelast century asthe better provision
for pure water and for sewage systems and waste disposal reduced urban death rates. But the rate of
increase of life expectancy at birth doubled during the first half of the present century and then
continued to rise. At the turn of the century a new-born infant could expect to livetill 48. By 1991,
thisfigure had risen to 73, again of aquarter-century. At later ages, the gainsin length of life came
later. At 40 expected life was about the samein 1930 asin 1900, but since 1930, expected life at 40
has increased 22 percent and at 70 by 51 percent.?

Oneway to integratetheimproved expectations of survival with the pictureof rising average
material well-beingisto consider what they imply for the expected lifetimeincreasein average (rea
gross) income that might be experienced by the members of the cohorts of white males born at
successive dates between 1800 and 1991. For those born at the opening of the nineteenth century the
expected lifetime improvement was 54.8 percent, whereas the representative member of the cohort
born in 1855 could have anticipated a 101 percent increase in average real GNP per capitawithin
his lifetime. By 1900-2 the mean lifetime rise in average real income for new-born males had
increased further, to 126 percent, and, for those forming the cohort born just astheworld was sliding
intotheGreat Depression, that is, in 1929-31, theaverage gain experienced over an expected lifetime
was as great as 188 percent.*

There were, of course, other new products with transforming significance: such as the
household appliances already mentioned that hel ped free women from household drudgery, and the
air conditioners that made the South more attractive both for work and for life at home. And the
servicefromall these new products, the tel ephones, the automobiles, the motion pictures, radiosand

2 See Endnote 12 to Part One.

%0 For these calculations we use the average annual per capitareal output growth rates from Tables 1: | and 1: 1A
for the periods starting in 1800-55 (for 1800 to 1847), the weighted average of 1855-90 and 1890-1905 (for 1855 to
1900, the weighted average of 1890-1927 and 1929-48 (for 1900/02 t01949) and 1929-89 (for 1929/31 to 1989).
The survival prospects for the members of the (white) male birth cohort starting life in 1991 have improved
remarkably, as has been noticed, but their prospects for per capitarea income growth — over the expected 73 years
that the mortality table for that year would allow them — remain especially cloudy. If the 1966-89 growth rate of real
GNP per manhour is projected into the future, implicitly assuming that manhours per capita remained constant, they
might anticipate experiencing an average lifetime gain of only 144 percent, or substantially less than that enjoyed by
the 1930-1 birth cohort. On the other hand, implicitly assuming that the lowered rate of labor productivity growth
over the 1966-89 period is transitory and there will be some rebound, the (higher) growth rate of GNP per capita
during the 1966-89 period could be projected forward, indicating a gain of 237 percent between 1991 and the year
2064. When we take the geometric average of these pessimistic and optimistic estimates, the “golden mean” figure
turns out to be an expected lifetime average real income gain of 184 percent, which is, more or less, a satisfying
continuation of the experience of the 1929-31 birth cohort. Of course, more of that projected proportionate measure
of material improvement would be “enjoyed” by the 1991 cohort when they are at older ages. And, indeed, alarger
part of it islikely to take the form of health care services.
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TV'’s, the vaccines and antibiotics improved immensely as time passed and as the origind
innovations cameto be supported by roads, service stations and repair services, by TV broadcasting
stations and networks and, in the case of medical care, by the scientific training of physicians and
by better chemistry and biology and by better instruments for diagnosis and treatment. In all these
areas, the new products and services, their quality improvements and supporting facilities, formed
complementary complexes that supported the spread of the initial innovations and increased their
value to consumers.

It seemsto usthat theseimportant twentieth-century devel opmentsin consumer goods, which
are unmatched, in our view, by equally important nineteenth century advances, create a strong
presumption that ameasure of per capitaoutput growth that took into account the true values of new
andimproved goodsand serviceswould show amore pronounced risein the pace of growth between
the centuriesthan the standard figures now show. And thisdifference would, of course, register par/
passuin the estimates of labor productivity growth.

Theeffect of morecomprehensive measuresontheinter-century differenceinthegrowthrate
of the output of capital goodsismoredifficult to gauge. The important product developments of the
nineteenth century were, indeed, in the sphere of capital not consumer, goods. This meant such
products as the cotton gin, steam engines for factories and mines and the belts and shafting that
transmitted the power to the new textile and apparel machinery and to wood and metal-working
machinery and machine tools. It meant steam ships and railroad structures and equipment and the
electric telegraph. And al these new capital goods improved in quality over the course of the
century. Taken into account, the measured growth rate of capital goods output in the nineteenth
century would certainly appear as substantially more rapid than it now is. But would this change be
greater than an analogous reform of the capital goods output figuresin the twentieth century?

That ishardto say, for therewere, of course, also important new and improved capital goods
that were introduced during the last hundred years. Gasoline-powered trucks took over much of the
older railroad-freight business; diesel-electric engines replaced steam. Airplanes replaced railroad
passenger trains. Gasoline-powered tractors replaced horse-power on the farms. Telephone
communication became universal in the business world. Factories were illuminated and air-
conditioned, and so were offices and stores. Factory machinery was el ectrified. Physicians, dentists
and hospitals were equipped with X-ray equipment, then with the CAT scan and then with
equipment for magnetic resonanceimaging. The pain of routine dentistry wasgreatly reduced by the
modern dental drill. Finally, in the last two decades, the computer has become the most important
category of new business investment. It would be hard to say whether a more comprehensive and
adequate national accounting system would raise the nineteenth-century growth rate of the real
output of capital goods more than it would do in the twentieth.

If we treat this ambiguous result as meaning that the significance of new capital goods was
about equally great in the two centuries, then the presumption about the comparative growth rates
of output in the two centuries remains. With a full accounting for the significance of new and
improved products, the twentieth-century growth rate of output would exceed that in the nineteenth
century — by an even greater margin than our present measures suggest. But even if one thought that
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new products meant more for the growth of capital formation in the nineteenth century than it did
in the twentieth the presumption would not be seriously weakened. Gross private investment in the
last third of the 1800s, when capital formation was especially strong, absorbed only some 20 to 25
percent of GDP. And the percentage became even smaller in the course of the 1900s.

Thisjudgment about the effect of reformed measures on the growth rates of output inthetwo
centuries carries over to comparisons of labor productivity and TFP. Better measures, if they could
be made, would, therefore, support a judgment that the contribution of the advance of knowledge
to the growth rate of output was, indeed, greater in the last 100 yearsthan in the century before. The
difference would then have been even more pronounced than the standard data now available
suggest.®

These speculations about the significance of new and improved goods and services —
uncertain asthey may be—areintended to hel p us make abetter judgment about differences between
growth ratesof output over long periodsof time. Our discussion was confined to differences between
two successive centuries. They say nothing about differences between successive shorter periods
such as those in our tables. More important, even areformed system of output measurement, if it
could be contrived, would not yield ameasure of the growth of economic welfare, although it would
help us make such judgments. Measures of output and judgments about welfare are separated by
many problemsand puzzles. Sometake usfar beyond what any system of output measurement could
grasp. Our own speculations about per capita output growth look at past experience from our own
perception of the values of people now living. How el se could apresent-day observer view the past?
But arepresentative person living in 1800 or 1850 might place a different value on today’ s output
of goods and on the way of life involved in its making and spending.

There is much more that is germane to a full picture of the long-run course of economic
changes affecting the welfare of Americans. Aggregate output tells us nothing about the division of
income among income classes or among other divisions of our society. It does not deal with the
character of work, its toilsomeness, dangers, stimulation or torpor. It does not count the costs of
growth, such asinsecurity in jobs and income or the costs of higher average income and population
such as congestion and pollution. Output and its associated income are important considerationsin
an assessment of economic welfare. They are not the whole story.

6. A Provisional Summary

Five major devel opments define the profile of growth across the two centuries of modern economic
growth insofar as this can be drawn from the available statistics.*

31 See Endnote 13.

% The quantitative picture of U.S. macroeconomic growth in the nineteenth century presented here differsin
some particulars from that in Robert Gallman’s chapter in Volume 2 of the Camnbridge Economic History of the
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(1) Sustained growth with modern characteristics began in America during the first half of
the nineteenth century. It started slowly with an average rate of per capita output growth well below
one percent ayear over thefirst half of the century. There was substantial acceleration between the
first and second halves, and again at the turn of the century. Since then, for afull century (1890-
1989), per capitaoutput growth hasrisen steadily at arate hovering around 1.8 percent ayear when
measured by private output across “long periods.” As a result per capita output now stands at a
measured level six times as high as a century ago [Table 1: I].

(2) The sources of per capita growth have changed dramatically. A first change wasin the
relative importance of labor input per head versus output per unit of labor input. In the first half of
the nineteenth century, they were of equal importance. Inthe second half, thelabor productivity share
rose to two-thirds. And then for three-quarters of a century (1890-1966), the growth of labor input
per capitaturned negative, and labor productivity growth has utterly dominated the growth of output
per capita[ Table1: I1]. But the period of Slowdown since 1966 has seen what is probably atransient
reversion to the pattern of the nineteenth century. The coming-of-age of the Baby Boom cohorts
combined with an accel erated entry of women into paid work to makelabor input again an important
source of output growth [Table 1: [11].

(3) Other magjor devel opments consist of the changes in relative importance that occurred
among the sources of labor productivity growth [Table 1: IV]. In the nineteenth century taken asa
whole, and more particularly in the second half, the growth of tangible capital per manhour wasthe
most important proximate source of labor productivity growth. It was largely responsible for the
great speed-up of growth between the first and second halves of the nineteenth century. In the
twentieth century, however, the growth rate of tangible capital per manhour was slower, and its
decline in relative importance was large [ Table 1: IV-Addendum].

(4) In some part, its decline was offset by the growing twentieth-century contributions of
Labor and Capital Quality, essentially by the rising educational level of the workforce and by the
growing importance of short-lived, high gross return capital equipment relative to that of land and
long-lived structures[Table 1: IV]. Therise of education may be seen asasymptom of astill broader
rise of knowledge-carrying intangible assets, a development that we have still to take fully into
account. But the relative rise of rapidly depreciating capital equipment within fixed reproducible
business assets, is another expression (and a tangible one) of the economy’s emergence from an
earlier epoch of extensive growth to its present dependence on technological progress.

(5) Our measures of TFP growth include such gains as derived from both technol ogical and
organizational innovationsproper, improvementsin all ocativeefficiency of businessenterprisesand
markets, and economies of scale. Extensive growth, involving rapid population growth and land

United States. Endnote 10 of Part One provides a reconciliation of the two views, showing that the differences arise
largely from differencesin the choice of periods, our use of gross private domestic product measure of output rather
than net domestic product, and of manhours rather than worker-years for the measure of labor services.
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settlement, together with its concomitant provision of a great transportation network of local,
regiona and national roads, canals, river ways and railroads was the material basis for great gains
from economies of scale, as well as the erosion of local monopolies and their attendant
inefficiencies. These may have been a very large element in the TFP growth of the nineteenth
century. Inthetwentieth century, however, thisgave way to morerapid technol ogical progressbased
on the advance of practical knowledge with an ever more important scientific base. That progress
went on for three-quarters of the present century at a rapid pace. As measured by refined TFP
(including further gains from the economies of scale) the pace was more than 3.5 times faster than
in the earlier century’s second half [Table 1: IV].

(6) Rising total factor productivity thus became the principal source of the present century’s
rapid growth in both labor productivity and real output per capita, but thisis only one facet of the
more complicated and interrelated temporal evolution taking place in the configuration of growth
sources. The shifting pattern of relative importance among the latter is concisely displayed by the
two panels of Table 1:VI. The left-hand frame shows the relative contributions of capital-intensity
and input quality (factor composition) improvements to the labor productivity growth rate, based
upon the estimatesin Table 1: 1V. The right-hand frame shows the percentage contributions made
by these sources to the rate of growth of real output per capita, and reflects the fact that the rates of
growth of labor productivity and labor input per capita are complements in the growth rate of real
output per capita manhours. The great rise in the importance of (refined) TFP growth between the
centuries emerges clearly from this table, and especially dramatically in per capita than of labor
productivity.
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Table1:VI
The Relative Importance of the Sources of Growth: U.S. Private Domestic Economy

Per centage Contribution to the Per centage Contribution to the Growth
Growth Rate of Labor Productivity Rate of Output per Capita
Capital per Factor TFP Manhours Capital Factor TFP

manhour  composition (refined) | per capita intensity  composition (refined)

| Nineteenth Century

1800-1855 49 - 51 55 22 - 23
1855-1890 65 - 35 28 49 - 23
1890-1927 31 7 62 -15 36 8 71

Il Twentieth Century

1890-1927 26 7 67 -4 27 7 70
1929-1966 17 25 58 -45 25 36 84
1966-1989 46 52 3 33 35 40 12

Sour ces: Computed from growth ratesin Tables 1: Il and 1: 1V.

We end this section with aquestion, or, more precisely, abundle of related questions. Up to
apoint, thebroad profileof inter-century differenceswehavedrawnin sources of growth seemseasy
to accept. One can well believe that the growth of labor input per head became weaker and began
to decline in the present century when immigration was restricted and, when, as incomes rose,
workers chose to take part of their potential gainsin shorter hours and greater leisure. One can well
understand that land settlement and devel opment came to an end around the turn of the century and
that after the very great nineteenth-century investmentsin transport and in the provision of the basic
infrastructures of town and city life had been made, the importance of the growth of tangible capital
should decline. Indeed, the evidence supporting the view that such a change occurred is even
stronger than these considerations suggest, as subsequent sectionswill show. Y et not everythingin
this historical pictureis so transparent. Questions arise mainly from our findings about the pace of
TFP growth itself, the inter-century contrast and the relations between technological progress and
the contribution from capital accumulation.

On the face of our numbers, TFP growth including both technological progress proper and
economies of scale seemsvery low in the nineteenth century and especially inthe second half, when
it rose at an average rate of only 0.37 percent a year, athough per capita output growth was twice
asfast asin thefirst half, and when the growth account suggests that three-quarters of that increase
was attributableto the accel erated growth of tangible capital per manhour. The TFPfigureonitsface
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seemssmall absolutely and small relativeto its pacein the twentieth century (beginning 1890) when
the speed of TFP growth from 1890 to 1966 appeared to be at least 3.5 times faster. We may well
believe the suggestion that technological progress was faster in the twentieth century than in the
nineteenth. But was TFP really so much slower in the nineteenth, when the great investments in
transportation and the introduction of steam railroads and the telegraph created local, regional and
national markets and, presumably, large economies of scale, when steel replaced wood and fragile
iron, when harvesting was mechanized, steam power came to factories, the machine tool industry
developed and the repetitive assembly of interchangeable parts became common?

Turning to the twentieth century, one asks whether agrowth account that allows only for the
growth of tangible capital does not turn ablind eyeto the rise of anew source of growth intheform
of intangible capital. It isnot quite ablind eye since our account makes allowance for the growth of
labor quality by formal schooling. That, however, is hardly sufficient. There are other components
of intangiblecapital, accumul ated by on-the-job training, organized R& D and the costly organization
of the administrative infrastructure of large-scale business.

Having in mind our observations of measured capital accumulation and TFP, we point to a
general problem. Thegrowth accountsonwhichwe have based our description gaintheir clarity only
at a cost. They assume that the various sources of growth rise or fall and achieve their effects
independently of oneanother. Intheworld of the standard growth accounts, capital, whether tangible
or intangible, accumulates regardless of the pace of technological progress. The growth accounts
assumethat technological progressis*neutral,” raising thereturnsand demandsfor labor and capital
in equal proportion. They pay no attention to changesin the character of technological progress that
influence the kinds of capital required: land, structures, equipment; tangible capital or intangible.
Andtherearereverse effects that run from capital accumulation to technological progress. We shall
not understand the forces that have made the pace and proximate sources of twentieth-century
growth different from the nineteenth until weface these problems. That isthejob of Part Two of this
chapter.



Part Two

The U.S. Economy’s Shifting Growth-Path

A significant interpretative challenge is posed by the changing magnitudes and the shifting
constellation of relationships among the summary growth rate estimates for long periods examined
in Part One. As those aggregative measures pertain to the proximate sources of rising real income
per capita, we are faced with the task of finding a way to make sense of the rather dramatic
transformations that have taken place over the past 200 years in what might be termed the
“morphology of American economic progress.” What we can provide here will necessarily be less
than a full “explanation” of the salient features of that dynamic process, and much less than a
definitive account. We propose, instead, an historical interpretation whose principal elements can
be classified under two main headings, which might be referred to in an approximate way as
subsuming “global dynamic drivers’ and “evolving national and regional contexts.”

Under the first heading we include forces having largely to do with the devel opment and
dissemination of scientific, technological and organizational knowledge of an essentialy
transnational (Northern Atlantic region) character, but which, of course, came to be expressed in
particularistic forms in the North American setting. In the second category are influences that
reflected more uniquely American attributes of the economic environment. Among the latter were
cultural legacies, socia and political styles, institutional habits and routinized commercial and
technical practices surviving from the past; learned conditions that were formed by the peculiar
experiences of an immigration society newly colonizing avast and sparsely settled region that was
richly endowed initsnatural resource potential; and still others, whichreflected particular American
national responsesto political and social circumstances that unfolded on the world stage during the
twentieth century. Weseethehistorical dramaof the U.S. economy’ sdevel opment, and the changing
characteristics of its growth-path, as having been shaped by the interplay between those two sets of
forces.

Toprovideanarrative overview of our interpretati ve account, we may begin by taking notice
of those powerful forces of temporal development that can best be viewed as generic, “globa”
tendencies: they areinternationally shared advancesin science and technol ogy, considering thel atter
of those changes broadly to embrace knowledge pertaining to the organization and management of
economic activitiesaswell asto theindustria arts. The emergence of thelogic of knowledge-based
economic development in the U.S. during the present century, and many of the institutional
adaptationsthat have supported and reinforced that process, isthus not to be understood asaunique,
national phenomenon. This was instead the manifestation of a broader and more global process,
which took particular formsin the U.S. setting.
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1. A Narrative Overview

The era ushered in by the Industrial Revolution of the late eighteenth century in Britain saw a
definite and increasingly pronounced movement in the direction of what we today think of as
conventional “capital-deepening” economic development — the accumulation of stocks of fixed
tangiblereproducibleassetsthat rosein relationship to the concurrent flow of real output. Part of this
tendency involved the growing relative importance of fixed capital vis-&vis working capital
inventories, reflecting the development of tighter technological complementarities between new,
inanimately powered productionfacilitiesand natural resourceinputs, including capital -energy input
complementarities; there were relative labor-saving advances, stemming from the creation and
extension of the possibilities of substituting machinery and non-human power sources for human
effort and skill, but which turned out also to be less conserving in their usage of the raw materials
that were being mechanically processed. Although the exploitation of these new technological
possibilities became pal pable first in the British economy of the late eighteenth century, they began
to manifest themselves with increasing force in the U.S. even within thefirst half of the nineteenth
century.

The American Economy’s Development Path in the Nineteenth Century

In the U.S,, the period stretching from the 1830s through the 1880s saw manufacturing in generad
follow the path of transformation of production systems that had already been blazed in the textile
sector. But the transition from the artisanal shop to the factory in this period was neither equally
swift nor uniform in what was entailed across the range of industries, as the work of Jeremy Atack
and K enneth Sokol of f has pointed out.* Even aslate as 1870, asubstantial portion (albeit the minor
part) of value added in anumber of consumer goods industries (such as boots and shoes, clothing,
furniture, meat-packing and tobacco) came from establishments employing fewer than seven
workers, and using no inanimate power sources; and there were still some branches of production
in which artisanal shops remained the norm. The growth in the scale of production units, and their
accompanying transition to greater use of water-powered and steam-driven machinery, entailed
changes in the technology of manufacturing processes, and in the organization of work, materials
procurement and marketing. But the success of the new factory regime was especially dependent
upon the reduction of transportation costs and increasing access to reliable, “all-weather”
transportation facilities.

These devel opments were accompani ed by increasing “roundaboutness” of production, and
the substitution of tangible capital for artisanal labor in awidening range of industries that cameto
cater to and encourage the formation of mass markets for their output. The transformations thus
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entailed increases in the ratio of tangible capital to output at the macroeconomic level, and
expansions in the scale of productive plant — with corresponding resource savings and increasing
capital and raw materialsintensity of production—at the microeconomiclevel. Thenew possibilities
for profitably substituting capital for |abor emerged through processes of experienced-based learning,
and trgectories of deliberate inventive exploration. The latter paths of innovation had been
historically selected by the conditions of relative labor scarcity, and relative natural resource
abundance under which early manufacturing activities were established in the U.S. These were
characteristically “biased” in adirection that was increasingly "labor-saving" and "capital-using".
The overall impact of this bias in nineteenth-century industrial innovation, therefore, was towards
raising the ratios of tangible reproducible capital to labor, and to real output. Indeed, thoseratiosin
the economy rose more than would have been called for merely by the inducement that changing
relativefactor prices provided to substitute capital for labor, within the constraints of an unchanging
set of technologica possibilities.®

Whilethesetendenciestoward "biased" technological changewerebroadly evident el sewhere
inthe nineteenth-century industrializingworld, we seethem ashaving cometo berealized most fully
and most prominently in the setting of the U.S. The reasons for this, and its implications for the
comparative international performance of the American economy both before and after the 1890-
1913 era (during which U.S. industries ascended to a position of world leadership), are mattersthat
will occupy us, particularly in Part Three. There we will bring our interpretation to bear upon the
guestion of international convergence and catchup in levels of productivity and per capita rea
income that occurred in the second half of the twentieth century.

A second key aspect of the mid-nineteenth-century transformationwhich scarcely canbeheld
to have been auniquely American development was the extension of an increasingly denserailroad
network, and the ensuing reductions in transport charges and transit times that underlay the shift
from waterborne carriage and overland freight and passenger haulage by wagon and stage-coach.
These were improvements to which not only greater coverage of the continent with trackage, but
increasing train speeds and capacities, and the elimination of gauge-breaks and the growth of
“through-freight” service were contributing, especially after the Civil War.* Their impacts in the
restructuring and regional economic integration of the economy, and their further ramificationsin
the re-organization of industrial and commercial enterprises, were both far-reaching and profound.

Internal transport improvements contributed to breaking down the “protective tariff-walls’
of distance, frozenlakesandrivers, and muddy roadsthat previoudly had sheltered inefficiently small

Thistheme is more fully elaborated in section 2 of this Part, but the reader may wish at this point to consult
Endnote 1 to Part Two for clarification of the concepts of "labor-saving™ and "Capital-using” bias, and the

corresponding notions of "neutrality” of technological progress to which these terms implicitly make
reference.
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local manufacturers and wholesalers. Expanded market access, by the same token, continued to
increase the economic viability of ever-larger, fixed-capital intensive industrial establishments and
thereby contributed to the aggregate capital-intensity of the manufacturing sector. Thus, over the
period from 1870 to 1900, according to Robert Gallman’s (1986) estimates, the aggregate ratio of
reproducible capital to value added (in constant prices) rose by 81 percent in the manufacturing and
mining sectors, whereas it had risen by 57 per cent over the previous thirty-year interval .*

This picture just sketched of industrial transformation as the new and significant tendency
of the post-bellum decades (1870-1900), however, must betempered by arecognition of that sector’s
comparative situation vis-a-vistherest of the U.S. economy. The level of the aggregate mining and
manufacturing capital-net output ratio (in current prices) remained bel ow the corresponding ratio of
the comprehensively defined agricultural business sector, even though it was moving upwards
towards it during these decades. Although, by the same measure for the industrial sector, the
roundaboutness of the industrial commodity-producing sectors well exceeded that characteristic of
commerce and other private business, the manufacturing and mining capital-output ratio was only
approximately one-fourth of that prevailing in the transportation and public utilities sectors. Thus
the growth of the demand for transportation, and the latter’s connection with the public utilities
infrastructure requirements of an increasingly urbanized population, were the powerful proximate
driving forces in the economy-wide rise of the capital-output ratio.

Continuity and Change in the Trgectory of Technological Innovations

New and contrasting tendencies in the progress of technologically relevant knowledge became
evident from the closing decades of the nineteenth century onwards. A further stepintheprogression
of industrial development, following on from the supplanting of the artisan shop by steam-powered
factories, saw the beginnings of assembly line methods of mass production. This was a movement
that may be said to have sprung from the fusion of two manufacturing principles. Thefirst of these
derived from the continuous flow transfer techniques (for the al'sassernbl/y of animal carcasses) that
were beingimplemented and €l aborated in Chicago’ slarge meat-packing plantsduring thelate 1870s
and 1880s; the second involved the methods of production by interchangeable parts that during the
same period had been brought to full practical realization in the manufacture of the Singer Co.’s
sewing machines, and McCormick harvesting machinery.

Y et, more than two more decades passed before the culmination of developmentsalong this
characteristically American trgjectory of technological evolution, in 1913, when the Model T
automobiles began rolling off the assembly line of Henry Ford’'s Highland Park Factory on the
northern edge of Detroit. Great advances of production engineering had been made by the Ford
Motor Co. during 1908-13, involving theintegration of machine shop, mechanized foundry and sub-
assembly operations, the automated conveyor dlide, and the accompanying implementation of
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Frederick Taylor's ideas in the standardization of work routines and establishment of “work
standards’ at Highland Park.

But those devel opments went beyond merely revol utionizing the business of building motor
cars, which hitherto had been essentially an artisanal shop product. As David Hounshell (1984: p.
261) rightly has observed: “ The Ford M otor Company educated the American technical community
intheways of massproduction.”® A deliberate policy of opennesswas embraced during the design
and construction of the Highland Park plant, and this, along with the subsequent publicity that Ford
himself gave to the idea of “mass production,” contributed to the rapid diffusion of these new
techniques throughout American manufacturing. They were quickly imitated by other automobile
producers, even those producing far smaller runs of cars. Within a decade, conveyor systems were
being applied to the assembly of many other new and complex durable goods, including vacuum
sweepers and radios, among the range of electrically powered household appliances that were
gaining popularity in the 1920s. In 1926, Henry Ford himself described the generic principles of
mass production as*“the focusing upon amanufacturing project of the principles of power, accuracy,
economy, system, continuity, and speed.”

Accompanying the dawn of the “Fordist” stage in the evolution of manufacturing, the
opening decades of the twentieth century saw the fruition of earlier departuresin the inorganic and
organic chemicalsindustries, and in el ectrical manufacturing and supply industries. These heralded
therising importance of science-based industry and organized industrial innovation. Ultimately, the
|ate nineteenth-century developments in those two particular fields — associated with the work of
Haber, Solvay and Dupont, and that of Edison, Ferranti and Siemens— greatly expanded the sphere
of new industrial applications of organic chemistry, telecommunications, avionics and the
commercia exploitation of biological knowledge in agriculture, animal husbandry and medicine.

An increasing ability to control, and hence to predict the experimental process, and the
movement of essentialy trial-and-error learning activities from semi-controlled industrial
environments into the laboratory, speeded the organized search for technologically exploitable
knowledge. Thereduction of the expected costsand uncertainties surrounding theinventive process,
inturn, worked to increasetherate of return on R& D investment, and hence increased the readiness
of firmsto commit resources to new process and product research on aregular basis. Integration of
R&D as a competitive strategy within the orbit of business management planning was thereby
encouraged, as was the extension of the R&D approach to the area of production engineering —
particularly in those industries (such as heavy chemicals) where the production of new products
entailed radical redesign of manufacturing processes.

Two further consequences may be seen to have been entail ed by the foregoing devel opments.
First was an increasing demand for scientists and engineers and supporting personnel, who could
carry on the necessary knowledge-generating and knowledge-applications activities. That created
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new incentives for individuals to seek (and invest in) the necessary university training. The
prospective demand from industrial employers also stimulated efforts on the part of colleges and
universities to adapt existing curricula, or establish entirely new areas of instruction that would be
better attuned to those needs. Thiswas amovement that around the turn of the century was already
beginning to carry the land grant colleges beyond an initial commitment to responding to the
vocational needs of farmers, and into the realms of mechanical and mining engineering. Secondly,
and somewhat anal ogously, the devel opment of organized researchin corporate | aboratoriesbrought
both growing company financing of R& D expenditures, and political interest in the expansion of
public and private charitable patronage of research to create a basic knowledge infrastructure that
would further raise the private rate of return on applications-oriented R&D. Most of the
developments just cited, however, remained nascent, or very limited in quantitative importance at
the dawn of the twentieth century. They were harbingers of the coming morphology of growth that
would assume full-blown form in the U.S. after World War 1I.

Itisimportant for our story, however, to re-emphasizethat the U.S. economy did not pioneer
single-handedly in the fundamental advances of scientific and engineering knowledge that formed
thebasisfor theriseof itsnewest formsof industrial activity. International (especially trans-Atlantic)
participation in the process of invention, and the rapid diffusion of new contributions to the
technologies emerging in the fields of machine tools, chemicals, electricity, and automotive
engineering, already wasquitestrikingintheperiod 1870-1913. Y et, in being quick to movetowards
exploiting the commercialization opportunities that had been created by the advances of the
underlying knowledge base, the industrial sector of the American economy already had achieved a
particularly advantageous long-run position in this regard when the nineteenth century drew to its
close—therecurringly depressed macroeconomic conditions and financial instabilities of the 1890-
1907 eranotwithstanding. Thestart that had been madetowardsthe creation of awholegroup of new
industriescameontop of the solid foundationslaid in the post-Civil War decades. aheavy industrial,
mining and minerals processing sector, which was served by an extensive network of railroads that
gave al-weather access to a national market of continental dimensions.

The Exploitation of Natural Resource Abunaarnce

Many features of the industrial structure that at this time was undergoing consolidation and
reorgani zation reflected specifically American conditions that in the preceding century had shaped
the path of the country’ s economic development. These werefirst, the great abundance, variety and
cheapness of natural resources and primary materials; second, the emergence in the course of that
century of the largest-scale domestic market in the industrializing world. Both conditions favored
afuller exploration and exploitation of that century’ s dominant trgjectory of technological progress
than was possible in European circumstances. The technological path was materials-intensive and
tangible capital -using but scal e-dependent, and American conditionswere especially congruent with
it. Large market scale encouraged the invention and use of expensive machinery whose costs could
be spread over large sales to awide market. Abundant and cheap materialsfacilitated theinvention
of relatively crude and simple forms of tools and power-driven machinery. These made extensive
and seemingly extravagant useof natural resources. Y et, becausethelatter were complementary with
greater use of sophisticated machinery and animate power sources, thisprofligacy wasmore apparent
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thanreal; it reduced overall production costsby allowing firmsto dispensewith relatively expensive
workers, and especially with higher skilled craft labor. At the outset of itsindustrial development
America possessed abundant virgin forests and brushlands, and, in the Age of Wood that preceded
the Age of Iron, this profusion of forest resources generated strong incentives to improve methods
of production that facilitated their exploitation, to use them extravagantly in the manufacture of
finished products (such as sawn lumber and musket-stocks), and to lower the costs of goods
complementary to wood (such asiron nails, to takean humbleexample). Indescribing Americasrise
to woodworking leadership during the period 1800-1850, Nathan Rosenberg aptly writes:

"[1]t would be difficult to exaggerate the extent of early American dependence upon
this natural resource: it was the major source of fuel, it was the primary building
material, it wasacritical source of chemical inputs (potash and pearlash), and it was
an industrial raw material par excellence."®

Beyond that stage, the industrial technology that had emerged by the decades at the close of
the nineteenth century and the beginning of the twentieth century was based firmly on the
exploitation of the continent’ s endowment of minerals: on coal for steam power, on coa and iron
orefor steel, and on copper and other non-ferrousmetal for still other purposes. American enterprise,
reprising its early nineteenth-century performancein rising to "industrial woodworking leadership"
by combining technological borrowing from abroad with the induced contributions of indigenous
inventors, now embarked upon the exploration of another technological tragectory: the new path was
premised upon, and in turn fostered the rapid and in some respects environmentally destructive
exploitation of the country's vast mineral deposits, just asin the preceding erawastefully impatient
use had been made of the nation’ s virgin forest resources.

During the second half of the nineteenth century and continuing into the early twentieth
century, the dominant path of technological progress and labor productivity advance continued to
be naturally resource-intensive, but madeincreasingly heavy use of mineral resourceinputs, aswell
as being more markedly tangible-capital-using. This particular path of innovation was, moreover,
scale-dependent in its elaboration of mass-production techniques and high-throughput operating
strategies for business organizations. Although the characteristic features of this technological
trgectory individually can be traced back to industria initiativesin both Britain and the U.S. earlier
in the nineteenth century, the ensemble found fullest development in the environment provided by
the North American continent.

As has been indicated, one source of the country’s advantage in following this particular
trgectory of biased innovation stemmed from the congruence between its pattern of input
complementarities, and the North American continent’ s abundant and cheap supplies of primary
materials. The new methods of production substituted tangible capital equipment for labor, while
making moreintensive use of raw materials and energy. Their profitability was therefore enhanced
where the relative prices of the latter inputs were lower in the mid-nineteenth century phases of this
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evolution, the costs of coal as a source of steam power, of coal and iron ore for steel-making, and
of copper and still other non-ferrous metals, bulked larger in the total costs of finished goods than
subsequently has come to be the case. Those economic circumstances, from the middle of the
nineteenth century onward, had acted as a stimulus for programs of public and private investment
aimed at discovering, developing and intensifying the commercial exploitation of these minera
resources. Ultimately, as the results of state and federa programs of geological exploration bore
fruit, those earlier historical conditions became the foundationsfor America's growing comparative
advantage as an exporter of natural resource-intensive manufactures during the period 1880-1929.%

Of course, therewereal so powerful commercial incentivesfor privateinvestmentinminerals
exploration and development. These derived largely from the perceived growth of demand, as
American manufacturing shifted away from heavy concentration on the processing of agricultural
and forestry products, and towards the production of minerals-based capital and consumer goods.
Therewas, therefore, afruitful interaction between thedevel opment of primary materialssupply, the
advance of American technology, and the growth of manufacturing, construction and transportation
activities serving the large domestic market.*

Thus, the twentieth century's opening quarter saw the continued influence of some of the
same features of the U.S. resource endowment. Thereafter, for a variety of reasons that we discuss
in Part Three, natural resource abundance in general, and mineral resource abundance specifically,
became of smaller importance over the broad spectrum of American economic activity. In special
ways, however, it remained a potent influence. A notableinstance isthe continuing discoveries and
advances in the exploitation of the country’s known petroleum resources, which were extended
westward to the southern California basin during the opening quarter of the century.* These
developments yielded far more than the nation’s growing exports of crude oil and high value
distillates, such as gasoline and kerosene, and even more than the resource base for the future
industrialization of the part of the country that bordered on the Pacific Ocean.** Elsewhere at home,
petroleum products became part of the underpinning for therise of car, truck and tractor production
and the expansion of the automotive services sector during the 1929-66 era until it was responsible
for roughly atenth of gross domestic product originating in the U.S. economy. Still more directly,
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the abundance of domestic petroleum supplies yielded by exploitation of the oil fields of West
Texas, Oklahoma and southern California contributed to the creation of a wide group of new
petrochemical-based manufacturing industries in which Americatook atechnological lead.®

Another important set of region-specific influences was linked to the development of an
economically large national economy that wasintegrated by transport and communications systems
of continental reach, and which, in comparison with other contemporaneous societies, would soon
become remarkably homogeneous in its political and socia structures. From an early point in its
history, the U.S. was among the pioneers in the elaboration and replication of large, spatialy
distributed technological systems, including systems of business organization and public service
provision. Like airline systems, the multi-divisional and multi-plant corporations, and the public
school and university systems, the electricity supply and telephone systems first devel oped locally
and regionally to achieve conventional economies of scale. They were then replicated across
localities and regions to form dense and extended networks (with corresponding network
externalities) that differentiated the American economy from all but a few others by the mid-
twentieth century.

Rising Intangible Investments and the Transformation of Humarn Resources

Formation of theselarge production organi zationsand systemsof distribution that were complex and
intricate created new demandsfor manpower, with needsfor novel skillsemerging asold oneswere
rendered obsolete or redundant. The absorption of European immigrants into the American
workforce in the post-Civil War decades was facilitated by the substitution of mass production
technologies that reduced artisanal skill and training requirements for production workers, while
raising demands for non-production workers in clerical and managerial positions. Yet, over the
course of the twentieth century the overall demand-side impact has been quite unambiguously that
of supporting a rise in the minimum level of educational attainment in the population, while
expanding the proportion of the workforce that had undergone prolonged periods of formal
education.

Thetwentieth century haswitnessed two distinct waves of human capital formation. Thefirst
of these was centered in the first quarter of the century and involved the extension of High School
education to alarge segment of the population, whereas the "college education” movement, which
formed the second wave, gathered momentum after the mid-point of the century. In the closing
decade of the nineteenth century, only rather less than half of the population in the age range from
5 to 24 years was enrolled in some regular educational institution. From that low base ¢.1890, the
pace of progress began to quicken: this was reflected two decades later by the accelerating rise of
the average number of school years completed by all malesin the age group 25 and older: it rose by
6.4 percent in the decade 1910-20, by 7.6 percent in the following decade, and so on, until the
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decadal rate of advance topped 10 percent during the 1940s.** The average number of years of
schooling among American males was thereby raised from 7.56 to 11.46 between the birth cohort
of 1886-90 and that of 1926-30, and the average annual rate of increase shifted upwards by a bit
more than 1 percentage point.

Claudia Goldin's (1998) research brings out the striking fact that approximately 70 percent
of thisincreasewas accounted for by increasesin secondary schooling alone.* The male high school
graduation rate, for example, stood at 10-15 percent for the cohort born in the 1890s, but rose to
nearly 50 percent for those born after World War |. High school thus became part of the system of
mass education in Americaduring thisera, whereas previously it wastypically either the final stage
of the training of school-teachers, or a requirement for the tiny minority of the population who
sought a Bachelor’ s degree (or the professional equivalent thereof). Whereas ailmost one-half (49
percent) of the high school graduates of the mid-1880swent on to receive aBachelor’ sdegreefrom
an American institution of higher education, the widespread extension of high school education in
thefoll owing decades brought that fraction down to 30 percent by 1906, and to 22 percent by 1926.%

Although the stock of graduates from U.S. institutions of higher education was rising very
rapidly early in the century, it was till negligibly small, and its formation was neither a significant
claimant upon national resources nor a noticeabl e influence upon the quality of the workforce. To
the extent that investmentsin education beyond the common school level could berated asimportant
on either count during thefirst quarter of the twentieth century, they were entailed in the public high
school movement. Thelatter took root first in the Midwest during the 1880s, spread quickly to other
regions in the North before 1914, and by the 1930s had largely been completed — with the
widespread achievement of generally high attendancerates, asignificantly lengthened average school
year, and substantial graduation rates — everywhere in the country save for the still largely
agricultural South.

The early phases of this movement, however, cannot properly be understood as merely an
automatic, market-induced adjustment of the nation’s labor supply, in response to occupational
demand shifts driven by technological and organizational innovations in industry. It seems only

The figures for 1910-40 are based on Edward F. Denison, The Sources of Economic Growth in the United
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reasonable to suppose that an important impetus for this movement derived from the increasingly
widespread public awareness of the developing statistical association between high school
attendance and subsequent accessto “ better quality jobs,” even jobsin blue collar occupations. By
working backward from the comprehensive schooling data presented in the 1940 census, Claudia
Goldin and Lawrence Katz have been able to show that the percolation of high school graduates
throughout the manufacturing sector initially was extremely uneven; that those industrieswhich had
been built upon the newly emergent science-based technologies — such as aircraft, electrical
machinery, and petroleum refining —empl oyed large numbers of high school graduatesin both blue-
and white-collar jobs, and it appears that this pattern goes back at least as far as the 1910s.*
Detailed job descriptions and qualifications, devel oped by the Bureau of Labor Statistics between
1918 and 1921, reflected the increasing role of schooling-based skills, such as “knowledge of
weightsand measures,” “record-keeping and computations,” “knowledge of how to set machinesand
test results,” “special ability to interpret drawings,” and so forth. Yet, these were quite atypical
among the mass of manufacturing pursuits, and in the older, staple industries such as meat-packing
and cotton manufactures, virtually no jobs arelisted as having any required level of schooling at all;
even a“loom fixer,” the most important and skilled worker in the weaving room, was not expected
to have more than a common school education. Furthermore, even in the newer industries drawing
on newer technologies, the job descriptions of this era suggest that very limited levels of cognitive
mastery actually were expected. Actual command of scientific knowledge as ajob requirement was
limited to a tiny fraction of the overall work force, and these positions typically required post-
secondary training if not professional degrees.

The new and more rapidly growing industries, nonethel ess, had ample reasons for adapting
thelir hiring criteriaand job descriptions to match the curriculum of high school education. Another
recent reading of the evidence from the pre-1929 era, by David and Wright (1999), suggeststhat in
setting hiring standards certain persondlity traits, such as patience, reliability, and general
amenability to instruction, were given equal if not greater prominence than were the more strictly
academic cognitive qualifications. In the technologically more sophisticated industries, and
especialy in branches of manufacturing where continuous production processes raised both
productivity and the damage that incompetence or carel essness could cause, employersincreasingly
sought workers who could accustom themselves to changing work routines, and would be
dependable in executing mechanically assisted tasks. High school attendance and high school
completion appear to have constituted signals of these attributes, and of the motivation to respond
to experience-based wagesand job promotion incentivesthat were designed to stabilize and upgrade
the quality of the workforce in theleading manufacturing firmsduring thisera. Thus, it wasin their
interest both to advocate and to exploit the public’ s subsidization of the secondary education system
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as a screening mechanism, through which “signals’ of those desirable qualities could more readily
be acquired by workers who also would be willing to enter blue-collar occupations.®

But, there were other social, politica considerations that came into play in America's
precociousinitiation of mass secondary education. Middle-classsupport for public education beyond
the grade school level, especially in preparation for the “genteel,” non-manual pursuits, was
increasingly vocal during the decades immediately surrounding 1900, and this impetus was
reinforced by political concernsto promote*“ Americanization” amongfirst-generation citizens. Such
motives were quite compatible with perceptions on the part of employers that increasing cultural
homogeneity of young membersof theworkforcewould serveto increasetheinterchangeability and
adaptability of the labor force, thereby facilitating the replication of standardized work routines and
labor management practices within and across regional labor markets — at |east as far as concerned
the white workforce. These influential currents of opinion, which issued in the provision of tax-
funding for state and local programs of mass secondary education, may be seen as part of the
response evoked by the heavy influx of “new” immigrants from southern and eastern Europe in the
period. Consequently, beginning most notably in the Midwest (and, more generally in those regions
of the North where there were relatively fewer youths from low-income foreign-born households,
who needed the earnings from their labor in factories and shops), the 1890s saw an increasing
fraction of young Americans attending and completing High School.

Thuswas set in motion the dramatic and sustained growth of the nation’ s stock of intangible
human capital, led by the increasing educationa attainments of its workforce. Reinforced by
industrial and derived occupational shiftsthat increased the demand for longer schooling, it laid the
foundations for the subsequent transition to mass college and university attendance that marked the
post-World War |1 era, and which has continued the upward course of the U.S. population’ saverage
educational attainment. Of course, the pace at which the schooling level of theworkforceasawhole
could rise during 1886-1926 was slower than the speed at which high school completion was
diffusing through the population. As the more schooled males were the last to enter the workforce,
the full effect of the increase in years of schooling had to wait for the retirement of successive
cohorts of older workers since so few of them had as much as a year of high school attendance.

Indeed, accordingto Goldin, of thecohort of malesbornin 1886-1890 who survived to report
their educational attainment to the 1930 censustakers (whenthey were40-44 yearsold), 72.5 percent
had fewer than eight years of formal schooling, and only 17 percent had 12 or more years.* Among
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the entire U.S. male population aged 25-34 years old at the time of the 1930 census, 24.4 percent
reported having had four years of high school education and beyond, whereas the corresponding
figure among the 25-34 year oldsin 1910 had been only 15.7 percent. The average speed at which
high school completion had spread through the male population of prime working ages was thus
about 2.2 per cent per annum during the 1910-30 interval. The comparable rate rose on average to
7.5 percentage points per annum over theinterval between 1930 and 1960, by which date well more
than amagjority of them (53 percent) had at least completed high school, and a significant minority
had completed four years of college.®® Something must also be given to the effects of closing
immigration to the U.S. after 1918, in creating conditions that facilitated the speed of the shift
towards higher average educational attainments, and so provided the skillsand worker qualitiesthat
were complementary with the new technologies and the more complex systems that were being
developed.

"Collegeeducation” had been ararity among the American popul ace until thelatter decades
of the nineteenth century. The seventeenth and eighteenth century origins of institutions such as
Harvard College, Columbia College and Y ale notwithstanding, it was not until the 1860s that
Americans first began hearing about the “business colleges’ and “state teachers colleges’ that
eventually would bring higher education within the grasp of the common citizen. By 1880, however,
some 811 higher educationinstitutions (HEI’ s) were already in existence, having acombined faculty
of roughly 11,500 and awarding somethingintheorder of 13,000 bachel orsdegreesannually, though
it was not until 1888 that the total number of academic doctorates awarded annually in the whole
country moved past the 100 mark.>* Whileit took more than ahalf-century for the number of HEI's
to double from the level that had been reached in 1880, the average number of faculties per
institution had undergone a 3.5-fold expansion during those 50 years, and the annual number of
Bachelor’ s degree recipients per institution had increased 5-fold. Still, only 2 percent of America's
23-year olds received a Bachelor’s (or equivalent professional degree) in 1910, and in 1930 the
corresponding figure remained below 6 percent.

The major period of advance in the college and university education of the labor force,
therefore, has been afeature of the post-1929 era, and it only began to make alarge impact on the
quality of the workforce during the late 1960s and 1970s when the large birth cohorts of the post-
World War Il “Baby Boom” were moving through the universities. Between 1930 and 1948 the
number of college graduates expressed as a proportion of all those who had graduated from high
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school four years before was raised from 22 percent to 27 percent, a level that was maintained
through to the mid-1960s. Thereafter, the early years of the Vietnam War era witnessed a further
sharp rise, so that by 1969 the 31 percent level had been reached. At that date the number of
Bachelor’s degree recipients represented more than one-fourth of the nation’s 23 year-olds, twice
the proportion that had been achieved in 1948. The “golden era’of post-World War Il economic
growth also saw thefirst substantial movement into postgraduate education since the 1920s, as the
numbers receiving doctorates swelled from approximately 4,000 in 1948 to 28,000 in 1969.

Tangible Capital-Saving Innovations and Quickening Total Factor Proauctivity Growth

The substitution of fixed capital for skilled artisanal labor that was characteristic of the preceding
era now gave way to a new twentieth-century tendency that was augmented in strength by the
prospects of declining fertility and slowed labor force growth (unrelieved by any possibility of
revival of massimmigration). With the resumption of rising real wages following World War 1,>
capital-labor substitution continued to be encouraged, but there also were opportunities to reduce
unit costs of production by developing ways of intensifying the utilization of fixed facilities. This
was a strategy that was first implemented in the late nineteenth- and early twentieth-century
consolidation of railroads, and the technological innovations designed to increase train-speeds and
power utilization. Its roots can also be found, as Alfred Chandler has pointed out, in the high
throughput manufacturing regimesthat appeared after 1870, when production and direct-sellingwere
extended to serve increasingly wide markets.>

Along with the new managerial focus and increasing expertise devoted to increasing the
throughput rate of production and marketing enterprises, there came savings on the costs of
inventories of goodsin process and stocks of finished products, al of which worked inthedirection
of lowering themarginal capital-output ratio in the nation's manufacturing sector.>® With the coming
of enhanced transportation and communicationsfacilities, it also wasfeasible to achieve high stock
turnover rates, and narrowed marginsin the distribution trades; the late nineteenth century thus saw
the appearing of the pioneers of that strategy among the large-scale retail businesses — such as
Marshal Fields, Macy's and Sears Roebuck. But, throughout the next haf-century, in the
distribution sector small, low-turnover and high-markup firms managed to co-exist with the high
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volume enterprisesto much greater degree than wasfeasiblein manufacturing. Local market power,
arisingfromlocational convenience, certainly afforded small storesameasureof protectionfromthe
competition of supermarket chain-stores, and other high-turnover retail ers. But the persistence of the
share of the market throughout the interwar era and early post-World War 1l years, also owed
something to the imposition of differential taxation of chain-stores by state legislatures early in the
twentieth century, and theintroduction of “ price maintenancelaws” (starting with the passage of the
Robinson-Patman Act of 1936).%

Thetechnological devel opmentsthat expanded the scopefor continuous processindustries,
such as the reorganization of batch production systems to move them towards an around-the-clock
shift-working basis, and the manageria changes that were required to coordinate the flows of men
and materials in these high-throughput operations represented innovations of the “tangible fixed-
capital augmenting” kind. These contributed to the turn-around in the trend of the real tangible
capital-output ratio, which in the first decade of the present century commenced a secular fall not
only in the manufacturing sector, but in the private business economy at large.

A marked acceleration of total factor productivity (TFP) growth took place in the U.S.
manufacturing sector following World War 1. This surge saw the annual growth rate jump fully 5
percentage points between the second and third decades of the century, and it contributed
substantially to the absolute and relativerise of the TFP residual that we observe (in Part One) when
the " growth accounts’ for thefirst quarter of the twentieth century and thosefor thelatter half of the
nineteenth are compared.® Annual measures of TFPin U.S. manufacturing are not availablefor this
era, but it seems nonetheless clear that the discontinuity revealed by comparison of the decadal
averagerate of growth for 1919-29 with that for 1909-19 was not an artifact of cyclical fluctuations
accentuated by wartimeand postwar demand conditions. Therecent statistical analysisby David and
Wright™ of theavail ableannual figuresfor labor productivity (real grossproduct originating per full-
time equival ent manhour in manufacturing) confirm an upward shift in thetrend rate of growth from
1.5 percentage points per annum during 1899-1914, to 5.1 during the period 1919-29.

While this historical break in the productivity trend was not a phenomenon unique to the
manufacturing sector, it was heavily concentrated there. John Kendrick’s (1961) estimates of the
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decadal increase in total factor productivity (TFP) during 1919-29 were approximately 22 percent
for thewhol e of the private domestic economy, whereasthe corresponding figure for manufacturing
was 76 percent, and for mining 41 percent. The proportionate increase of TFP in transportation,
communicationsand public utilities exceeded the average for the U.S. private domestic economy as
awhole by lesser amounts, while the farm sector was in last position with arelatively low gain of
14 percent.

At the heart of the story, then, was manufacturing, where the acceleration was particularly
pronounced and pervasive among the main industria groups. The movements of the partial
productivity indexes for these same industry groups over the course of the 1919-29 interval shows
astriking positive correlation, which was a departure from the tendency in the preceding decades.
For industrial labor productivity increases to be associated with decreasing capital productivity,
rather than capital-deepening, reflected in arise in real capital inputs per unit of real output,
manufacturing industriesboth in aggregate and at theindustry group level wereundergoing“ capital -
shallowing” or rising capital productivity after 1919.

A long period of stasisinthereal unit costs of industrial 1abor during 1890-1914 cameto an
end with the outbreak of World War |, and the ensuing rapid risein the price of labor inputsvis-a-vis
the prices of both capital inputs and gross output was sustained during the post-War decade. The
change in relative factor prices thus was in a direction that would be expected to induce the
substitution of capital for labor within the pre-existing set of production technologies. Therefore, it
is particularly striking that after 1919 the rise of capital-intensity in U.S. manufacturing proceeded
at agreatly retarded pace. Between the 1889 and 1909 census benchmark dates, the ratio of capital
inputs per unit of labor input wasrising at the average rate of 2.6 percentage points per year, and the
pace quickened to 2.8 percent per annum over the decade 1909-19. But, as John Kendrick’s (1961)
figures show, despite the upsurge of real wage growth, during the 1920s the growth in capital-
intensity slowedto (1.2 percentage points per annum) well below half itspreviouspace. Thischange,
and the emergence of tangible* capital-shallowing” tendencieswith whichit waslinked represented
anew departure, which one of us (David 1990, 1991) has connected to the concurrent diffusion of
anew factory regimein which the productive potentialities of the electric dynamo were, at last, fully
exploited by the “unit drive” system in which independent motors were placed on each machine.®

It is also worth noticing that there was an easing of another previous source of upward
pressure on the aggregate capital-output ratio. That pressure had come from the demand to create
urban infrastructures—in the form of housing, streets, sewersand local transportation facilities—to
serve the commercial distribution and industrial centers of new regions of the country that were
being opened up for popul ati on-intensiveforms of economic expl oitation. James Duesenberry® long
ago observed that the successive waves of internal migration, which had carried the “urban
frontier” westward during the nineteenth century, had the effect of increasing the demand for fixed
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capital in new locations, yet did not cause an offsetting, commensurately rapid run-down of the
corresponding capital stock components in the older cities of the Eastern seaboard. Of course, the
urban infrastructure of the latter region was coming to be more intensely utilized to accommodate
the largeinflux of immigrants arriving from Europe in the period 1880-1914. But, until late in the
century, the balance of those forces, working in combination with the related demands for expanded
transportinfrastructureinthe West, wasoperating in away that held themarginal capital-output ratio
above the average capital-output ratio in the economy as a whole. With the closing of the frontier
and the choking off of European immigration (by World War 1, and the subsequent imposition of
legidlative restrictions in the U.S.), this former demographic mechanism no longer functioned to
sustain a secularly high ratio between the level of the desired fixed tangible capital stock and the
level of the real gross domestic product.

Management of large technological and commercial systemsalso called for new techniques
for “communication and control.” ®* These rendered more effective the push for ever-higher rates of
utilization of fixed capital facilities, and faster stock-turn to lower the costs of inventory holds of
goodsin process. The same capital-saving motivationinthedrivefor improved “ control” had played
aroleininitiating pioneering U.S. advances in information systems — from the tel egraph system’s
close relationship to the railroad industry’ s operations and the activities of wholesale distributors
starting in the mid-nineteenth century, to the twentieth-century development of a nation-wide
telephone network, and of computer systems in the twentieth century. To cite another, and
emblematic link of thiskind, the modern digital computer grew out of Vannevar Bush’ sdesignsfor
“differential analyzers,” an analogue computer that was sought for the purpose of performing the
calculations necessary for real time management of electrical power supply systems.®

Engines of Growth— The Recurring Dynamics of General Purpose Technologies

Thus, however distinct and different was the new technological thrust that has characterized the
twentieth century — encouraging through its demand effects the rise of investment in intangible
productive assets in the form of more highly educated people and stocks of R&D-generated
innovations, and reducing the demand for conventional tangible capital goodsin relationshipto real
output — in these devel opments there al so were some important continuities from an earlier epoch.
Perhaps the most striking among these was the way in which a succession of “general-purpose
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technologies’ cameto beel aborated and implementedintheU.S. during the present century. General
purpose technologies open up new opportunities for innovation — in both inventive and
entrepreneurial activities — rather than offering a complete, self-contained and immediately
applicable solution to one or another specific problem.® In that sense, their nature enables further
changes, inducing further investment of resources in the creation of clusters of complementary
innovations; and their pervasive penetration into products and processes across awide and varied
range of industries permits their own further elaboration and enhancement to exert a greatly
magnified impact on productive performance throughout the economy.

Thus, inthetwentieth century, the extensive deployment and continuing development of the
electric dynamo, mass production in fixed transfer-line factories, telecommunications via the
electromagnetic spectrum, internal combustion engines fueled by petroleum distillates, and, most
recently, themicroel ectronics-based digital computer —represented arecurrence of dynamic patterns
of innovation and diffusion that were experienced earlier, in the age of the steam engine, factory
system, railroad and tel egraph.® The sources of the scientific and engineering knowledge underlying
the creation of these “enabling technologies’ have been international, rather than peculiarly
American. But theseinnovationsfound practical expression and extensive commercial devel opment
first and most fully in the United States' highly flexible and adaptive social and economic
environment.

Consequently, the specific forms that emerged from the initial implementation of these
genera purpose technol ogies during the twentieth century owed much to the particular legacy of the
country’s nineteenth-century development. Their subsequent diffusion within a widening
international sphere, inturn, hastransmitted to many societiesin the economically devel oped world
some portion of the legacy of that earlier eraof “ American exceptionalism.” Abroad, as previously
had been the case within the sphere of the U.S. domestic economy, the drive to exploit this
accumulating body of knowledge and know-how has been a powerful force for “convergence”—
reshaping the organization of production and distribution globally, and transforming the nature of
work, consumption and leisure activities in the process of raising material standards of living.
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2. Interpreting the M acr oeconomic Record

TheU.S. macroeconomic record that we examined in Part Oneexhibitsanumber of striking features
which distinguish the morphology of the long-term growth path during the twentieth century from
the economy’ s growth characteristics in the preceding century. The contrasting dynamics of those
two epochsis evident from the movements of key macroeconomic ratios, and abrief review of these
at this point will serve to highlight the new nature of the growth process. It will be seen that the
following five salient points of contrast in the macroeconomy’s movements also have been
perceptible at the lower levels of aggregation, which were touched upon in the foregoing narrative
overview.®

(1) The trend of labor productivity (real gross output per manhour) has been upwards
throughout the whole course of the national experience, but it underwent a quickening that became
evident from the mid-nineteenth century onward, and a still faster long-term rate of growth
(approximating 2 percent per annum) has been maintained throughout the present century.

(2) Thetrendintheratio of real grossoutput to total factor input, or TFP (refinedindex), also
was upwards over the course of the nineteenth century, but at a pace that remained very moderate
in absolute terms until the century’ s closing decades, averaging only afraction of the approximate
1 percent per annum trend growth rate of TFP (refined) that characterized the whole of the period
between 1890 and 1989. Within that century-long span, however, thetrend in the pace at which TFP
was rising did not remain constant: starting in the 1920's, it accelerated to an average annual rate
approaching 1.5 percentage points, which was sustained over the 1929-66 interval. The collapse of
the TFP residual which then ensued appears both in its magnitude and its extended duration to be
aturn-around quite without precedent in the nation’s economic history.

(3) A rising ratio of tangible capital services per manhour labor input has accompanied the
rise of labor productivity, but in the twentieth century the gap between the trend rates of growth of
tangible capital servicesand manhours has not been aswideasit was previously. On the other hand,
since the closing decades of the nineteenth century the rise of investment in education and training,
and in organized R& D activities, has meant that the ratio of the services of /ntangiblecapita inputs
to tangible labor inputs (i.e., manhours) has grown at a much faster pace, both absolutely and
relatively than before.®

(4) The ratio between inputs of (gross) tangible capital services and real gross output rose
markedly over the whole of the nineteenth century, athough its approximate doubling was
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concentrated within the central period, stretching from ¢.1835t0 ¢.1890.%” By contrast, starting soon
after the beginning of the twentieth century the trend in thisratio turned downwards, and remained
markedly so until early in the post-World War |l era; the tangible capital -output ratio continued to
drift downwards at slowing pace during 1948-73 and has approached stability thereafter.%® Although
we presented no explicit estimates of the growth of the intangible capital stock over the course of
the nineteenth century, reasons were given for surmising that it could not have been rising much
faster than inputs of manhours and, consequently, must have been growing slowly by comparison
with thetangiblereproducible capital stock. From thelate nineteenth century onwards, however, the
ratio between the intangible and the tangible stock of capital has been rising rapidly, aswill be seen
more explicitly from new estimates that we shall introduce, below.

(5) The share of the gross private domestic product represented by the earnings of labor
actually declined during the nineteenth century, whereas it has followed an upward trend in the
present century. It was the rising share of output represented by the gross private returns (imputed)
to tangible reproducible capital that was responsible for the nineteenth century contraction in the
share of labor, because the share of output represented by rental income on the stock of non-
reproducible tangible wealth (unimproved land) remained essentially constant. During the present
century, the expansion of the labor income share has been largely concentrated in years between
1929 and 1973, and, as shall be seen, this reflected the growing portion of labor earnings that can
be attributed to the relative accumulation of human (intangible) capital.

The patterns of change in these macroeconomic rel ationships that characterized each of the
centurieswithin our purview, and the contrast between thetwo epochs, both call for explanation and
interpretation. In the interpretive account developed in the three following sub-sections (2.1 -2.3),
these quantitative trends are viewed primarily as reflections of, and direct and indirect endogenous
responses to underlying developments affecting the rate and direction of technological innovation,
broadly conceived. Our interpretation carries some quite direct implications about the altered
behavior of U.S. savings that has been observed at the macroeconomic level during the twentieth
century. Thissection therefore concludes by touching briefly upon that question (in sub-section 2.4).

2.1 TheCritical Role of Technological Progressand the Changesin Its Direction

Although the changing pace and character of technological innovation figures centrally in our
reading of the U.S. historical experience of growth, “the progress of invention”—asit was referred

67
The significance of the dating of this interval, which combines the 1835-55 trend period with the “long
period” 1855-90, is discussed briefly in section 2.3, below.

68

These trends ma_;t/ be inferred directly from a comparison of the growth rates for the stock of total tangible
reproducible capital and real gross private domestic product shown in Table 2: 1, or from the movements of

the constant dollar tangible capital-output ratio for the U.S. domestic economy that can be calculated from
the datain Table 2: I1.



-56 -

to by economic writers in the nineteenth century — should not be seen as a wholly independent,
autonomous force driving the process of growth. On the contrary, many of the determinants of the
generation and diffusion of innovations quite clearly were endogenous to the economic system. At
the same time, the main features of the course of technological and organizational innovation that
so powerfully shaped the economy’ s growth-path in each century, were neither formed exclusively
by the concurrent American economic environments, nor were their effects confined to the U.S.
domestic product and factor markets.

For the present purposes, then, technol ogical evolution can best be conceptualized asatrans-
national, global force whose underlying tendencies in regard to pace and direction manifested
themselves particularly clearly in the American setting. Thiswas in some part due to the nature of
the precocious contributions that inventive activities taking place in the young Republic had made
totheexpandinginternational pool of industrially useful knowledge. But, perhaps moreimportantly,
inasmuch Americans were notable borrowers of technologies (and underlying scientific principles)
from Europe, it also reflected the comparatively greater plasticity of the economic environment in
thisregion of Europe’ sNew World settlements. Theyoung and undevel oped state of the country | eft
much scope for institutions, capital structuresand cultural attitudes to become adapted in ways that
were congruent with successful economic expl oitation of the productive potentialitiescreated by “the
progress of invention.”

There were many channels through which technological advances directly and indirectly
shaped the path of U.S. economic development.® Of course, we see such developments as
contributing in a straightforward way to improving the overall efficiency of the economy’s use of
the factors of production. But the effects of technology changes extend beyond that, and impinge
upon the endogenous dynamic processes through which productive inputs are created. This applies
not only to theimpact of technological change upon the derived demandsfor stocks of conventional
capital in the form of reproducible structures, equipment and livestock. The waysin which the size
and commercia value of the known reserves of non-reproducible (depl etable) natural resourcesare
influenced by technologies of exploration, resource extraction, and processing, also are embraced
within this view. So too are the shifts in the derived demands for specific intermediate inputs of
natural resources, shiftsthat may emanatefrom technol ogically induced changesinthe mix of goods
and services produced by other sectors of the economy. In addition, of course, there were direct and
indirect impacts upon the market for labor services of different kinds, stemming from the combined
effects of technological change and the alteration of the nature and extent of available capital
equipment.
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For. specific discussion of three clusters of technolo%mal innovations — surrounding the mternal combustion
engine, electricity, and organic chemicals and chemical engineering — that have beén especially important in

the twentieth-century economy, see the Chapter by Nathan Rosenberg and David R. Mowery (in The
Cambridge Economic History of the U.S., S.L. Engerman and R.E. Gallman, Eds., vol. 3). Rosenberg and
Mowery’s discussion points out that in 1900 the U.S. aready was extensively involved in international
flows of technological knowledge, on both the contributing and receiving sides of the ledger.
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Another way of putting the foregoing propositions is to say that our reading of both the
macroeconomic and the microeconomic evidencefromthe U. S. economy’ sexperienceover thepast
two centuriesleadsusto view technol ogical change (broadly conceived) ashaving not been* neutral”
inits effects upon growth. The specific meaning of “non-neutrality” in this context isthat technical
and organizational innovation had effects upon the derived demands for factors of production, and
thereby affected the relative prices and the composition of the heterogeneous array of productive
assets in the economy.” But, significantly for our interpretation, the size of the respective asset
stocksal so was affected in the process. By directly and indirectly impinging on structure of real rates
of remuneration established in the marketsfor particular types of human labor and skill, and for the
services of specific tangible and intangible capital, the course of technological and organizational
innovation altered key conditions governing the growth rates of the various macroeconomic factors
of production.

Two main motifsthereforewill recur in thefollowing discussion. Thefirst themelaysstress
onthe non-neutrality of theimpacts of innovations on the demand side of the marketsfor productive
inputs, and the consequent necessity of recognizing technol ogical change as contributing to complex
interactions among all the proximate “sources of growth.” It was valid for us to present the total
factor productivity growth as a separate element, additively entering the growth accounts ( in Part
One) as acomponent of the growth rate of labor productivity and, hence the pace of increasein per
capitarea output. Yet, the non-neutral character of technological progress invalidates simplistic
identification of thelatter with the growth of even refined measures of total factor productivity. The
second themeis an extension and elaboration upon thefirst: it concernsthe differences between the
twentieth and the nineteenth century in regard to the predominant patterns of bias in those “non-
neutral” technological impacts. We argue that as a consequence of the altered nature of the “bias’
of innovation, the twentieth century witnessed shifts among the relative demands for productive
assets. The new tendenciesled away from theaccumulation of stocksof tangiblereproduciblecapital
and towards the formation of intangible productive assets by investmentsin education, training and
the search for new scientific and technological knowledge.

We proceed next (in 2.2) to set out the grounds for our broad characterization of the thrust
of nineteenth-century technological progress as having been /abor-saving but tangrible reproaucible
cgoital-using in its effects. Then we turn to examine the respects in which the twentieth century
witnessed significant new departures from those tendencies (in 2.3). The salient macroeconomic
trends are shown, by arguments anal ogous to those applicabl e to the nineteenth century experience,
to be consistent with thebroad characterization of technological changeashaving become /ntangible
cgoital-using but tangrble reproaducible capital-saving, aswell asremaining relatively labor-saving.
By taking into consideration the relatively rapidly growing inputs of intangible capital that were
omitted from the standard growth model underlying the growth accountsin Part One, we arrive at
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See Endnote 1 to Part Two for formal definitions and discussion of the conce(g)ts of Hicks-neutrality and
Harrod-neutrality. Our text referencesto “non-neutrality” apply the violation of both conditions, unless

otherwise qualified.
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an augmented set of growth accounts and a further “refinement” of the residually estimated,
multifactor productivity growth rate during the twentieth century.

In broadening the scope of the growth accounts to include the formation and utilization of
intangible capital, our analysisimplies a somewhat unorthodox view of the long-term trendsin the
supply of savings. Thisis briefly exposed in sub-section 2.4, where it is argued that thereislittle
evidenceto suggest that thelong-term growth of labor productivity and per capitarea incomeinthe
U.S. has been increasingly tightly constrained by adverse shiftsin the aggregate supply of savings.
Instead, we take an expanded view of savings behavior aslargely being responsive to the effects of
innovation-driven changes on the demand side of the relevant asset markets, and so becoming
progressively oriented towards new and unconventional forms of “savings.” This has involved a
dramatic growth of the relative importance in the national wealth portfolio not only of stocks of
consumer durables, but of stocks of intangible knowledge-assets created by expenditures on
organized R&D, and, of still greater quantitative significance, the formation of intangible human
capital by public and private investments in education and training.

Thisexpansion of the growth accounting framework —to include unconventional, intangible
capital inputs — will be seen to exacerbate, rather than mitigate what undoubtedly is the major
puzzling feature of the U.S. growth record during the closing quarter of the century: the striking
collapse of the multifactor productivity growth rate. In doing so, the findings from the expanded
growth accounts draw attention in a rather dramatic way to the question of whether, and by how
much the "productivity slowdown" observed in the post-1966 period is an artifact of measurement
problems, particularly those affecting the estimated growth rate of real GDP. We take up thisissue
along with other proposed explanations of the productivity slowdown in the concluding section (3)
of Part Two.

2.2 The Changing Direction of Technological Progress and the Residual's Rise

An issue that needs to be addressed at the outset is whether it is justifiable to accord such centra
importance to theinfluence of technological progressin the nineteenth century, and therefore to not
view U.S. growth during the twentieth century as being fundamentally distinguishable from that in
the previous epoch on the ground that technological change has come to have afar greater impact.
Of course, thisis amatter of what one means by "the economic impact” of technological progress.
But, could it not be argued, on the basis of the very low absol ute estimates we presented for the pre-
1890s TFP growth rate, and the subsequent pronounced “rise of the residual,” that technological
progress was really arather insignificant factor in U.S. nineteenth-century growth, and emerged as
a potent force only in the twentieth century with the advent of the science-based industries and
organized research and development activities? Such areading of the growth accounting resultsis
one that we would reject most firmly.
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Wehold that position, however, not because the occurrence of so large an accelerationinthe
rate of productivity growth renders the underlying estimates themselves somehow suspect;™ nor
because there are good grounds for doubting that advances in fundamental scientific understanding
of physical phenomena have come to play a much more central rolein industrial (and agricultural)
process and product innovation since the end of the nineteenth century. Rather, our view isthat, in
general neither the pace at which technological change proceeded, nor the importance of its
"contribution to economic growth" can be gauged by simply considering the absolute growth rate
of total factor productivity, or the size of the relative contribution being made by the latter to the
growth of labor productivity and real output per capita. Although there are special circumstancesin
which such a direct interpretation of the growth accounts would be justifiable, those so-called
"neutrality” conditionsregarding thefactor-saving effects of technol ogical innovation did not obtain
for the U.S. economy during most of the nineteenth century. Nor have they obtained during the
twentieth century.

Y et, departures of "neutrality” themselves need not take an invariant form. It isprecisely in
the macroeconomic evidencefor the altered nature of technology's rorn-nevtral progressthat wefind
an important key to understanding the rise of the TFP residual —and with it the other devel opments
that distinguished the macroeconomic growth path taken in the twentieth century from the course
along which the U.S. economy previously had been developing. The apparent difference between
the two centuriesin respect to the TFP growth rate thus reflects a substantive difference. It involved
not merely an acceleration in the underlying pace of internationally shared technological advances,
but ashift in “the direction of innovation” away from the very pronounced nineteenth-century bias
towards /abor-saving and tangible cgpital-usinginnovations.

One way to grasp intuitively what the existence of such a “bias’ would imply for our
interpretation of the TFP growth rate is, first, to recall the alternative, formally equivalent way in
which the residually estimated measure of multifactor productivity can be obtained, as shown by
equation (3) in Part One, Section 4: it is simply equal to the weighted average of the partial
productivity growth rates of the various factor inputs, in this case full-time equivalent manhours of
labor and the combined services of tangible capital (in constant dollars). Since we have seen that the
ratio between inputs of tangible capital and output was rising, it is evident that this must have
worked against therisein labor productivity, dragging the weighted average of partia productivity
growth rates downwards.

The second step is somewhat more exacting, as it involves showing that the opposing
movements in the labor and (tangible) capital productivity trends were reflecting changesin the set
of technological possibilities, rather than being simply amatter of the substitution of capital for labor
in response to the rising relative price of the latter inputs. For this purpose it is best that brief but
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Some alowance must of course be made for the Possi bility of measurement errorsf but a quantitative
evaluation leads to the conclusion that the gap in the long-term TFP growth rates of the magnitude indicated

istoo large to be dismissed as an artifact of measurement errors. See Endnote 10 to Part Two 2 on this
issue.
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nonetheless explicit reference is made here to the hypothetical aggregate production function
underlying our growth accounting framework.

We may imagine a function describing the relationship between real output Y (t) at agiven
moment in time and inputs of labor and total tangible capital, in which each of those input service
flows (measured inits“natural” units, e.g. manhoursin the case of labor, and constant dollarsin the
case of the various elements of the tangible capital stock) enters multiplied by its own time-varying
index of productive efficiency, E, (t) and E,(t), respectively. The functional relationship involving
inputs thus measured in efficiency unitswill be assumed to remain invariant over time, although the
relationship between output and the inputs measured in their natural unitsis presumed to change, as
aresult of the impact of technological and organizational innovations upon the respective input-
specific efficiency index.

Now using the gross income shares of the factorsin lieu of the respective input elasticity
weights, one may identify therefined residual TFP growth rate astheweighted average of thegrowth
rates of theindividual indexes of labor efficiency and capital efficiency:"

O Y* - [O.L* - 0,K*] = E* = O,E* +OE*.

It thenisplain that the direct impact of a cguital-usingtechnological biaswould beto expand
the demand for capital input servicesrelativeto the flow of real gross output, given the pre-existing
real rate of return. That is tantamount to a negative rate of growth in the index of average capital
efficiency, which would tend to offset the contribution being madeto overall input efficiency growth
(E*) from concurrent /abor-saving technical changes that were registered in the positive rate of
growth of the index of average labor input efficiency, E *.”

Thisisasmuch asto say that therefined TFP residua (E*) can bedirectly informative about
the pace of technological change (or, more strictly, about pace of efficiency improvements deriving
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The simplified presentation in the text distinguishes only labor and tan%i ble capital inputs, and derives
from amore general production model that “nests’ the growth accounting frameworks implemented in Parts

One and Two for the nineteenth and twentieth centuries, respectively. The underlying general model is set
out and discussed in the Technical and Statistical Appendix 1: Note on a General Form of Production
Function with Factor-Augmenting Technological Change.
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. The other thi ng$ being held constant for the purposes of this exposition are the relative shares of the factor
inputs. Just as an average factor share weight'is used for each Interval when implementing the conventional

growth accounting in Part One, the same set of within-period weights would be employed in the aternative
calculation just described. If the factor shares were tending to change over the course of the interval in
guestion, this could either reinforce or counteract the quantitative effects of the bias of technological change
upon the resulting multifactor productivity growth rate. We return to discuss the significance of this point in
the text below. Note that there is no reason for the rates of change in the partial productivity of labor and
capital to correspond immediately with the respective input rates of efficiency growth, since the partia
productivity ratios would also be affected by changesin the input proportions due to factor substitution.
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therefrom) only in the special circumstance where the direction of innovation is* neutral” : namely,
when E * = E,* = E*, sothat theinnovation does not affect the relative mix of factor inputs.” What
wefind, however, isthat over the course of U.S. economic history in general technological change
has ot been neutral in this sense.

Specifically, the dominant macroeconomic bias of innovation in both the nineteenth and
twentieth centuries was relatively "labor-saving”, that is, (E * - E *) > 0 contributed to raising the
desired ratio of tangible capital inputs per manhour. But, in the nineteenth century this bias wasfar
more pronounced than that which has persisted throughout the present century. Indeed, the former
epoch wasdistinguished from thelatter by the existence of astrong “ absol utetangible capital-using”
bias (E * <0), whichimparted amarked upward trend to the ratio between tangible-capital and real
output.

Tangible Capital-Using, Scale-Intensive Technology and Increasing Economic Roundaboutness

Thetechnological trajectory that emerged in nineteenth-century Americaand persistedintotheearly
years of the twentieth century was both tangible capital-using and scal e-dependent. Exploiting the
technical advances of the time demanded heavier use of machinery per worker, especialy
power-driven machinery in ever more specialized forms. But it required operation on an ever-larger
scale to render the use of such structures and equipment economical. Furthermore, it required
steam-powered transport by rail and ship, itself a capital-intensive and scale-intensive activity, to
assemble materials and to distribute the growing output to wider markets.

Contemporary observers understood what was happening during the closing quarter of the
nineteenth century in terms that were closely related to this. They spoke of technological progress
as achieving gains in the productivity of labor by increasing the “roundaboutness’ of production;
innovations could be incorporated into production, on this view, only by the agency of raising the
economy’ sstock of tangible capital goodsin relation to thereal flow of final goodsand services. Or,
putting the point slightly differently in the terminology of those times, “the progress of invention”
wastending to raise the physical capital-output ratio that producerswould choose at any given level
of the real rate of interest.”

Technological progress and enlargement of markets appear to have operated with specially
great force to encourage capital accumulation during the nineteenth century. The widening
introduction of steam engines as a prime-mover in transportation, and for new power-driven
machinery, the development of the iron and steel and other heavy, capital-intensive industries, the
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“Hicks neutral” innovations satisfy this condition, and leave the capital-labor input service ratio
undisturbed (so long as relative factor prices are unchanged). But, as Endnote 1 to Part Two points out, the

latter way of stating the condition strictly might more accurately be described as that of " Salter neutrality."
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This “absolute capital-using bias’ also violated the condition known as “Harrod-neutrality”. See Endnote 1
to Part Two for further discussion.
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increasing refinement of new systems of production of standardized products based on the machine
manufacture and assembly of interchangeable parts all served to raise the relative rates of return on
new forms of tangible reproducible capital (given the same ratio of aggregate capital inputs to
output) and so encouraged their substitution for other assets as well as for labor services. All
required, at least as a permissive condition, however, the enlargement of markets. It would not have
paid to use the larger quantities of specialized fixed plant and equipment unlesstheir cost could be
spread over alarge volume of sales. And the expansion of the railroad itself and of the telegraph
system it used served both to enlarge the national market and to permit and encourage the local
concentrations of industry, trade and finance that were required by the new factory system and that
held out a potential for advancesin productivity.

All thisis consistent with the teachings of aline of eminent economists who formed their
ideas upon the close observation of the nineteenth-century developmentsthat had been taking place
under their own eyes. Intheir view, the processes of technological advance, enlargement of markets,
more intricate specialization of labor and enterprise and the accumulation of capital appear as an
intimately interconnected process. They argued that, whiletechnol ogical progressdid not necessarily
involve enlargement of scale or the heavy investment of capital, the path of progress in the
nineteenth century tended strongly in that direction. They held that advance characteristically took
the form of discovering new methods for increasing the "roundaboutness’ of production (Eugen v.
Bohm-Bawerk), whichisto say, new waysto substitute capital goods—and capital goodsfor making
capital goods—for labor directly applied to producing goodsfor consumersand producers. Similarly,
it took the form of greater degrees of specialization of production, machinery and labor in an ever
more intricate system of exchange and cooperation — all of which is another way of expressing the
role of the enlargement of scale and specialization in realizing the potential of new knowledge and
in encouraging the substitution of capital for labor. Frank W. Taussig, oneof thefoundersof modern
American economics wrote:

In the past, those inventions and discoveries which have most served to put the
powers of nature at human disposal have indeed often taken the form of greater and
more elaborate preparatory effort. The railway, the steamship, the textile mill, the
steel works, the gasworks and el ectric plant —in all of these, invention hasfollowed
the same general direction. But that it will do so in the future, or has aways done so
in the past, can by no means be laid down as an unfailing rule.”
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Frank W. Taussig, Wages and Capital, New Y ork, 1897: p. 10. In this, Taussi%_was closely echoing the
earlier views of Henry Sidgwic e Principles of Political Economy, 2nd Edftion, London, 1887:.133):

Though the progress of Invention —including the developments of the great system of cooperation
through exchange — does not necessarily increase the need of capital, it has, on the whole, tended
continuously and decidedly in this direction: the increase in the amount of consumable
commodities obtainable by a given amount of civilized labor has been attended by a continual
increase in the amount of real capital required to furnish these commaodities to the consumer.
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Thisisaview that —in bothits characterization of the past biasof innovation towards capital -
deepening, and its hesitation to extrapolate that tendency into the future — finds modern support, in
the literature of the economic history of technology and from econometric studies of American
industrial production during the nineteenth and early twentieth centuries.”” While the quantitative
macroeconomic evidence that is available is not conclusive in its support for this view, what there
islendsfurther reinforcement of the presumptioninitsfavor: thedataisconsistent withtheclassical,
neoclassical and Austrian economists’ shared vision of long-term development as essentiadly a
process of "capital-deepening.” Indeed, with appropriate alowances for the changes that have
occurred in the composition of the nation's stock of productive assets (changes that we interpret as
having been induced by the changing bias of innovation), we find in that shared vision an
illuminatingly unified way to comprehend the U.S. experience of economic growth during the
twentieth century, as well as the nineteenth.

2.3 The Testimony of the M acr oeconomic Variables: Capital-Using Biases of Two Kinds

The growth rates for the factor input and real output measures that we have assembled in Table 2:
| tell atale of not one, but two successive movements toward greater "roundaboutness’ in the U.S.
economy'saggregate system of production system. Thisstory isone of “unity indiversity,” featuring
a contrast between historical epochs that have witnessed distinctive, yet in one sense closely
anal ogous changes in macroeconomic dynamics of the American macroeconomy.’® Its quantitative
outlines may be summarized in the following broad terms.

Thefirst of the two movements towards a high aggregate capital-output level involved the
accumulation of tangible reproducible assets. This was temporally concentrated during the middle
decades of the nineteenth century, as may be seen from the upper panel (Panel A) of Table 2.1. Yet,
itsforce already was largely spent by the 7/n de siec/eera (1890-1905), after which the trend in the
aggregate tangible capital -output ratio has been continuously downwards.

The emergence of a second capital-degpening drive has shaped the economy's growth
experience during the twentieth century, but, asthisinvolved the rapid rise of the /ntangriblecapital
inputs in relation to real output, its quantitative dimensions are not fully visible within the
conventional growth accounting framework based upon theofficial national incomeand product and
concepts. Inthelower panel (Panel B) of thetable, therefore, we have"augmented" the conventional
set of input and output growth rates by the inclusion of estimates for the rate of growth of the real
stock of intangible productive assets, which we denote by the variable H* — since, as shall be seen,
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See Endnote 6 to Part Two.
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The two parts of this story are brought together within the exglici_t framework of an au%mented Solow
growth model, in Paul A. David, “A Tale of Two Traverses: Continuity and Change InU.S.

Macroeconomic History,” Stanford University Social Science History Workshop paper (October 22 1998),
revised March 1999.
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(non-tangible) human capital forms the preponderant element within this part of the total U.S.
domestic capital stock. For growth accounting consistency, it is necessary to consider the rate of
change in a correspondingly "augmented" measure of real gross product, which we denote by the
variable Y ,*. The latter reflects the movements of the more comprehensive output measure that
includes, among other resource expenditures, the grossinvestments directed toward human capital
formation through formal education and training, and outlays for intangible non-human assets such
as are created through the performance of organized research and development activities.

We shall come subsequently to a closer examination of these matters, but for the present
overview it isimportant to note that the movement towards a higher intangible capital-output ratio
(H/Y ,) became particularly pronounced during the extended period from 1929 to 1989. The growth
of theintangible part of the stock over the course of those six decades was fast enough to more than
compensate for the retarded pace of accumulation of tangible productive assets. This brought about
areversa of the previous"capital-shallowing" trend that had characterized the economy —in regard
to both tangible and total productive assets — during the 1890-1927 era. But, rather than being a
continuous upward trend over the entire 60 years, virtually all of the implied post-1929 rise of the
total (tangible plus intangible) capital-output ratio has come about since the end of the 1960s.”

On the Tangible Capital-Using Bias of Technological Progress in the Nineteerith Century

In regard to our contention that thefirst of these capital-deepening episodes owed agreat deal to the
absol ute tangibl e capital-using bias of technological innovation over the decades running from the
1830sto the 1890s, the key macroeconomic observations concern the coincident upward movement
of the reproducible capital-output ratio and the expanding share of the gross returns attributable to
capital in the gross (private) domestic product.

Thefiguresin the upper panel of Table 2: | reveal that a positive gap was being maintained
between the growth rates of the entire reproducible capital stock and real output throughout the
period stretching from the mid-1830s to the end of the 1880s. From the underlying estimates it is
evident that the growth of the reproducible capital stock was sufficiently rapid, that it soon bulked
largeinthetotal real tangible stock and was proximately responsiblefor thelatter’ srise at arate that
surpassed theannual growth rate of real output by 0.5 percentage pointson average during the period
stretching from 1835 to 1890.2° Over that interval the real reproducible capital-output ratio was
almost doubled, and the total tangible capital-output ratio rose by aimost one-third. Just as the
contemporary economists opined, the development impelling this trend was a differentially more
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See Endnote 7 to Part Two.
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These years of aggregate “ capital-deepening” form the central period of what one of us (see David, 197

7
has called the nin th-centUry American economy’s “Grand IIJ'ralversne.” The termrefersto the moveme%t
of the economy between different (steady-state) growth paths, each characterized by a constancy of the
capital output ratio and the real rate of return on capital (or, equivalently, constancy in the capital share).
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rapid accumulation of fixed capital in theform of structures and equipment.®* This had been plainly
revealed by Robert Gallman’ s exacting and detailed estimates of the changing distribution of the
fixed reproducible stock /nc/usive of improvements made to farm landduring the period 1840-90.%
Whereas at the beginning of the century (1799-1805) the stock of improvements made to farm land
constituted more than 62 percent of the nation’s fixed domestic stock of reproducible capital, that
share had been reduced to 47 percent by 1840, and over the next half-century it dwindled to amere
14.5 percent. Moreover, Gallman’s comprehensive estimates tell us that although in 1840 fixed
reproducible capital goods had represented only 35 percent of the aggregate domestic capital stock
(valued in 1860 prices), that share had risen to 66 percent in 1890 and had fully doubled by 1900.

Y et, during the very same extended era, as one may see from the entries in Table 2: Il1
(Framel), the share of gross income going to owners of reproducible capital underwent a sustained
enlargement, rising from an average of 19 percent during the 1800-35 interval to amost 34 percent
during the 1890-1905 period. The total property share thus rose by essentialy the same
(proportional) extent, from about 32 to 46 percent according to the estimates shown in Frame | for
the fin de siec/eperiod, and by only alittle less if one consults the alternative total property share
estimate shown for 1890-1905 in Frame Il of the table.

The concurrence of these two trends, onein the real capital-output ratio(s) and the other the
property share(s) carries a strong implication supporting our interpretation of the dynamics of
nineteenth-century capital-deepeni ng growth ashaving been driven by technol ogically induced shifts
in the desired capital-output ratio, and consequently in the desired real investment rate. Had the
growth of the aggregate capital -output ratio been pushed upward simply by an increasein thrift, this
would have had to work entirely through the induced substitution of capital for 1abor in production;
the higher rate of savings (gross) in relationship to the growth rate of the labor supply would have
led to a downward pressure on the real rental price of capital vis-a-vis the wage rate, and thereby
induced the substitution of tangible capital for labor. The behavior of the share data, however,
implies that the real rate of return was not being forced sharply downwards.

How far the relative return to capital would have been depressed in proportion to the
consequent rise of thetangible capital-labor ratioiswhat ismeasured by theelasticity of substitution,
which we may view asaparametric feature of aggregate production relationsin the economy during
this epoch. Successive econometric investigations of aggregate production function models of U.S.
private (and private business) domestic economy in the present century, aswell asaparallel inquiry

81

.Compare the constant 1860 k;:)rice estimates of the composition of the U.S. domestic capital stock Pr@ented
in Table 13 (Panel D) of Robert E. Gallman’s chapter (* Economic Growth and Structural Change in the

Long Nineteenth Century’) in The Cambridge Economic History of the U.S., S. L. Engerman and R. E.
Gallman, Eds., val. 2. From those figures the ratio of structures and equipment to the total of the fixed
reproducible components (which included improvements to farmland) can be seen to have been rising at
0.96 percent per annum during 1840-90; and it had been growing at virtually the same average pace (0.86
percent per annum) over the course of the preceding four decades.

82
See Gallman, “Economic Growth and Structural Change,” in CEHUS, v.2: Table 13.
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for the nineteenth-century domestic economy, and numerous sectoral and industry studies, al concur
in finding the elasticity of substitution to be less than unity.® Unitary elasticity would imply, of
course, that the relative shares of the factors in gross output would be unchanged. But, if that
elasticity was less than unity, and if technological progress had been (Hicks) neutral, tangible
reproducible capital’ s share in gross income would have been coniracting, and labor’s share would
have been rising— as the latter was the slower growing of that pair of inputs. Y et, just the opposite
happened: in the first half of the nineteenth century the share of capital rose by 19 percent, and
during the second half the proportional increase was again 19 percent, for an overall 41 percent
expansion (see Table 2: 111).

Theimmediate implication of thisisthat the effects of technol ogical change must have been
“non-neutral,” and haveworked to counteract therise of the capital-labor ratio measuredin“ natural”
units, i.e. theratio of the constant dollar value of theflow of capital services per manhour. By raising
the efficiency of labor faster than the efficiency of capital inputs, the pronounced capital-using bias
of technological innovation operated so as to offset the depressing effect that the accumulation of
capital goods tended to exert on the real rate of return.®

A further aspect of these macroeconomic relationships enables us to venture a step farther:
theimplied trend differential between the growth rates of the average efficiency of manhour inputs
and average efficiency of the services of tangible capital during the nineteenth century turns out to
have been so pronounced that one has to conclude that it was the impact of technological and other
innovationsin the nineteenth century which worked to push the desired aggregate capital output ratio
upwards. Equivalently, wemay say that in the absence of any other changein the capital -output ratio,
the effect of technological progress wastending to raisethereal rate of return on the existing stock.
In the event, however, it served substantially to moderate its downward course over the century.®
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See Endnote 6 to Part Two, on econometric estimates of the elasticity of substitution.

It is possible to obtain an estimate thaéguts the rate of capital-using technological change for the period
1835-90 at E,* = - 0.68 per cent per year. The corresponding rate of growth of the manpower Inputs

efficiency index is found to be 1.02 per cent per year. See Endnote 16 to Part Two for the method of
estimation.

85

This interpretation of U.S. macroeconomic %qovvth in the nineteenth century as a capital-deepenin
“traverse,” and the implications drawn from that view, were initially presented in M oses Abramovitz and

Paul. A. David, “Reinterpreting Economic Growth: Parables and Realities,” American Economic Review,
63(2), May 1973: pp. 428-439; and more fully developed in Paul A. David, “Invention and Accumulation in
America’ s Economic Growth: A Nineteenth Century Parable,” Journal of Monetary Economics, 6
(Supplement), 1977: pp. 179-228 [published al so as International Organization, National Policies and
Economic Development, K. Brunner and A. H. Meltzer, Eds., Amsterdam and New Y ork: North-Holland,
1977.
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Table2: |

Real Gross Output and Factor Input Growth Rates (percent per annum), 1800-1989

U.S. Private Domestic Economy

Y* Y ¥ L* Kt Keg? H* Y *-L* K+*-L Kro*-L H-L*
Pand A: Fame/
1800-1835 3.84 357 384 0.27 0.27
1835-1890 4.02 332 451 0.70 1.19
1890-1905 380 381 241 364 (3.64) 4.40 1.37 1.20 (1.20) 1.94
Panel B: Fame// Y* Y ¥ L* K+* Kro* H* Y *-L* K:*-L Kro*-L H* -L*
1890-1905 425 426 228 349 (3.49) 4.40 1.94 1.16 (1.16) 2.07
1905-1927 331 370 124 243 2.43 4.40 2.43 1.18 1.18 3.12
1929-1966 305 317 052 185 2.52 3.88 2.64 1.32 1.99 3.34
1966-1989 28 284 161 311 4.00 3.82 1.21 1.48 2.37 2.17

Notes and Sourcesfor Table 2: |I: Description of Growth Rate Variables and Data Sour ces
Pandl A:
Y*, L*: See Statistical Appendix, Sources for Tables 1: A, and 1: IIA (Frame), for real gross product, and

manhours, respectively.

Y ¥ Augmented real gross product for the interval 1890-1905 is based on Y* in that interval, adjusted by
extrapolating the growth rate of (Y ,/Y ) in the period 1890-1905, from estimates underlying the entriesin
Panel B inthistable.

K.* Total real tangible capital stock (estimated as a constant price Divisiaindex of the reproducible and non-
reproducible tangible stock). See Statistical Appendix, Sources for Table 1: IVA (Framel).

Ko*: Total real tangible capital adjusted for (compositional) “quality change’: K;o*= [K* +0*] = K* inthe
1890-1905 interval, by extrapolation of the argument in Part Two, section 2.3, based upon constant dollar
stock estimates showing that the composition of the tangible reproducible stock remained virtually
unchanged over the period 1910-29. See sources for Panel B of this Table.

H*: Real stock of intangible capital: See Panel B of this Table for sources of the 1890-1905 estimate.

Panel B:

Y*, L*, Ki*: See Statistical Appendix, Sources for Tables 1: IA, and 1: 1A (Frame l).

1890-1905 and 1905-1927, based on underlying estimates in Kendrick, 1961, Table A-XXII (for Y, and L),
Table XV (for K;); 1929-1966 and 1966-89, from Statistical Appendix for Part One, Tables 1: 1A and 1:
[1A, based on underlying data from U.S. NIPA (1992, 1993), for Y* and L*; Table 1: IVA (Frame Il), from
BEA, Tables A6 and A9, for K;*.
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1890-1905 and 1905-1927, from Y* adjusted by the growth rate of (Y /Y ) computed for 1905-29 from
augmented real domestic product estimatesin Table 2: |1, pt.A; 1929-1966 and 1966-1989from Y*
adjusted by the growth rate of (Y /Y ) computed by interpolation from the Table 2: 11, pt.A estimates for
1929, 1973 and 1990.

Kro*= [Ky* + ac*]: 1929-1966 and 1966-1989 adjustments of K* for (compositional) quality change, using

H*:

estimates underlying Table 1: IV and 1: IVA, as described in Statistical Appendix. The growth rate
estimates for g,* appear in the Technical Appendix Note 2. See Sources for Panel A of this Table on the
basis of the estimate of g,* = 0in the period 1890-1927.

1905-1927, 1929-1966 and 1966-1989 computed from Total Intangible Stock estimatesin Table 2: 11, pt.
A. See Statistical Appendix Sourcesfor Table 2: I1.
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Table2: I1- Part A

(billions of 1987 dollars, and ratios)

Part A: Stocks and Flows

Selected Components of Real Stock 1900-1910 1929 1948 1973 1990
Conventiona Tangible: Total 3583 6075 8120 17490 28525
Structures and Equipment 2305 4585 6181 13935 23144
Inventories 300 268 471 1000 1537
Natural Resources 978 1222 1468 2555 3843
Non-conventional Non-tangible: 1131 3251 5940 17349 32819
Total
Education and Training 1001 2647 4879 13564 25359
Health, Safety, Mobility 120 567 892 2527 5133
R&D 0.1 37 169 1249 2327
Alternative Measures of Real Product
Conventional Real GDP 330 822 1300 3269 4878
Augmented Real GDP 410 1112 1715 4302 6395
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Source: See Statistical Appendix for Part Two: Notes and Sourcesto Table 2: 11-Part A.
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Table2: Il - Part B
Real Gross Domestic U.S. Capital Stocks and Product, 1900-1990

Part B: Ratios Derived from Part A Entries

1900-1910 1929 1948 1973 1990
Ratio of Non-tangible Stock to 316 535 731 .992 1.150
Conventional Tangible Stock
Ratio of Education and Training
and R&D Stocksto:
Conventional Real GDP 3.03 3.26 3.88 453 5.67
Fully Augmented Real GDP 244 241 294 3.44 4.33
Total Conventional and 0.21 0.29 0.36 0.42 0.45
Non-Conventional Capital
Stock
Ratio of R&D Stock to Fully .0002 .033 .098 .290 364

Augmented Real GDP

Source: calculated from entriesin Table 2: 11-Part A.
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Table2: 111
Gross Factor Shares: Input Weightsfor Conventional and Augmented Production Models:
U.S. Private Domestic Economy, 1800-1989

Weightsfor Adjustment Ratios:. Weightsfor Augmented Model:
Conventional Tangible
I nputs: Human Non- “Raw” Total Total
Labor Unim- Intangible Human Man- Tangible Intangible
Repro-Man- proved I nputs hours Capital Capital
duciblehours Land Intangibles
Capital
6L 6R 6K oL O OL’ eKT, 6H

Framel :
1800-1835 .683 125 192

1835-1855  .623 152 225 --- --- --- --- -—-
1855-1871  .536 162 .300 --- --- --- --- -—-
1871-1890  .553 130 317 --- --- --- --- -—-

1890-1905  .539 124 337 .092 .000 448 461 0.092
Framell : Labor inputs. Capital:
(6:+6x) Ocr-o)  Ocr-o) (o +oue)

0, =0, o, Oyt =0 =0 =0,
1890-1905 560 0.44 0.092 0.00 0.468 0.440 0.092
1905-1927 0.60 0.40 0.185 0.003 0.415 0.397 0.188
1929-1966 0.64 0.36 0.244 0.084 0.396 0.276 0.328
1966-1989 0.65 0.35 0.246 0.084 0.404 0.266 0.330

Sources:

Frame|. Standard Weights: See Statistical Appendix, Sources for Table 1: IV and 1: IVA (Frame|) discussion of imputed
factor share estimates. For 1890-1905 adjustments for intangible inputs, see Sources of Frame Il estimatesin this
Table. Weights for Augmented Inputs are the conventional shares minus o._and o respectively.

Framell. Conventional gross factor shares are obtained for 1890-1905 and 1905-1927 by raising the net share estimates
from Kendrick, 1961, Table A-X for 1899-1909, and the average of 1909-19 and 1919-29, by 0.09, to allow for
capital consumption; for 1929-1966 and 1966-1929 see Statistical Appendix Sourcesfor Table 1: IV and 1: IVA
(Frame I1), factor share estimates. |mputed estimates of ¢ and o, the gross returns on stocks of intangible human
capital, and on the stock of (non-human intangible) R& D capital, expressed as fractions of augmented GPDP,
respectively, are obtained by the procedures described in Statistical Appendix Sources for Table 2: 111. Note that
0, =0, + 0.
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What this means, then, isthat to the extent that the supply of savingswas elastic to the real rate of
return, as seems quite plausible, a portion of the rise that has been observed to have occurred in the
proportion of the nation’ s aggregate income that was being channeled into net (and gross) savingsin the
form of tangible reproducible wealth, can be attributed to the upward pressure that biased innovation was
bringing to bear on the demand side of the market for |oanable funds. Some part of therisein thefraction
of income saved undoubtedly is traceable to independent supply-side shifts, stemming from atered
household savings habits, institutional innovations that improved bank and non-bank financial
intermediation, and other such developments.?® But, to the extent that the aggregate supply of savingswas
responsive to changesin the functional distribution of income, which would be the case if the propensity
to save out of the earnings of property exceeded that out of wages, the expanding share of income going
to holders of tangible reproducible property asaconsequence of the bias of technological change provided
amechanism through which the upward shifts in the demand for |oanabl e funds tended to be met by an
accommodatingly high elasticity on the supply side.®”

The Relative Rise of Real Stocks of Intangible Capital

Turning now to the twentieth century, we must begin by looking beneath the growth rates of those large
aggregate measures of tangibleand intangiblecapital inputs, which arereportedinthelower panel of Table
2: 1. This can readily be done by consulting the estimates in Table 2: 1I-Part A pertaining to the U.S.
Domestic Economy, where estimates of the component stocksvalued in constant prices of 1987 are set out
for benchmark dates between 1900 and 1990. From these it will be seen that the secular rise of each of the
principal categories of intangible assets — Educational and Training, Heath, Safety and Mobility
(combined), and R&D — outpaced the accumulation of conventional tangible assets in the form of
commodity inventories, structures and equipment.

The main facts of the national “ portfolio transformation” that this has involved stand out plainly
enough from comparisons of their respective absol ute 1987 dollar magnitudes: beginning from alevel that
was less than one-third that of the tangible capital stock in the first decade of the century, the size of the
real stock of intangible capital grew to match that of its tangible counterpart in 1973, and, by 1990 it
already was 15 percent larger. Thus, the ratio between the non-conventional (intangible) stock and the
conventional (tangible) componentsof total non-financial wealth (which appearsinthetopmost line of Part
B of Table 2: 1) increased by 3.5-fold over the 1900/1910-1990 interval as awhole, and was more than
doubled between 1929 and 1990.

Two distinct sets of secular forces can be identified as having been responsible for bringing about
thisstriking twentieth century switch in the composition of the nation'sportfolio of domestic non-financial
wealth. On the one hand were those forcesthat tended to realicethe desired demand for wealthintheform
of tangible capital stocks at given levels of real income and the real rate of interest, and on the other were
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These devel opments are summarized by Gallman's chapter (CEHUS, vol. 2), Wh|ch gives referencesto the
relevant literature on nineteenth-century trends affectl r?g? the 'SUpply of savings
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See Endnote 9 for further elaboration of this point.
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the set of forcesthat were tending to raisethe desired ratio between real intangiblewesalth and real income.
As the focus of the discussion in the following pages will rest upon the latter two, before going on it is
important to take note of the emergence of anumber of significant tangible-capital saving developments,
especialy during the first quarter of the twentieth century.

More intensive utilization of fixed capital facilities that were initially installed in large, lumpy
blocks, was a prominent source of gains in tangible capital productivity, which became especialy
pronounced first in therailroad transportation industry and the new public utilities, particularly electricity
supply and telephone networks during the 1890-1905 era.® But it should not be supposed that this was
simply a matter of waiting until demand grew up to the levels of the capacity that had been originally
installed. Asthe research of Albert Fishlow has shown, for the case of U.S. railroads in the post-bellum
era, numerous technological advances were required to permit attaining higher ton-mileage rates with
reliability, and fuller utilization of thefixed capacity of roadbed, stations, marshaling yardsand therolling
stock itself.® Theseinnovationsranged from the design of heavier and more powerful locomotives, to the
introduction of air-brakesand automatic car coupling, aswell asmorereliable signaling systemsto control
train movements. Similar technol ogical advances underlay the expanding generating capacity of electrical
dynamos, and the integration of more extensive electricity distribution networks across with “load
balancing” became possible, permitted reductionsin the excess capacity that wasentailed when generators
wereinstalled to meet daily and seasonal peaksin demand.*®

In manufacturing industries the introduction of continuous process production and the increasing
use of multiple shift-work in the years around 1915, and the diffusion of automated materials handling
technologies to increase the rates of charging and discharging of batch production processes, similarly
rested on technological innovations, including the growing use of electro-mechanical control systemsin
chemical plants, breweries, stedl rolling mills, and thelike. ** Moreover, during the 1920s particularly, the
introduction of the unit drive system of factory electrification in many industries completed the
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See, e.g., Méville J. Ulmer (1960), Capital in Transportation, Communications, and Public Utilities: Its
Formation and Financing, Princeton UQP_“FHT_N‘BER)ﬁWW_k_de versity Press (for , an n W. Kendric ,

Productivity Trends in the United States, Princeton University Press.
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See Fishlow, “Productivity and Technological Change in the Railroad Sector, 1840-1910" (1966).

LSee, e.g.. Thomas P. Hugh_% e§19832’r Networks of Power: Electrification in Western Society, Baltimore and
ondon: Johns Hopkins University mﬁmﬁonomlcs of
Gateway Technologies and Network Evolution: Lessons from Electricity Supply History,” Information
Economics and Policy, Vol. 3, pp. 165-202; Paul A. David (1991), “Computer and Dynamo: The Modern
Productivity Paradox in a Not-Too-Distant Mirror,” in Technology and Productivity: The Challenge for
Economic Policy, Organization for Economic Co-operation and Development, Paris, pp. 315-48; Sam H.
Schurr, et al., Electricity in the American Economy: Agent of Technological Progress, New Y ork:
Greenwood Press, 1990.
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See Harry Jerome (1934), Mechanization in Industry, New Y ork: National Bureau of Economi¢ Research;
Claudia Goldin and' Lawrence F. Kaiz (1998], " The érlgl ns of Technology-Skill Complementarity,”

Quarterly Journal of Economics, 113, pp. 693-732.
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replacement by wires of the former mechanical means of power transmission using shaftsand belting, and
this brought significant savingsin fixed construction costs, aswell as permitting reductionsin lost output
during “down time” for retro-fitting of particular departmentsin the plant, or for reconfiguring the layout
of the factory floor to accommodate product changes.

Once initiated, this trajectory of development and diffusion of fixed tangible capital-saving
innovations has persisted into the 1929-66 era. Wartime pressures on capacity in the 1940s led to new
methods of intensive utilization which could beintroduced in conjunction with plant renewals, but it was
not until the 1960sthat afurther notableincreasein the“work-week” of manufacturing capital took place,
due to structural changes that increased the importance of the continuous production industries and the
extent of shift-working. According to the estimates prepared by Murray Foss, the index of intensity of
utilization of manufacturing capacity rose at the averageannual rate of 0.38 percentage poi nts per annum.*
As manufacturing is a comparatively capital-intensive sector, capital-savings from these sources carried
considerable weight in the aggregate, but the share of manufacturing in gross private domestic product
shrank towards the 20-25 percent range in the post-World War |1 period, setting alimit on their ability to
raise intangible capital’ s productivity economy-wide.

It is therefore significant that this era also saw a similar movement towards organizational and
technological changes that permitted greater fixed capacity utilization in the service sector: banks and
insurance using computers moved to time sharing of that equipment in the 1960s, while automatic teller
machines reduced the demand for numerous small retail banking facilitiesthat typically could attain only
relatively low levels of transactionsthroughput. In retail distribution, stores catering to arising number of
women in the workforce began significant extension of their opening hours during the 1970s. The
contribution of such developmentstowardsraising theeconomy-widelevel of tangiblecapital productivity
isdifficult to quantify with any precision. But, if the average yearly rate of risein thelong-term utilization
rate of fixed capital overall matched that estimated for the manufacturing sector during the years 1929-73,
that alone would have accounted for roughly two-thirds of the concurrent increase (by 0.61 percentage
points) that occurred in the annual growth rate of fixed capital productivity.*

A second major contributor to the differentially faster pace of accumulation of the intangible
portion of theaggregate domestic capital hasbeen the growing difference betweentheaverageservicelives
of tangibles and intangibles, and the fact that the | atter difference has aso reflected the shifting internal
make-up of those broad classes of assets. Consider first the non-conventional intangibles: from the
estimates of the absolute 1987 dollar magnitudesin Table 2: 11-Part A it isseen that education and training
have remained the overwhel mingly dominant element within the intangible stock. Indeed, the rise of this
particular form of human capital has been the devel opment that must be assigned proximate responsibility
for driving the secular shift towards intangible asset formation. Because the real capital stock figureswe
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Murray F, Foss (1997), Shiftwork, ngital Hours and Productivity Change, Boston, Dordrecht, and
London: Kluwer Academic ISNers, .
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This partial productivity measure is the ratio between augmented real gross domestic product and the real

stock of fix reprodu0|¥)le tangible capital. See Table 2:(‘?I -Part B, for the estimates underlying the
calculation.
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are considering are estimated gross of depreciation (and obsolescence), the assumed average service life
of the intangible component reflects the dominance of the comparatively long-lived humans in whom
educational, training (and health) investments have been embodied; even though its share of education and
training in total intangible capital drifted downwards, from 88 percent to 77 percent between thefirst and
thefinal decade of the century, thiswas not sufficient to shorten appreciably the extended average service
life of the entire class of intangible assets.

By contrast, however, the average service life of newly installed tangibles has fallen appreciably,
in part as a consequence of the rising relative importance of equipment relative to structures especially
from 1929 onwards, but also due to the shortening of the average servicelife of equipment itself.* Taken
in conjunction with thelongevity of educational and traininginvestments embodiedinthelabor force, this
shift towards a higher average rate of depreciation on tangible reproducible assets has meant that even if
a constant comprehensive rate of real gross savings had been allocated in an unchanged way between
tangibleand intangible capital formation, theintangiblecomponent of thetotal U.S. real grosscapital stock
would have been growing at a differentially rapid pace — at least since 1929.

But it is evident also that these preliminary considerations cannot be the main part of the story of
the relative rise of the intangible stock, which, in any case, can be seen to have been underway since the
beginning of the century.® Demography also has had a hand in this development. On turning the problem
around so as to consider the historical evolution of an education-health care nexus from the prospective
viewpoint of thelate nineteenth century, it isevident that the advance of scientific knowledgeinthefields
of medicine, including public health, contributed substantially in the late nineteenth and early twentieth
centuriesto lengthening adult life expectancy. It did so first by reducing the incidence of diseases SUCH
AS tuberculosis, which are economically very costly because they debilitateif not abbreviate the lives of
young adults, and subsequently by prolonging the potential working lives of mature adults.*

These demographi c devel opments may be seen to have had two entwined effects. On the one hand,
by extending the prospective "service lives' of human capital investments, they worked to raise the
anticipated rates of return on formal education and training. An illustrative set of calculations conveys
some idea of the magnitude of the impact upon the demand for further education that this consideration
alone may have entailed. Starting from arepresentative age-earnings profile of U.S. maleworkersaged 15
to 60 who had a grade school education, and the corresponding profile (with earnings starting at age 25)

See Endnote 10 to Part Two for discussion of service lives of tangible assets and estimates of the changing
composition of the real tangible stock.
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See Endnote 11 to Part Two on the assumptions underlryi nq the intangible c?i tal stock growth rate
estimates in Table 2: | for the pre-1929 era, and the extrapolation of the real stock figuresin Table 2: 11

back to 1900-10.
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On the shift in mo_rtali%schedul&s and the effects of lPublic health especiall%/ see Samuel H. Preston,
Mortality Patterns in National Populations, New Y ork: Academic Press, 1976 ; on infant and child mortality

conditionsin the U.S. around the turn of the century, see Samuel H. Preston and Michael R. Haines, Fatal
Years: Child Mortality in Late Nineteenth-Century America, Princeton, NJ: Princeton University Press,
1991.




-77 -

for those who completed four years of college, one may ask what would be the effect on a rational
assessment of the economic return to opting for college completion of an improvement in adult life
expectancy such asthat which actually occurred between 1870 and 1960. Using the age-specific mortality
schedulesfor the U.S. white male population at those two dates, the corresponding expected values of the
(1960) alternative education-associated earnings profiles can be obtained, and the present value of those
may then be evaluated and compared by positing alternative time-discount rates. What a counterfactual
exerciseof thiskind revealsisthat theimpact of the historical improvement in male survival probabilities
inthe U.S. was sufficient to raise the expected present val ue of a college education by 25% if the discount
rate were as low as 5 percentage points per annum, and by 60% if the discount rate was as high as 15
percentage points per annum.®’

At the same time one should notice the implications of the tendency for the age distribution of the
U.S. workforceto shift upwards over the period 1890-1940 — both as a consequence of the early twentieth-
century continuation of thefall infertility ratesuntil thelate 1940s, and the subsequent reductionsin adult
mortality levels. This meant that the accel erated pace in the advance of knowledge and its trangl ation into
new techniques of production and work routines increased the problem of obsolescence in the human
capital stock. Taken by itself, that would have contributed to depressing the averageindex of the human
capital stock’ sefficiency, whilst raisingthemarginal rate of returnto grossinvestment inintangiblecapital
formation through the education and training of young workers. As shall be seen, the movements of the
observable macroeconomic variable in the twentieth century are consistent with the existence of such a
secular bias towards /ntangrible capital-using efficiency changes.

Intangible Cgpital-Deegpening and the Growth Accounts for the U.S. in the Twenttieth Century

Thefirst point to be considered is that the rise in the intangible capital-output ratio was accompanied by
ariseintheshareof total intangible capital inthe augmented gross product, as may be seen by comparison
of the positive growth rates of the (real) ratio H/Y , indicated for the U.S. Private Domestic Economy by
Table 2: | (Panel B), withthetrend in the share 0, that appearsin the lower panel of Table 2: 111. Over the
whole of the 1905-89 interval the rate of increase of the former ratio averaged 0.74 percentage points per
annum, but the pace quickened perceptibly from the late 1960s onwards and during 1966-89 was running
at 0.95 percentage points per annum. Thus, by 1989 theintangibl e capital -output ratio stood at 190 percent
of its 1890 level, aproportionate rise that was approximately the same asthat recorded over the nineteenth
century by the tangible(reproducible) capital-output ratio.®® Thereisafurther parallel to be noted between
the experience of the two centuriesin the behavior of the corresponding gross factor shares, for the share
of augmented gross product that we have imputed to total intangible capital inputs rose along with the
intangible capital-output ratio.
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The resultsr orted are based u alJoon Paul Taubman, “The Effect of Mortality on the Chaice of the Level of
Education,” Unpublished seminar notes, Stanford University Department of Economics, January 11, 1971.

They make use of the earnings functions for the two educational attainment categories from G. Hanoch, “An
Economic Analysis of Earnings and Schooling,” in B.F. Kiker, Investment in Human Capital, (1971).
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These average annual growth rates are computed as (H*-Y ,*)/(1+Y ,*) from the entriesin Table 2: 1.
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From Table2: I1l (Framell) itisevident that therising imputed returnson intangible Auman cgoital
were the quantitatively important development during the period 1890-1927, reflecting the labor force
impact of the High School education movement. When those returns are subtracted from the total |abor
earnings, the resulting estimate of the share of “raw labor inputs’ in gross (augmented) output shows no
rise during the twentieth century; indeed, the essential constancy of the share at the 40 percent level after
1890-1905 can be viewed as the eventual bound reached by the secular contraction that had begun early
inthenineteenth century. Privately and publicly financed expendituresfor research and devel opment began
to riserapidly from initially negligible levelsin relationship to national output during the 1920s, and the
sustained risein thisratio over the next three decades produced the almost ten-fold rise in theratio of the
real R& D capital stock to gross (augmented) product between 1929 and 1973, according to the estimates
presented in Table 2: [1-Part B. That movement underlay the rapid expansion of the share of gross product
imputed to the non-human component of intangible capital inputs, an increase of approximately 8
percentage points between the immediate post-World War | and post-World War |1 years. Subtraction of
this component from the imputed gross earnings of all capital resultsin asharper contraction of the gross
share of tangible assets (in augmented output) between the first quarter and the following part of the
present century. Thus, the share of al tangible inputs (human and non-human) is seen to have decreased
from approximately 90 percent at the turn of the century (1890-1905) to the 67 percent level that has been
maintained over the 1929-89 period.

The input growth rates and estimated factor shares are brought together in Table 2: IV-Part A to
provideamore comprehensivegrowth accountingfor theU.S. Private Domestic Economy inthethreelong
periods since 1890. We make use of the adjustments for the changing composition of tangible assets,
previously introduced as a “capital quality improvement” in Table 1. 1V, but make no corresponding
adjustment of the labor inputs, inasmuch as the estimates of the growth of the stock of intangiblesdirectly
and indirectly reflect compositional shifts in the expenditures and foregone earnings flowing into
investments in human capital. Because the contributions of the growth of intangible inputs per manhour
exceed the previously estimated contributions of improved “labor quality”, the resulting multifactor
productivity residuals are smaller in each of the periods than the corresponding entriesin Table 1: 1V-Part
A. Thereduction is quite minor for the pre-1929 period and moderate in the 1966-89 interval, but quite
pronounced for the 1929-66 period. Consequently, the new, “super-refined” TFP estimate (E,*) isfound
to have declined from the 1.3 percentage point per annum high point it attained during the first quarter of
the century (it stood at 1.375 percentage points per annum in the sub-period 1905-27, dightly above its
average for 1890-1927).

If we accept the estimate of 1.00 percentage points per annum for the “refined” TFP growth rate
inthelong period 1871-90 (from Table 1: IVA) asroughly comparable with these figures, the picture that
emerges is one of acceleration to a peak in multifactor productivity growth reached during 1905-27,
followed by areturn to the same (1 percentage point per annum) rate during 1929-66, followed by further
and sharp decline. The final row in Table 2: IV-Part A shows the post-1966 “slowdown” in our
comprehensive multifactor productivity growth rate amounting to a drop of 1.13 percentage points, a
decline somewhat smaller than that indicated by the standard growth accounts presented in Part One, but
very substantial nonetheless.
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Table2: IV-Part A
The Sourcesof Labor Productivity Growth:
Augmented Accounting Framework for U.S. Private Domestic Economy

Growth Rate  Contribution of Contribution  Contribution  Contribution
of Tangible of Intangible of Tota of Refined
Augmented (Quality- Capita Capita Multifactor
Long Periods Real Output Adjusted) per Manhour: Inputs per Productivity:
per Capital per Manhour:
Manhour: Manhour:
[Ya* - L*] O [Keo*-L*] B[ H*-L*] En*
1890- 1927 2.21 0.484 0.424 0.908 1.302
1890-1905 1.94 0.510 0.190 1.230
1905-1927 2.43 0.498 0.587 1.055
0.995
1929-1966 2.64 0.549 1.096 1.645
1966-1989 121 0.630 0.716 1.346 -0.136
" The Slowdown':
from 1929-1966 -1.43 +0.081 -0.380 -0.299 -1.131

to 1966-1989

Notes and Sources: For cols. (1), (2) and (3) the growth rates and input weightsfrom Table 2: | (Panel B),
combining entries for 1890-1905 and 1905-27 rates, geometrically averaged with appropriate relative
weightsfor lengths of sub-periods. Col. (4) isthe sum of cols. (2) and (3). For col.(5): E,* isobtained as

aresidual from col.(1) minus col.(4).
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Table2.lV - Part B

The Relative Contributionsto Labor Productivity Growth and the MFP “ Slowdown”:
Augmented Accounting Framework for U.S. Private Domestic Economy

Growth Rate
of
Augmented
Real Output
per
Manhour:

Relative Contributionsin Percentages of Column 1:

Refined
Multifactor
Productivity:

Tangible Intangible
(Quality- Capita
Adjusted) Capital  per Manhour:
per Manhour:

Total Capita
Inputs per
Manhour:

1890- 1927

1929-1966

1966-1989

.0221=100

.0264=100

.0121=100

21.9

" The Slowdowri":

from 1929-1966
to 1966-1989

-.0143=100

Sources: Caculated from entriesin Table 2: IV-Part A.

In Table2: IV-Part B therelative contributions of tangible and intangible capital-intensity growth,
and of multifactor productivity change are calculated. The steadily mounting relative importance of
intangible capital per manhour, and, consequently, of total capital inputs per manhour forms a decided
contrast with the picture presented by the standard accounting in Part One. From this perspective the
decreased importance of multifactor productivity growth in the most recent period appears less of an
anomaly, and moreacontinuation of previousdevelopments. Theresurgent relativeroleof tangiblecapital -
intensity growth after 1966, which parallels the increased absolute size of the contribution to labor
productivity growth, is seen now as an accompani ment to the relative growth of the contribution of rising
intangible capita-intensity. We will return to consider (in Section 3, below) what light the standard and
expanded growth accounting exercisesthrow upon the post-1966 “ slowdown” in productivity growth. For
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the moment, however, it simply may be noted that by considering the role of intangible inputs we have
made some headway in that direction. Whereas the standard growth accounts in Part One indicated that
more than the entire reduction of the labor productivity growth rate had to be attributed to the shrinkage
of the refined TFP growth rate, the results from Table 2: 1V-Part B assign 21 percent of the decrease in
(augmented) output per manhour to the diminished rate of increase of total capital-intensity growth. Thus,
79 percent is left to be “explained” by the contraction of the multifactor productivity residual. All of the
diminished contribution from capital-intensity growth since the late 1960s, however, is traceable to the
reduced contribution made by intangible capital -intensity, so that the movements in that component may
berightly said to have played the pivotal rolein both the accel eration of 1abor productivity growth between
1890-1927 and 1929-66, and its subsequent decel eration.

Although the growth of intangibles per manhour and tangible capital per manhour were roughly
onapar intermsof their contributionsto labor productivity growth during 1890-1927, theformer hasbeen
seen to have become more important in absolute and relative terms after 1929. This shift, brought out
clearly by Table2: IV, reflected the underlying influence of demand-sideforcesfavoring the accumul ation
of intangible rather than tangible assets. Evidently, the rise of the intangible capital stock in relationship
to both the tangible stock and to real gross product during the twentieth century evidently did not depress
thereal gross rate of return on intangible enough to prevent the expansion of those assets earnings share;
indeed, the proportionateincreasein thelatter shareover the course of the century wasactually greater than
the near doubling of the intangible capital-output ratio. On the face of it the implication would appear to
be clear: there must have been powerful forces offsetting the tendency for the relative accumulation of
intangibles to lower the marginal productivity of such assets.

The argument that the opposing force in question was an overall intangibles-using bias of
innovations, isnot quite as straightforward, however, asthe one we were able to advancein support of the
inference that technological progress during the nineteenth century was strongly biased in the tangible
capital-using direction. Although thereis still ample basis for supposing that the elasticity of substitution
between “raw manhours’ and tangible capital inputsisless than unitary, the same cannot be said for the
elasticity of substitution between the “raw manhours’ and the intangible (human capital) components of
labor inputs. Since the elasticity of substitution between “ skilled “ (or higher education attainment) labor
and unskilled labor inputs has been found to exceed unity in many econometric studies,® it is possible that
the rapid growth of intangible (human) capital per manhour bore some responsibility for the increasing
share of intangible capital in (augmented) gross output.

In other words, with three (main) factor inputs to consider, and no clear basis for supposing that
the elasticity of substitution between intangibles and the other (tangible) inputs was less than unitary, in
order to infer the existence of an intangible capital-using bias of innovation, it isnecessary to consider the
guantitative relationships among the several input-specific rates of efficiency growth, and their collective
relationship to theresidual measure of multifactor productivity when intangiblesaswell astangibleinputs

99

See David, “Tale of Two Traverses,” (1988): Technical Appendix Note 2, footnate 5 for referencesto this
recent literature in the labor economicsfield; from which it aBpears that the elasticity of substitution

between skilled (educated) and unskilled (low educational-attainment) workers in the post-World War |1
period lay between 1 and 2.
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areincluded among theinputs. The exact details of theresultsthat have been obtained by such calcul ations
need not detain us, but their general qualitativeimport isquite clear and bearsdirectly on the point at issue
here.!® Throughout the era since 1929 the index of average efficiency of intangibles has trended
downwards, and itsrate of decline became much more pronounced during 1966-89 than it had been during
1929-66. Thisworked to raise the real rate of return on intangible assets, given the ratio of intangiblesto
other, tangibleinputs (and real output), and thereby supported the continuing relative accumul ation of that
broad class of assets. Prior to 1929, however, thetrend in the efficiency of intangibles appearsto have been
upwards at a pace and not very different from that of the efficiency of tangible capital; other things being
equal, this operated to lower the real rate of return on intangible assets.’*

Thebiasof technological and organizational changestowardsintangible capital-usinginnovations
has been seen to have encouraged the extension of capital formation activity to include new classes of
productivity assets, and so contributed to the growth of overall capital intensity among the sourcesof rising
labor productivity. Indirectly, theseinterrel ated devel opmentsin technol ogy and input growth al so affected
the magnitude of their impact upon labor productivity because the share of the most rapidly growing input
—intangible capital services—wasnot depressed, but grew larger especially between 1890-1927 and 1929-
66. These “interactions’ show the limitations of attempting to parse out the supply side of the long-run
development process into cleanly separable “contributions’ that reflect the influence of forces affecting
the supplies of inputs, on the one hand, and the advance of technological knowledge, on the other. That
message will be seen to be more fully borne out by a closer examination of the determinants of the supply
of savings, the subject to which we turn in the following sub-section.

2.4 The Behavior of Private Saving: Binding Constraints or Adaptive Responses?

Rising flows of investment in intangibles and a diminished rate of net capital formation in tangible assets
bear proximateresponsiblity for thedifferentially faster growth of thereal stock of intangibles. Mainstream
thinking regarding U.S. macroeconomic growth in the second half of the twentieth century has focused
upon theretarded pace of tangible capital accumulation asaconsequence of decisions about the all ocation
of (conventional) income between present and future consumption, and has analyzed the phenomenon of
adeclining rate of private domestic investment (conventionally defined) without reference to the rise of
intangibles. The explanation has been sought by considering such developmentsin the U.S. economy that
could have adversely affected capital formation by constraining the supply of savings. Our view of the
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David, “A Tale of Two Traverses’ 1998|) Technical and Statistical Aop endix 3: Estimates of Trend
Growth Rates of Efficiency of [ntangible nputs, sets out the methodol g?/ data, and resulting estimates.

The calculations are carried out in a manner consistent with the framework of the augumented production
function model and the data employed here.
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The latter effect combined with that of the r%md rise in the real stock of intangibles per manhgur over the
period 1890-1927 to exert downwards pressure on the rate of return on intangi Iesr ative to the

remuneration of unskilled (“raw”) labor services. In sub-section 2.4 of this Part, the discussion of “the
behavior of real rates of return on the intangibles stock” notices corroborative evidence of a decline over the
period from 1895 to 1939 in the differential in wage rates between education-associated skilled labor and
unskilled workers.
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matter, however, is rather different. In emphasizing the interconnected influences operating upon the
demands for tangible and intangible capital, our interpretation suggests that it is more illuminating to
examine saving behavior within a broader framework that considers the financing requirements of non-
conventional aswell as conventional productive assets.

The post-World War 11 era has seen the expansion of demand for new productive assets that are
not particularly well suited for financing through the mechanisms that are available in organized capital
markets and private financial institutions. The financing of investment in general forms of human capital,
through education, through private capital markets, is virtually impossible in a society of free men and
women. Such investments carry very significant risks, arising from the asymmetric distribution of
information about theintellectual capabilitiesand motivationsof the student, aswell as problems of moral
hazard and debt default. It has proved possible to mobilize substantial amounts of private capital for
“student loans’ only through a combination of highly selective screening in the case of leading to finance
professional training, and the government intermediation in the form of guarantees of the principle and
interest. Health investments are even more imperfectly served by private capital markets, and so must be
paidfor out of currentincomeseither directly, or through the purchase of insurance. Likewise, intangibility
and the uncertainties that surround the research and devel opment activities, mean that R& D performance
cannot be debt-financed to any very large extent, and so must compete for external equity financing, or be
funded internally through the retention of corporate earnings.'%

Thefinancing problems posed by this secular development in the U.S. economy have exacerbated
therather moretransient effects of government fiscal operations affecting theflow of fundsavailablefrom
domestic sources for conventional capital formation. Yet, in our view, there remains no persuasive
evidencethat the rate of tangible capital formation has been reduced by anincreasingly binding constraint
imposed by the increased unwillingness of Americansto forego current consumption. This much may be
concluded from even acursory review of private savings behavior over the course of the present century,
and secondly, from the absence of any long-term upward trend in the real net rate of return on
investment.'%®

The Supply of Savings in the Long-run: Is there a Problem?

A recurring themein discussionsabout capital formation and long-term economic growth sinceWorld War
Il has been the worry that structural changesin the U.S. economy may have reduced the private sector’s
propensity to save. Indeed, the view that the savings rate has been the active, quasi-exogenous element to
whose behavior the tangible capital-output ratio and the pace of capital accumulation have passively
responded, antedated the widespread adoption of neoclassical growth theory among macroeconomic
analysts. It had been articulated clearly by Simon Kuznet's historical survey Cgoital in the American
Economy (1961). Kuznets regarded the falling rate of net national savings as the consequence of the
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See Endnote 12 to Part Two.

the following sub-section draws upon the fuller presentation in David, “A Tale of Two
Traverses’ (1998).
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combination of tightened constraints on the supply of private savings and growing government deficits.
Both were depicted as devel opmentsthat had restrained the pace of conventional capital accumulation and
productivity growth, especially after 1929; and such views have continued to be influential in recent
debates over U.S. macroeconomic policy.**

Although the notion of secularly tightening savings-supply constraints formed a background of
concern for the specific worries that began to be voiced with greater urgency during the 1980s in regard
to the effects of federal government fiscal policies upon net national savings, it properly should be
distinguished from thelatter.® Ballooning federal deficits undoubtedly were amatter for serious concern,
but the supposed profligacy of the household sector, which some analysts have read in the downward
secular trend in the personal savings rate that appears in the national income and product accounts, has
been the more enduring theme. Y et, as may be seen from a dispassionate examination of the data, the
“official” personal savings rate is a seriously inadequate indicator of the behavior of the overall rate of
private savings in the US economy.

Tofollow thehistorical course of theratios of personal savingsto GNP, and to disposabl e personal
income (DPI) over thetwentieth century, one canturnto Panel B of Table2: V-Part A. Thesefiguresmight
give some momentary appearance of substanceto thehypothesisof arisein American households’ average
propensity to consume. Upon closer inspection, however, they reveal two difficulties with that argument,
and immediately call into doubt the surmise that the household savings rate was reduced by theinstitution
of the social security system and kindred public policy changes. In thefirst place, and most obvioudly, the
decline that appears from the table’s comparison between these savings rates for the “pre-WWI and
“Interwar” periods, long preceeded the establishment of the Social Security Act of 1935.

Secondly, the apparent decrease in persona savings rates is an artifact of the official national
income accounting conventions, which fail to register the marked changes that were taking place after
WWI in the forms in which households were actually accumulating assets. An increasing proportion of
income was flowing into expenditures on consumer durables — the range of which had been widened
dramatically during the 1920s with the introduction of radios, phonographs and a variety of household
appliances similarly powered by electricity, aswell as private automobiles. Thus, between the pre-World
War | andthe Interwar periods, the personal savingsrate of DPI fell by almost 2 percentage points, whereas
theratio of consumer durables expendituresto DPI had increased by 5 percentage points. This appearsto
have been aonce-and-for-all shift in household behavior, rather than thefirst step in asteady enlargement
of the share of durables spending in income. A comparison between the period 1898-1916 and the post-
World War Il period shows changes of just about the same magnitudes (the personal savings fraction in
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n%] Michael J. Boskin, “Macroeconomics, Technolo and Economic Growth: An Introduction to
Some Important Issues,” in The Positive Sum Strateqy: Harmessing Technology for Economic Growth,

Ralph Landau and Nathan Rosenberg, Eds., Washington, D.C.:National Academy Press, 1986: pp. 33-56,
for an expression of this argument. It predates the “new growth theory” view that a higher rate of capital
formation could in itself increase the rate of efficiency growth in the economy.
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See Endnote 13 to Part Two.
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DPI movesfrom 0.0804t00.0627, whereas CED/DPI increasesfrom 0.0657 to 0.0970).'® Theshift seems
to have been aresponseto the dramatic fall in the supply prices of the new range of durable goods, and the
new and more attractive installment credit arrangements that were introduced during the 1920s.1”’

Stability in the Comprehensively Measured Gross Private Savings Rate

When this is taken into account by defining gross private savings more comprehensively to include
consumer expenditures on durables, and augmenting GNP by adding the flow of grossrental serviceson
the stock of consumer durables, onearrivesat the GPSRA measure shown in the second row of Panel A 1%
Strikingly, thelevel of thissavingsrate in the post-World War | eraturns out to be essentially identical to
the 23-24 percent rate that prevailed in the pre-1916 era. Indeed, as may be seen from the first column of
Table2: VI, thetemporal constancy of the average augmented gross private savings rate has characterized
the entire century from 1869 to 1969.

The remarkable nature of that stability during the twentieth century is brought out by probing
beneath the aggregate savings relationship known as “Denison’s Law,” which holds that the level of the
GPSR inthe U.S. remainsin the neighborhood of 15-16 percent for yearsof “full employment,” asthetop
row of Table2: V-Part A (Panel A) showsit to have donefrom the 1920sup to 1969.'® Thisphenomenon
seems al the more arresting in view of the shifts that have taken place in its underlying components: the
personal savings rate out of DPI rose dlightly from the interwar level (excluding durables), but this was
offset by the fall in disposable personal income as afraction of GNP. At the same time, therisein gross
corporate savings rate out of gross corporate earnings net of taxes was sufficient to offset the decline in
the share of after tax gross corporate earningsin GNP.

This story continued, with only minor deviations, during the following two decades: in Part B of
Table 2: V the same set of average ratios for the GPSR and its underlying components are presented for
“full employment” years between 1970 and 1990, so asto enabledirect comparison withtheearlier entries
in Part A. Although during the 1970s the personal savings rate out of DPI shot up to alevel not seen since
thepre-World War | era, and this combined with aslight risein the gross business savingsrate out of gross
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See Endnote 14 to Part Two.
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See Endnote 15 to Part Two.
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For LFr_oducti\/_it studies, it is more satisfactor¥ to move towards the private domestic business concgrot,
excluding the imputed returns on residential structures and consumer durables from output. Nevertheless,

we include savingsin the form of durables expenditures here in order to make the point that there has been
remarkable stability in the private sector’s savings rate across the whole of the present century.

109

The entriesin Panel A of the table were obtained (in Paul A. David and John L Scadding, “ Private savings:
Ultrationality, aggregation and Denison’s Law,” Journal of Political Economy, 82 (March-April), 1974: pp.

225-49, see Table 1) from regression estimates based upon annual data for years when the unemployment
rate for civilian workers was below 6.1 percentage points, within the various periods shown. The
differences between the GPSR rates for sub-periods 1921-1940 and 1948-1969 are not statistically
significant.
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after tax businessincometo boost the GPSR temporarily to 16.8 percent, by the end of the 1980s, the latter
had returned to its long-term trend level of 15.4 percent.

The pattern of opposing movements in the underlying business and personal savings rates has
suggested that American households personal savings behavior in the present century may have been
affected by the increased attractions of accumulating wealth indirectly, via ownership of the corporate
sector. Equity holders might thus be seen to havetolerated an increase in the rate of retention of corporate
after tax earnings, and accepted therel ative expansion of capital consumption alowances, in exchangefor
the escape this provided from double taxation of income from property. The contention that households
have no trouble in peering through the "corporate veil”, and so take account of the net worth changesin
the enterprises whose equity they own, has prompted many empirical studies and generated adistribution
of findings on both sides of the question. On balance, the hypothesis that personal and business savings
arelinked by some such amechanism hasfound empirical support from macro-level anaysesfor theU.S.
in the post World War Il era™® Still, one cannot accept as a literal description of that mechanism the
theoretical model of a super-rational representative household — one that has maintained an essentially
constant consumption rate out of grossincome while opportunistically adjusting itsforms of consumption
and its asset portfolio.™

The nature of the mechanism that has maintained the long-term stability of the U.S. gross private
savings rate remains very much a mystery, but, the obtrusive empirical fact is that it is not possible to
blame the slowed rate of growth of the domestic capital stock on the private sector’s supposedly rising
current consumption propensities. What should be said, instead, is that the U.S. private sector’s gross
savings rate has not been rising to accommodate the secular increase in the share of aggregate output that
is claimed by capital consumption allowances. Nor did it rise to offset the public sector dissaving that
occurred when the federal government deficit mushroomed in the 1980s.

The stablity of the GPSR (“Denison’sLaw”) isnot, however, the only striking long-run constancy
that appearsin therecord of U.S. aggregate saving over the course of the twentieth century. Furthermore,
it may be pointed out that the persisting readiness of the private sector to forego current consumption is
greatly understated by the statisticswe just havereviewed. Actually, a23 percent rate of gross savings has
been maintained since the first post-Civil War decade. This fact is brought out by first column of Table
2: V1, which showsan augmented GPSR that takesinto account savingsintheform of consumer durables);
and the figures in the second column of that table press the point even further by presenting a still more
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See, e.q., James M. Poterba, “Dividends, Capital Gains, and the Corr][i‘)_orate Veil: Evidence from Britain, .
Canada, and the United States,” Ch.2 in National Saving and Economic Performance, B. Douglas Bernheim

and John B. Shoven, Eds., Chicago: University of Chicago Pressfor N.B.E.R., 1991: pp. 49-71.
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One would haveto envisgﬁ;e this “household” as shifti n% its sources of current utility between public and
private consumption, and altering the corporate retentions rate (viaits control of cora/orate pollc{?), aswell

as the balance between its holdings of financial and real (tangible) wealth, in response to technologically
driven changesin rea rates of return, aswell asin government tax policies and other exogenous
developments. Such an “hypothesis’ was put forward by David and Scadding (1974) in a tongue-in-cheek
manner. At best this fantasy could be regarded as merely another parable, but, in this case, one that served
primarily to call attention to the absence of a more satisfactory explanation of the data.
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comprehensive measure of the gross private savings. The latter has been formed by adding the total
resource costs of investmentsin education to gross private savingsinclusive of expenditures on consumer
durables, and expressing that total as a fraction of GNP augmented by inclusion of the estimated gross
rental servicesfrom the stock of consumer durabl es (the same denominator as used for theratesin Column
1). This shows that a comprehensive savings rate in the near neighborhood of 27-28 percent has been
maintained throughout the period stretching from the 1880s to the early 1960s.**
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We have chosen to use the same denominator in columns 1 and 2 of Table 2: V-Part B, so that the
magnitude of the relative total resource costs of education can be inferred directly by subtracting column 1

from column 2. If one expresses the comprehensive measure of gross private savings as aratio of the “fully
augmented GNP” estimates (which form the denominator of the rates shown in column 4 of the same table)
the result isto lower the level dlightly, without materially disturbing its long-term stability.
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Table2: V-Part A
U.S. Gross Private Savings Rate (GSPR) and Its Components, 1898-1969

Rates and Ratios “Pre-World War |” “Post-World “Interwar” “Post-World
War | War |17
1898-1916 1921-40 and 1921-1940 1948-1969
1948-69

Panel A: Mean Savings Rates for Full Employment Years within Mgior Eras of the Twentieth Century

Conventiona (Commerce 1835 1552 1492 1554
Department): GPSR =

GPS/GNP

Augmented Definition, .2326 .2260 2171 .2262

including Consumer Durables.
Expenditures. GPSRA =
(GPS+CED)/GNP

Panel B: Average Rates and Ratios for All Years within Mgor Periods of the Twentieth Century

Ratios of Components of the 1898-1916 1921-1929 1949-1969
Augmented Per sonal Savings Rate: “PreWorld War I” “Interwar” “Post-World War I1”
(PS+CED) / (GNP + GRD) JA21 117 126
Personal Savings Rate Components:
PerS/ GNP .067 .040 .044
PerS/ DPI .080 .049 .063
DPI / GNP .837 .816 .698
Gross Business Savings Rate Components:
GBS/ GNP 110 .106 J11
GBS/ GBP after tax .663 711 .807
GBP after tax / GNP .166 149 137
Definitions:

PerSA (Augmented Personal Savings) = CED (Consumer Expenditures on Durables) + PerS.

GNPA (Augmented GNP, Durables only) = GRD (Gross Rental Flow on Stock of Durables) + GNP.

GPS (Gross Private Savings) - PerS (Personal Savings) + GBS (Gross Business Savings)

GBS = Undistributed Corporate Profits + Corporate and Non-Corporate Consumption of Fixed Capital

DPI (Disposable Personal Income).

GBP after tax (Gross Business Profits after Taxes) = Business Proprietors’ Income + Rental Incomes of Persons with
Capital Consumption Adjustments + Corporate Profits - Corporate Tax Liability.

Source: Underlying data from P.A. David and J.L. Scadding, “Ultra-Rationality, Aggregation and “Denison’s Law,” Journal
of Political Economy, 82(2, Pt.1), March/April, 1974: Tables1 & 2 for Panel A; Table 3 for Panel B.
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Table2: V-Part B
The U.S. Gross Private Savings Rate, from 1970 to 1990

Average Ratios For “Full Employment Years’:
1970-74, 1978-79 1986-90

Gross Private Savings Rate:
(PerS+ GBS) / GNP .168 154 ‘

Personal Savings Rate Components:

PerS/ GNP .055 .038 ‘

‘ PerS/ DPI .080 .053 ‘

‘ DPI / GNP .689 .718 ‘
Gross Business Savings Rate Components:

GBS/ GNP 113 116 ‘

GBS/ GBP after tax .828 927 ‘

GBP &fter tax / GNP 136 125 ‘

Notes and Sources. Underlying data from U.S. Department of Commerce, Bureau

of Economic Analysis, NIPA, as recapitulated in £conomic Report of the Presidert,
(February) 1997, Tables B-24, B-26, B-28. For comparability with the “full employ-
ment” for estimatesin Table 11.4.4 Panel A, the selected years are those in which the
unemployment rate among white male and female workers was at or below 6.1%.
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Table2: VI
U.S. Educational Investment and Capital For mation Rates
in the Nineteenth and Twentieth Centuries
(Current Dollar Ratios)

Year Gross Private Gross Private Total Educational Total
Savings Including Savings Resource Costs as Educational
or Consumer Including Fraction of : Resource Costs
Durables as C- Durablesand ~ GNPAugmented  as Fraction of:
Period a Fraction of: Education Costs, by Students’
Durables- as a Fraction of: Earnings Fully
Augmented GNP Durables- Foregoné Augmented
Augmented GNP
GNF
1869-1878 225 247 .027 .025
1879-1888 .239 .268 .036 .034
1889-1898 .245 282 .046 .043
1899-1908 237 .280 .047 .044
1923-1929 2177 .287° .030 027
1940 205 253 .050 .046
1948 235 272 .055 .040
1956 234 278 .053 .048
1962 224 .283 .069 .063

Notes: *Augmented GNP includes imputed rental flow on stock of durables.
PGNP plus foregone earnings costs of education.
‘GNP plusimputed rental flow on stock of durables plus foregone earnings costs of education.

'Period averages for educational investment costs based on terminal Census years, e.g., 1899-1908 uses the value
of numeratorsin columns 3 and 4 uses average of 1900 and 1910 estimates..

Z Estimated average GPSRA for full employment years (1923-29) in the 1921-1940 interval, from Table 2: V-Part

® Weighted average of 1920 and 1930: for col. 3, (.021) and (.045); for col. 4. (.020) and (.041).
Sources: Estimates of augmented gross private savings inclusive of consumer durables, and GNP plus rental flow on
consumer durables from underlying data for David and Scadding (1974). Estimates of direct costs and foregone earnings
cost of schooling from M. Abramovitz and P.A. David, Appendix 8-B to “Economic Bases of the Rise in Labor Quality”
(unpublished M S., Stanford University), and underlying worksheets ( June 1974/ November 1997). See text for discussion
of conceptual basis of estimates.
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Thereisthusavery substantial margin of gross domestic capital formation taking placeintheU.S.
economy, over and above conventional gross private savings flows directed to tangible capital formation.
This observation inveighs strongly against the notion that the aggregate supply of savingsis inadequate
to maintain the former growth rate of the tangible capital stock. Rather, it suggests that there are other,
more attractive investment uses, and that these have continued to absorb the large share of America's
growing productive capacity that the private sector continues to divert from current consumption.

The Growing Burden of Financing Education and Training /nvestments

The extension of secondary education of some form throughout the population, and the opening of
colleges’ doors to more than half of high school graduates, rank among the great social and economic
achievementsof American society during the present century. But these have not come cheaply. Theannual
resource costs of this educational effort have grown enormously in absol ute volume and in proportion to
the size of the national economy. When one considers not only the direct expenditures by households,
nonprofit organizations and government, but al so the foregone earnings of students, it must be recognized
that at the beginning of the present century it was still legal in many states for children to enter regular
work at age 11 or 12. Consequently, even at the beginnings of this movement, the earnings foregone by
the families of the youngsters sent to school, already bulked quite large in comparison with their relative
proportions in modern times. It is estimated that even as early as the last two decades of the nineteenth
century (see entries for 1879-98 in Table 2: VI, col. 3) the average total educational resource cost stood
ashigh as 4.6 percent of GNP adjusted to include the imputed value of the foregone earnings of students.

The beginnings of therisein high school enrolimentsin this period entailed an upward step in the
national educational investment rate from the level a bit under 3.0 percent that had prevailed in the
immediate post-Civil War decade. That the share of augmented GNP being devoted to sending Americans
through grade school and el ementary school already was so big at thistime was due primarily to thelarge
costs estimated for the foregone earnings component of the total, reflecting the fact that the opportunity
costs of school attendance had yet to be curtailed by compulsory schooling laws and restrictions on the
employment of juveniles, and that in many states where schooling was compulsory this did not extend
through high school .** By the 1920s, however, thesituation had changed, and thelowered level of therates
estimated for that decade in the central row of Table 2: VI (cols. 3 and 4) are accordingly lower, athough
they would show afurther rise over those at the beginning of the century were they to have been made on
the same basis.***

The point just noted, regarding the effect of shifting social regulations affecting school attendance
and the opportunity for juvenile employment, means that the level of the educational investment rates
shown for 1940 onwardsisnot immediately comparablewith thosefor earlier periodsexcept asmeasuring
educational resource costs within the legal and institutional context that has prevailed more or less
unchanged throughout the second half of the present century. Focusing attention on the estimates for that
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See Endnote 17 to Part Two.
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See Endnote 18 to Part Two.
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period (the lower panel of the table), the beginnings of a second and more pronounced rise of the
educational investment rate arevisible. Asthe post-World War I1 “higher education boom” got underway,
the absol ute resource costs soared: in real (constant price) terms the U.S. total resource costs devoted to
formal schooling expanded 10-fold between 1948 and 1962, asincreasing college attendance contributed
strongly to a6-fold risein real resource costs per student.

By the early 1960s, the relative national burden represented by the total resource costs of these
educational investments had been pushed upwards from the neighborhood of 5 percent in the 1950s, to
reach 7 percent of GNPinclusiveof foregoneearnings. Anupward shift of similarly substantial proportions
isseen when total educational resource costsin current prices are expressed asaratio of the corresponding
current value of GNP fully augmented (that is aggregate productive potential including both the gross
rental services of consumer durables and foregone earnings of students): this measure of relative national
burden rose from approximately 4.4 percent in the 1950s to 6.3 percent in the early 1960s. But that was
just thebeginning; by 1981 the corresponding proportional burden had been fully doubled and stood at 12.7
percent.'®

Viewing the private costs of schoolingin relationship to the flow of income availableto American
households provides another perspective on the massive scale of the income reall ocation which has been
entailed just in financing the growth of human capital formation through formal education. Leaving aside
thedirect coststhat have been paid for by tax revenues, and financed by state and local bond i ssues secured
by the prospect of future taxes, and netting out scholarships and grants received by college students,
virtually all the private costs of high school education and approximately 80 per cent of the private costs
of college education take the form of foregone earnings. Considering the ratio of the latter to the level of
disposable personal income p/usforegone earnings thus provides a lower-bound estimate of the rising
relative claims made upon households’ potential income by private investments in schooling. Starting at
an average of 6 percent in 1889-1908, the share was reduced to 4 percent during the prosperous 1920s,
partly as aresult of the markedly reduced birth rate in the early years of the century. By 1962, however,
theminimal size of the proportional educational burden had risento 11 percent, and by 1981 it represented
20 percent of disposable personal income plusforegone student earnings. Allowing for the swelling direct
private costs of college attendance, the full extent of the burden moved into the range upwards of 25
percent during the 1980s.

Over the course of the present century the education investment component has not been the only
component of intangible capital formation that has claimed a growing share of the U.S. gross savings
potential, but has been far and away the dominant claimant. According to recent estimates made by John
Kendrick (1994), by 1990 the share of educational investment in total tangible conventional p/usnon-
tangibleinvestment, which adds R& D to the educational component, had reached the neighborhood of 35
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percent.” The corresponding share (as calculated from the estimates in Table 2: 11-Part A) had been 22
percent in 1962, and was around 16 percent in 1900-10.

Thus, athough the twentieth century has seen appreciably morethan adoublinginthe proportional
claimsmadefor education upon the comprehensively measured grossflow of savingsintheU.S. economy,
during the past three decades the relative expansion of that share has been particularly rapid. It has far
exceeded the long-term growth of the claims on savings for the other significant intangible investment
form, R&D, although it is the latter that has been claiming more and more theoretical and empirical
attention from economists in recent years. To be sure, R& D expenditures and the estimated real stock of
(cumulated) R& D have been growing at aspectacular rate from their negligible pre-1929 levels. But, even
s, according to the available estimates for 1990 (in Table 2: 11 - Parts A,B) the volume of investment in
organized R&D remained merely a tenth of the concurrent educational resource costs, and the ratio
between the R&D stock and fully augmented GDP was only one-twelfth of the corresponding ratio for
education and training capital .**®

In large measure the emphasi s that the foregoing discussion has given to human capital formation
within the class of intangible investments, follows from the preponderant weight that the latter carries
within the accounting framework of our augmented Solow-model. Y et it should be bornein mind that the
continued strength of thederived demand for investment in human capital itself reflects consequencesthat
have flowed from the other, quantitatively minor component of intangible capital formation. The
significance of therapid riseof investment in organized R& D following World War 11 lieslesson theinput
side than on the output side of the growth accounts; it is seen in the persistingly high private and social
rates of return that have come to be expected from the generation of designs for new goods and services,
production methods, and modes of organization.

As we have seen, and as “new growth” theorists lately have been seeking to model,**° there are
great externalities from the fruits of investments in scientific knowledge, in the engineering of ways to
realize economies of scale and scope, and in the development of new products that enhance consumers
sense of well-being —even though the full extent of such benefits may not be fully recorded in the official
national product accounts. Ideas of thosekinds, especially when they have been codified and validated, are
likely to generate effects that readily “spill over” among individuals, firms and industries; they can be
repeatedly used and re-used by successive generations, and thereby contributeto maintai ning theeconomy-
wide marginal rates of return on tangible and intangible factors of production alike.
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See, John W. Kendrick, “Total Capital and Economic Growth,” Atlantic Economic Journal, 22(1), 1996.
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The Course of Real Rates of Return on Intangible Caoital

What has been the effect of the massive formation of educationa capital, and the accompanying
accel erated growth of thetotal stock of education and training assetsrelative to manhour |abor inputs, upon
the average rea rate of return to these intangible assets? The central and striking fact is that the
differentials in the average earnings rates of college graduates relative to high school graduates have
remained remarkably stabl e, despite an enormousincreaseinthe popul ation’ seducational attainments, and
particularly in the face of the tremendous pace of increasesin average educational attainments during the
post-1929 era.

It would indeed be remarkable, had there been no compression whatsoever in education-associ ated
earnings differentials during the earlier part of the century, especially at the higher educational attainment
levelswhich initially were so thinly populated. This expectation is confirmed by the findings of Claudia
Goldin and Lawrence Katz's recent systematic survey of the available wage data bearing on this question:
the schooling premium for male clerica and office workers did indeed decline between 1895 and 1939.'%
Nevertheless, when — during the era that followed — the rise of the educational capital stock would have
been exercising its most powerful depressing effects on the differentia rate of return to human capital
formation, that downwards pressure appears to have been offset entirely by the forces that we have
identified as operating on the demand side of the labor market. For white male workers there has been a
remarkable degree of stability during the 1940-80 period in the ratios of lifetime earnings between high
school and elementary school graduates, and between college and high school graduates, save for a still
puzzling collapse in these differentials during the 1950s. Furthermore, in Table 2: VII one may examine
the results of some rather careful calculations that we have made of the private rates of return to
educational investment, based on corrected earnings data for educational groups reported in U.S. census
sampl es, which show that theseinducements remained remarkably stable over the period up to 1960 in the
u.sS

Thesefindingscarry twodirectimplications. Thefirst and rather transparent point isthat economic
gains from high school and college completion were sufficiently high to mobilize political support in the
electorate for public programs to subsidize schooling at all levels, and to induce families to meet heavy
private costs, including the foregone earnings of their young college-bound youngsters. The second
inference is that the stability of the education-associated earnings differentials in the face of the relative
growth in the shares of the (male) civilian labor force who had completed high school and college during
the decades of the 1940s and 1950s was most likely due to favorable demand-side shifts.#* In the same
way, the constancy of the educational rates of return in the face of arapid risein the ratio of the stock of
education and training capital to real gross product (augmented by educational production) is most
plausibly explained for the periodin question on the supposition that technol ogical and rel ated innovations,
and organizational changes were working to raise the demand for the stock of educated workers.
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A further important indicator of the human capital-using biasthat operated in thiseraisto beread
inthe changein the occupational composition of theworkforce.*? Using agrouping by broad occupational
classes and the schooling levels of the different occupations observed from the 1950 Census, one may
calculate by how much the average level of schooling of the whole work force would have increased
simply as aresult of the shift in occupational composition. Thisis a crude measure but it alone accounts
for approximately half the actual rise in the average school level of the workforce that occurred between
1900 and 1960. Of course some of the occupational shift, especialy that between 1900 and 1929, can be
thought to have been induced by the reduced earnings differentials paid for workerswho held high school
diplomas, so on that score rather less than half the observed increase might more properly be attributable
to ademand shift affecting the compression in educational premia, and the gaps between the earnings of
high school and college graduates were widening just in the period when significant increasesin college
completion rates were beginning to affect the labor force.
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Table2: VII
Rates of Return on U.S. Investment in Education
and on Tangible and Intangible Capital Stocks

Part A :
Private Internal Rates of Return for Different Levels of Schooling: U.S. Urban White Males
(Percent per Annum)

Y ears of Schooling 1939 1959
9-11 10.3 10.2
12: High School Grads 12.9 14.5
13-15 94 10
16+: College Grads 14.6 134
Part B :

Average Gross Social Rates of Return on Gross Capital Stocks by Major Category:
U.S. Private Domestic Business Economy
(Percent per Annum)

1929 1948 1981
Aggregate Intangible Stock Embodied 4.6 55 4.2
in Humans (excluding R& D capital)
Aggregate Tangible and R& D Capital 8.3 10.5 8.7

=Stock (Nonhuman)

Notes and Sources:
Part A: Abramovitz and David, “Rise of Intangible Investment,” 1996: Table 7.
Part B: Gross returns on the Intangible Stock (comprising Education and Training, and Health,
Safety and Mobility) were computed from datain Kendrick (1994), Table 7, for the total
(Tangible and Intangible) Human stock earnings, adjusted by the average ratios of (c,/0,), from
datain Table11.3.1A: - &, /0, = 0.388, 0.431, and 0.431 were the averages for periods centered
approximately on 1929, 1948 and 1981 respectively. Gross rates of return for the “Nonhuman”
aggregate stock are those given by Kendrick (1994), Table 7.
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The stability in the earnings premium for education in itself is not conclusive evidence that the
relative margina soc/al product of schooling was tending to be raised, in the absence of a responsive
increase in the supply of educated workers.’® If employers view education as asignal that workers have
other desirable qualities—such ashigh 1Q, ambition, energy, acapacity for absorbing codified instructions
and atoleration of organizational discipline—thedemand for schooled workersmay risewiththeextension
of education regardless of its contribution to “labor quality” viewed as the possession of cognitive skills.

Putting the point in a somewhat different way, the pure “signaling” value of educationa
attainments renders the interpretation of these rates of return calculations problematic, as the work of
Michael Spence has suggested.’* Y et, it should be borne in mind that the mere existence of a screening
function that educational qualifications serves does not vitiate the grounds for attributing some measure
of social productivity to educational expenditures. For one thing, getting the right workers matched to the
right occupationsand job slotswill beasource of allocativeefficiency gainsfor thewhol e of the economy.
Furthermore, although we have no way of knowing how important the screening process has been in
supporting the turns to secondary and post-secondary education, if only the signaling motive for seeking
further education to preserve relative earnings position were at work on the supply side, the value of high
school and college diplomas should have been much depressed by extending those “indicia” to people of
progressively lower abilities.

Theinterpretation of U.S. labor market developmentsinthepre-1960 eraisal so broadly applicable
to the subsequent American experience: on our view, the upward trend of education-associated earnings
differentials over the period since the 1960s, and especially the explosion of those differential sthat began
in the 1980s, was driven by net shiftsin derived labor demands that were shaped primarily by technical
change. That is to say, it represented the latest phase of a long-standing process, involving deep and
powerful forces arising in the biased character of modern technological change, and the changes in the
industrial composition of employment associated with the growth of aggregate and per capitaincomein
the economy at large. Thisview of the factor-market impacts of the intangible (human) capital-using bias
of technological innovation during the period 1966-89 is consistent with the implications of a related
argument, namely, that skill-technology complementarity effects — presumptively associated with the
introduction of new, computer-based information technol ogies — have been working also to widen wage
differentials within age, occupational, and educational attainment groups in the U.S. labor force.'®

Thisparticular questionremainsfar from conclusively settled. Neverthel ess, theevidenceassessing
various suggested causes of the growth of wage and earnings inequalities in the U.S. points to the
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preponderance of the influence coming from demand-side shifts stemming from the introduction of new
technologies and their complementarity with certain skills and capabilities for problem-solving that are
likely to develop with increased educational attainments. The consensus of recent expert opinion is that
during the period from the mid-1980s to the mid-1990s, the intensification of this biased form of
“technological change” has resulted in greater premia being paid to workers with the appropriate
qualifications within each of a wide range of industrial sectors and broad occupational categories. This
trend, rather than decline of unionization and industry-wide wage bargaining, or theincreased intensity of
international competition, that appears to have been the dominant factor responsible for the widening of
differentials within the upper half of the distribution of earnings among male high school graduates,
although it must be acknowledged that this, in its nature, is something of aresidual explanation.'®

The evolution of modern wage structures has been characterized by the economist Jan Tinbergen
(1975) as “arace between technological development and access to education.”*?” The insightful nature
of that remark is amply borne out by the long-term experience of the U.S. during the twentieth century.
That experience might be described morespecifically if lesssuccinctly asarace between the human-capital
using bias of technological and organizational innovation, on the one hand, and, on the other, the
accumulation of intangible capital through education and training investments. Major changes in the
economic circumstances and behaviors of American households, and critical public measures affecting
accessto and financing of education, were entailed inthe processthat kept thisrace an approximately even
one for most of the century. But, the untoward resurgence of earnings as the century draws to its close
points to the possibility that the inherited infrastructure of institutions, public programs, and financing
mechanisms, may no longer be adequate to enable the U.S. economy to fully exploit the potential
synergeticinteraction between technol ogical devel opmentsand theformation of complementary productive
assets.

Problems of this kind may be seen to be manifesting themselves in the persisting slowdown of
technological advance that can be realized as multifactor productivity growth, and so form a part of the
complex and puzzling phenomenon that has marked the final quarter of the twentieth century. It therefore
isappropriate that the remainder of this Part should ook more closely at the phenomenon of the so-called
"productivity slowdown," and the challenge that has posed for U.S. economic policy-makers and al who
seek a deeper understanding of the historical process of long-term growth.
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See Endnote 23 to Part Two.

127
See Jan Tinbergen, Income Differences: Recent Research, Amsterdam: North-Holland, 1975; also, on this
theme, Jan Tinbergen, itution of Academicalty Traned by Other Manpower,” Weltwirtschaftliches-

Archiv, 111(3), 1975: pp. 466-76.




-99-
3. The Puzzling Productivity “ Slowdown”

The 23 years from 1966 to 1989 mark an important break in the long trend of acceleration in labor
productivity growth. Compared withthe preceding“long-swing” interval (1948-66), therecent growthrate
wasover 60 percent slower. Had growth continued at its 1948-66 rate, thelevel of labor productivity would
have been 54 percent higher in 1989 than it actually was. Other things being equal, so would output per
capita, and so would peopl€' s incomes. There have been some new indications that labor productivity
growth has become somewhat morerapidinthe years since 1989 than it wasin the especially poor decade
of theeighties, but it still remainsfar slower than its pace during the growth boom of 1948-66 or, indeed,
during thelonger period from 1929 to 1966. With regard to therate of increasein conventionally measured
total factor productivity, the decline recorded after the late 1960s is still more dramatic. Although some
observers, basingthemselvesonthe“official” output figuresof the National Incomeand Product Accounts,
have suggested the emergenceof asignificant revival duringthe 1990s, the pi cture presented by the Bureau
of Labor Statistic’ schain-weighted measuresof output growth actually pointsto theopposite, considerably
less optimistic conclusion.**

Economists remain uncertain about the reasons for the persistence of the productivity slowdown.
What follows is abrief account of what can be said on the question with some degree of assurance, and
of other things that may be important but that we cannot either measure or otherwise verify with
confidence.

3.1 What the Growth Accounts Reveal

The roles played by the various proximate sources of growth, insofar as these can be identified and
measured by growth accounting methods, are revealed in Table 2: VIII —which has been directly derived
fromtheaccountsin Tables1: 1V and 1: IVA. Consider, first, theresults of comparing the sources of |abor
productivity growth in the long-swing intervals, 1948-66 and 1966-89. Of the total decline in the labor
productivity growth rate, amounting to 1.88 percentage points, aminor fraction can be attributed directly
to alower rate of increase in tangible capital inputs per hour of labor. That leaves 87 percent of the drop
attributable to the shrinkage of the crude TFP residual, concerning the process of economic growth.

Nonetheless, the “refining” calculations presented by this table do help to dispel some of the
mystery, however limited a part. One can see that the slowed growth of labor quality was a minor
contributor to the retardation of the labor productivity growth rate, and the contraction in the crude TFP
residual between 1948-66 and 1966-89. Although the contribution of rising educational attainment in the
labor force remained as strong as ever after 1966, shiftsin the age- and sex-composition of the working
popul ation were an offsetting force. When the first wave of “baby boomers’ began to come of age at the
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end of the 1960s, the entrance into the American labor market of successive large cohorts of young and
inexperienced workers exerted an adverse impact of average “labor quality.” This negative impact upon
labor productivity growth, however, was concentrated during the 1970s; it operated with diminished
strength in the following decade. Another essentially transient development was the effect of the
acceleration in the rate of entry of women into the workforce: as women's earnings rates are lower than
men'’s, their increased relative numbers adversely affected the (composition) index of labor quality. A
similar drag upon labor productive growth was exerted after the ending of the 1960s investment boom by
the slowed pace of improvement inthe“quality” of input servicesyielded by thetangibl e capital stock. The
upshot is that more than three-fourths of the retardation that occurred in the pace of labor productivity
advance (comparing 1966-89 with 1948-66) is attributable to the collapse of the refined TFP residual.

At least a portion of the latter contraction may be ascribed to the fact that the average age of the
tangible capital stock, which had been reduced rapidly during the postwar boom, ceased being driven still
lower during the 1970s and 1980s. But the “vintage effect” can account for only 8-9 percent of the labor
productivity slowdown between “the golden age” of 1948-66 and the “tarnished age” that ensued. Over
two-thirds of thefall in that growth rate remains to be ascribed to the “ age-neutral” refined TFP residual.

From the left-most columns of Table 2: V111 it may be seen that the contrast between the 1966-89
trend period and the preceding “long period” 1929-66 was still more dramatic, and, if anything, deepens
the mystery of the slowdown'’ s sources. Taking that basis for comparisons, only the reduced growth rate
of labor input “quality” due to composition changes appears as afactor contributing to the retardation of
the trend rate of labor productivity growth. Indeed, more than the entirety of the latter change is
“explained” by thefall inthe conventional (refined) measure of TFP growth, and the vintage effect’ s part
in that movement was quite negligible.
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Table2: VIII
Sour ces of the Slowdown in Labor Productivity Growth: U.S. Private Domestic Economy

Change from 1929-66 Change from 1948-66
to 1966-89 to 1966-89
Per centage Per cent of Per centage Per cent of
points changein points changein
labor labor
productivity productivity
growth growth
1. Output per manhour -1.29 100.0 -1.88 100.0
Sources
2. Capital per manhour +0.14 -10.8 -0.24 12.8
3. CrudeTFP -1.43 110.8 -1.64 87.2
4. Labor quality -0.09 7.0 -0.12 6.4
5. Capita quality +0.07 -54 -0.09 4.8
6. Refined TFP -1.41 109.3 -1.43 76.1
Addenda
7. Vintage effect -0.04 31 -0.16 8.5
8. Age-neutral refined -1.37 106.2 -1.27 67.5
TFP

Source: Tables 1: 1V and 1: IVA. We have deleted here the changes in the growth of Labor Quality
(and those in subsequent lines of the table) that might be calculated from the parenthetical figuresin
Tables 1V and IVA.

It is figures such as the foregoing that have led many commentators to regard the slowdown as
something of an unfathomed riddle. Certainly it must be admitted that this sudden pronounced changein
amagnitude that once was described as “ameasure of our ignorance” simply exposes anew and different
dimension of that ignorance, even though the change has been in the direction of erasing the residua
itself.®3: But, inasmuch asit reflects the net effect of all the remaining errors of measurement affecting the
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other itemsin the account, therefined TFP residual isamagnitude that must be handled with considerable
care. Totheextent that those errors are not unsystematic and therefore biasintertemporal comparisons, the
residual will not be a good indicator of the true change in the multifactor productivity growth trend — let
alone of changes in the underlying pace of technological progress, that is, of the advance of knowledge
actually incorporated into production. It isimportant in thisconnection to stressthat to the degreeto which
welook to the existence of measurement errorsto account for the slowdown, it must bewith the possibility
of apost-1966 increasein the magnitude of anet downward bias that we are concerned.

Taking account of inputs that are excluded from the conventional growth accounts is a
straightforward way to address a potential measurement bias of that kind. From Table 2: IV-Part A, where
we present the results of the augmented growth accounting exercise, one may compare the contributions
made by increasing tangi ble- and intangi bl e-capital -intensity during 1966-89 with that during the preceding
long period, 1929-66. This strongly underscores the indications provided by the conventional growth
account asto wherethe proximate responsibility can be placed for thefall in output per manhour: tangible
capital-intensity wasrising somewhat morerapidly, whereasthegrowth rate of intangibl e capital-intensity
fell quite perceptibly (decreasing by amost 0.4 percentage points). The resulting slowdown in overall
capital-intensity growth may be seen (from Part B of Table 2: 1) to account for a bit more than one-fifth
of the 1.43 percentage point drop in the annual growth rate of output per manhour after 1966. But thefour-
fifths that remains to be ascribed to a lowdown in refined multifactor productivity (MFP) is still avery
substantial phenomenon calling for explanation. The absol ute magnitude of this“MFP slowdown” stands
at 1.13 percentage points, whereas the drop in the conventionally measured (refined) residual found in
Table2: VIl is1.41 percentage points. So, by extending the growth accounting framework to consider the
trendsin theintangible inputs, it has been possible to account for another 0.28 percentage points, or about
20 percent of the observed post-1966 contraction in the growth rate of the conventional index of (refined)
TFP.

What might have caused this 1 percentage point fall in the annual pace of advancesin the overall
efficiency of theprivate sector’ suseof productiveresources? Morethan onewel l-known economic analyst
has suspected aslowing down of the rate of technological innovation. For example, in arecent discussion
of therole of new goodsin economic growth, Timothy Bresnahan and Robert Gordon™* rhetorically ask:

Isit merely acoincidencethat the period of most rapid growth of productivity in US history
corresponded to the interval between roughly 1920 and 1965 when such fundamental
inventionsasthe motor car, air transport, electric machines, light and appliances, radio and
TV, chemicals, plastics, and antibiotics were, together with their supplementary and
subsidiary inventions, spreading through the economic fabric?

By implication, then, the slowing of TFP growth is thought to reflect a slowing in the rate at which the
impacts of “fundamental inventions’ have spread through the U.S. economy.
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Of course, what is meant by “fundamental invention” isadifficult subject, and thereis somereal
danger of circularity if the definitional approach taken is one that rests upon assessments of the impact
upon productivity growth of various innovations in goods and processes. But even were one to suppose
that there had been aslowdown in therate of advance of knowledge proper, it would be important to know
why that suddenly had happened. Did it stem from a decline in efforts devoted to research and
development, or from the misdirection of such efforts? Or was it because, in the existing state of
knowledge, the potential for further advance had becomemorelimited than hitherto? Or could the problem
lie in the greater difficulties and associated resource costs entailed in exploiting the more recent
technological breakthrough in ways that would enhance productivity? This gives us quite an extensive
agendafor discussion in the remainder of this section.

But, before proceeding to take up these potential explanations for somewhat closer examination,
itisnecessary first to consider the possibility that the mysterious slowdown ismore apparent than real; that
it stems from errors of measurement on the output growth side of the accounts.

3.2 1sthe Slowdown an Artifact of Mis-measurement?

The suggestion has been put forward, with increasing frequency in the past decade, that the “official”
statisticsfrom the National Income and Product Accounts may seriously underestimate the true growth of
real output and, hence the productivity growth measures; and that the downward bias deriving from this
source has become more severe in recent years. As to the first part of this proposition, the substantial
negativeMFPresidual (- 0.31 percentage points per annum) for the 1966-89 interval, which emergesfrom
the augmented growth accounting calculationsin Table 2: IV, does indeed suggest the presence of some
output understatement. Indeed, unless one is prepared to believe that the U.S. has been suffering aform
of sustained “technological retrogression” that would have reduced the overall efficiency of inputs by 6
percent over two decades — it is necessary to suppose that our estimate of the growth rate of (augmented
real gross product) for that period istoo low, at least by something on the order of 0.3 percentage points
per annum.

Thisinitself isnotimplausible, aswe shall see shortly. But it tells us nothing which would support
the second, and crucia part of the “Mis-measurement” explanation for the productivity slowdown. There
is a different argument, however, which directly addresses the latter phenomena. It rests on the dual
observationsthat the declines of labor productivity growth were concentrated in agroup of service sectors
in which real output growth is especially “hard-to-measure,” and that those sectors grew substantially in
importance rapidly during the very decades of the observed slowdown.*** Although those assertions are
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empirically well-founded, the question remains whether the effects of this structural change have been
guantitatively appreciable in relation to the magnitude of the slowdown. It turns out that, taken by
themselves, those considerations are not sufficient to establish that this source of under-estimation of real
output growth has been a major quantitative contributor to the appearance of a slowdown in the
conventional measures. Alternativeimpact assessment cal cul ationsconcur infinding that only avery small
portion of the retardation in the growth of aggregate labor productivity in the private domestic economy,
specifically between one-eight and one-ninth, can be attributed to the effects of itsincreasing drift towards
“unmeasurability” during the 1970s and 1980s.*** From both the nature and outcome of those calculations
it followsthat were Mismeasurement really at the core of the slowdown, thiswould have to be so because
theinherent underestimation biases affecting the standard measures of real output and productivity growth
at the sectoral level— whatever their source — have secularly become more severe. In other words, the
supposed Mismeasurement bias cannot ssmply be a matter of the economy’s changing sectorad
composition.

Thereis, however, arather different line of argument, which recognizesthat and contendsthat the
key mismeasurement problem really is one of “over-deflation being exacerbated by an increase in the
relative rate of introduction of new goods and services. This turns on the notion that new goods in
particular create problems of unmeasured quality change, whichwould, according to thislineof reasoning,
have grown more pronounced in the US economy than had been the case formerly.*** Of course, the era
that stretched from the aftermath of WWI through the post-WW!I1 period witnesses the introduction and
elaboration of many major innovations, as is emphasized in the passage we quoted from Bresnahan and
Gordon (1996) previously, in section 3.1. So the claim that there has been aspeed-up in therate of product
innovationisnot onethat isobviousonitsface. Nevertheless, the 1970s and 1980s have yielded their own
harvest of quality gainsand new goods, asthe spectacul ar declinesinthe measured price-performanceratio
of computer hardware, and of rapidly diffusi ng tel ecommuni cations equi pment such asdigital switchesand
mobile phones, might suggest. In the case of computers some of these have indeed been captured, by the
useof so-called“hedonic” pricedeflators, and so arereflected inthe national product growth accounts. But
that has been the exception, rather than the statistical rule.** Elsewhere, the fragmentary data that are
available do indeed indicate that there has been a marked acceleration since the mid-1970s in the rate at
which new goods are being introduced into the flow of commodities passing through wholesale and retail
channels. This development may be linked in some degree with the rapid movement towards “mass

productivity growth rates was experienced widely, across all the data-quality groups.
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customization” as an American business strategy, and with the enabling effects of applying advanced
information technologiesin the industrial R&D process itself.*’

Although this is a line of inquiry that is sufficiently promising to merit further empirical
investigation, one also must acknowledge that the precise meaning of “new product” remains difficult to
pin down, especialy in the context of inter-temporal and inter-industry comparisons. Moreover, even if
it could be accepted on its face, the supporting evidence adduced to date remains too scantly a basis on
which to claim that the recent productivity slowdown islargely illusory. Thusthereisapresumption that
theincreased strength of the over-deflation biasin the eraof the perceived slowdown was not large enough
to justify searching for the latter’s explanation elsewhere, in real developments that were adversely
affecting the efficiency of resource use in the US economy.

3.3 Seeking “ Real” Causes: A Line-up of Some of the Suspects

What sort of developments must be considered? The message of the growth accounts directs our attention
to the sorts of changes that might reflect themselves in the rapid shrinkage of the refined TFP residual,
which means possible causes of an ateration in the underlying rate and direction of technological
innovations, and in the speed with which such innovations were being implemented and potential scale
economies were being exploited.*®

Flagging Technological Efforts?

Did the measured advance of technology slow down because fewer resources were devoted to the search
for improved methods of production? M easured by expenditurefor organized research, theanswer is“no”.
Although the percentage of GDP devoted to research and devel opment during the seventiesmay have been
about 25 percent smaller thanin 1965, therewas arecovery thereafter. By 1985, the percentage was almost
back to the 1965 level and has remained so since. More to the point, these figures include the very large
portion of all expendituresfinanced by the federal government. During the 1960s, this comprised over 50
percent of the total. And since the great bulk of federal expenditures supported research for improved
products supporting defense, space, and health, in which improvements, however valuable they may be,
do not register fully, if at all, in measured output, adeclinein such expenditures does not affect the growth
of productivity as measured. In fact, the decline in the percentage of GDP devoted to research and
development (R&D) was confined to federal expenditures. The fraction supported by industry, the
universities and other nonprofit institutions leveled off but did not fall during the 1970s before resuming
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its growth in the 1980s. By 1987 the organized private R& D fraction of GDP was 40 percent higher than
in 1965.1%

Clear judgmentsabout thetrend of technol ogical effort are, nevertheless, hard to make. Thisistrue,
first, because the statistics of private organized R& D cover only aportion of thetotal effort. They neglect
the work of independent inventors and engineering consulting firms and al so the work that takes placein
those smaller firmsthat do not have separately organized R& D departmentsor |aboratories. Theimportant
work now directed to the invention of improved computer software by firms other than those integrated
companiesthat al so produce computersisanother neglected segment. Perhapsmost important, the statistics
do not include the efforts made by managers, engineers, technicians, accountants, and others to improve
the efficiency of production and of all the ancillary departments of firms while they are engaged in the
ordinary routines of their jobs.**

If adecline of organized R&D is not amajor source of the slowdown, we must ask where causes
of the collapsein refined TFP can befound. A failureto incorporate the gains from advancing knowledge
fully into production is one such possible source. Insofar asincorporation means embodiment in tangible
capital and intangible human capabilitiesthrough education and training investments, thisal ready hasbeen
addressed by assessment of vintage effects and the augmented growth accounts. There are, however,
advances in knowledge that do not require new investments in tangible capital. We must ask first why
management would not take advantage of them. Then we consider the possibility that some previously
important technological efforts that were not formally organized and, therefore, not represented in the
statistics of R&D, might have been diverted, in part, to deal with other pressing concerns. Next, it could
be that technological effort of whatever sort, organized or informal, may have become misdirected, less
well organized, or aimed in less fruitful directions. Finally, the emerging science-based technology may
have reached a state such that even though it holds out great potential payoffs, the adjustments in terms
of the organization of economic activities and socia institutions remain more difficult to effect, and
costlier than was the case when, previously, technological progress consisted of continuing to advance
incrementally along well-expl ored economic paths. Thislast suggestion leadsusto entertain the thesisthat
the paradoxical conjunction of thecomputer revol ution and the productivity slowdown reflectsthe opening
phase of an extended techno-economic regime transition.

Managerial Misdirection of the Innovation Process?

In amuch noticed book published in 1989, the MIT Commission on Industrial Productivity*** argued that
managerial practice during the 1970s had become marked by “short time horizons,” so that decision-
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making became unduly focused on current and near-term profits, and on the prices of company shareswith
which executive compensation waslinked. Thiswasthought to have detrimental consequencesfor the pace
of introduction of major innovations. Many important new products and processes, when first designed,
did not havetheforms, thereliability, the durability, the distribution and service capabilities, and theprice
to attract alarge market, and therefore immediately to realize large private and social payoffs that would
be reflected in the productivity statistics. The early transistorized computers of the 1950s are perhaps the
classic example. Moreover, ancillary innovations are usually needed to complement the basic innovation,
as highly devel oped software is needed to make computers easy to use, and time-sharing was significant
in reducing the large-fixed cost barriersto the widespread adoption of mainframesfor businessuse. Y ears
of expensearerequired to devel op thecomplementary innovationsand to build theintellectual competence
and the corporate organization needed to create complex products and to build markets large enough to
reducetheir cost, and without the vision required to sustain thoseinvestments, commensurately largegains
might not be forthcoming.

A number of reasonswhy American firms have displayed i nadequate staying power, or aninability
to appreciate the profit potential of along-term outlook, werereviewed by the MIT Commission’ sReport.
The cost of finance, as measured by real interest rates, was high in the United States during the 1980s, a
result of large federal budget deficits, the absence of compensatory increases in household savings rates,
and the consequent need to attract foreign capital. The profit rates — over and above the cost of finance —
demanded by American firms have also been high — usually as measured against a Japanese standard,
because the uncertainties of the long-term future are exaggerated. In a sense, these risks are redlistically
gauged as high from the vantage-point of private managers, because American corporate finance and a
widespread public stock market leave firms open to takeover if their rates of current profit stay too low.
But it ispossible that not al take-overs enhance productivity, so that private and social perspectives may
diverge in that assessment of risk.

These manageria changes may have been aggravated by still other conditionsthat tended to divert
the attention of corporate managers from the search for efficiency. According to Edward Denison,** the
cumulation of government regulations and the intricacies of a complicated tax code have consumed the
attention of corporate chiefs and their staffs. Their energies have been drawn to meeting these problems,
to defending their firmsfrom still heavier taxation and more costly regulation, and to seeking the benefits
of governmental favor. The bottom-line urgency of these matters has meant that the people who rosein
the corporate hierarchy were more likely to reflect atalent for dealing with governments and the public
than for reducing costs of production. Robert Hayes and William Abernathy, in a widely-noticed and
influential article, emphasized the harmful effects of what has become a standard doctrine of
management.**® Organization is decentralized into “ profit centers” whose efficiency can be judged month
by month by asmall set of financial measures that permit management by “remote control,” but in which
“no onefeelshe or she can afford afailure or even amomentary dip in the bottom line.” The professional
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manager has cometo be viewed as“an individua having no special expertisein any particular industry or
technology [who] can neverthel ess step into an unfamiliar company and run it successfully through strict
application of financia controls, portfolio concepts and a market-driven strategy.”

Along with others surveying the US situation in this period,** the MIT Commission attributed the
great success of the American economy in the twentieth century to “a system of mass production of
standard products for a large domestic market.” It was “a system of interdependent and mutually
reinforcing elements’: inexpensive and undifferentiated products, long production runs of the same basic
models extended over years with only minor changes, and emphasis on price to the neglect of quality
improvement or design. It was based on a labor policy that sought control of the workplace through the
simplification of jobs, therefore a semi-skilled workforce, and through labor saving based on specialized
machinery, for which long runs of standard products were needed to spread capital cost. This mass
production model, with all its hierarchical organization and its managerial doctrine and outlook, had,
however, persisted into an era in which there is a new market demand for quality and variety and for
frequent change in product design and in which new technol ogies demand a more skilled workforce and
closer relations between firms and their suppliers, together with an ability to sell, to buy, and to produce
abroad. Whether even R& D-intensive firms, if left to themselves, would be able to adapt rapidly enough
to the requirements of “flexible manufacturing” was a question about which contemporary commentators
were far from sanguine.

Many of the perceived deficienciesin the management of industrial R& D were seen at thetimeto
be exacerbated, or at least not redressed by what was going on in the |aboratories of America sresearch
universities. There, in the view of some concerned industry leaders, the influence of anational policy of
federally subsidized support for basi ¢ research had resulted in the advancement of fundamental knowledge
was emphasi zed to the neglect of industrial applications of science and technology.** They deplored the
undue emphasis of engineering schools on the analytics of materials, electricity and electronics, and
biology while underemphasizing the problems of manufacturing. They were distressed by the poor
preparation of American youth both at secondary and university levelsin foreign languages and history as
well as mathematics and science. They expressed concerned with the fact that American industry, judged
by the standards of German and Japanese firms, neglected the continuing education and training of itsown
workers. The MIT Commission, however, was not primarily concerned to argue that after the 1960s what
actually wererather |ong-standing A merican defi cienciesbecame much more pronounced. The connection
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between its diagnosis of threats to the international competitiveness of American manufacturing and the
slowdown in U.S. productivity growth is, therefore, problematic. Moreover, it left open the question
whether the technological advance potentialy open to the country even in the absence of these
impediments would itself be strong. That is the issue to which we turn next.

Requced Innovation Potential ?

The real values of both total and private-sector expenditures on R&D have risen, not only in absolute
terms, but as a percentage of GDP, while the final residua in the growth accounts, presumably the fruit
of R&D, suffered a severe decline. Thereisasimilar indication from the fact that the number of patents
issued to American firms and inventors has decreased and, indeed, decreased even more severely when
measured against the number of scientists and engineers engaged in research and development.

These are strong signs that the yield of technological effort in terms of new knowledge may have
fallen. Y et some authorities hesitate to accept this inference. Edward Denison *® arguesthat it is hard to
believe that the potential advance of knowledge, responding, as it does, to the myriad unanswered
questions posed by earlier advances in basic science and practical technology, should have fallen so
severely and so rapidly as did the growth accounting residual after 1973. Zvi Griliches*’ points out that
econometric studies of the relation between R&D and patents in individual firms and industries yield
inconsistent results. He traced the declinein patentsissued to Americans during the 1970s to the fact that
the staff of patent examiners remained limited while the number of patent applications (including those
by foreigners) vaulted. Moreover, thevalue of patentsishighly variableboth within each year and between
years. The time when a patent issued in agiven year will, in fact, produce profit for the patent holder is
again uncertain and variable. And since most patents are for new products whose value is poorly
represented in measures of output, rather than for cost-reducing processes of production, the relation
between profits and measured productivity may differ widely from patent to patent.

Such considerations make it hard to infer with any assurance that the decline in the aggregate
growth accounts' final residual in the face of rising expenditure for R& D means that the potential yield
of technological effort per dollar of expenditure had become smaller. If one rejects that inference, the
solution to the mystery of the slowdown would lie with the impediments to technical advance or the
misdirection of effort already reviewed. But we do not know how far the “impediments’ can take us. In
the remainder of this section, therefore, we take up the hypothesis that the U.S. has been experiencing a
reduction in therate at which new technological possibilities could betranslated into realized advancesin
productive efficiency, and we ask why that might have been so.
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The Techno-Economic Regime Transition Hypothesis

The notion that the U.S., along with other advanced industrial societies, has been suffering the effects of
a prolonged dry spell in the possibilities of realizing large innovation-based advances in productive
efficiency isonethat startsfrom the observation that the history of the past two hundred years has not been
one of smooth and continuous advance in the frontier of technological knowledge. Rather, it has been
punctuated by a sequence of major innovations. These are deemed “major” in the sense that they proved
to be of economy-wide significance, carrying implications for productivity growth in many or all sectors
of the economy; and also, that they proved to be disruptive of existing industrial structures and a source
of sometime profound reorientation of economic activities.**

None of these mgjor innovations, however, revealed its power at once or even quickly. The steam
locomotiveasfirst built would never have had awidespread impact on transportation eveniif it could have
been duplicated cheaply. Many improvements and ancillary inventions were needed. The boilers of the
early locomotives could not withstand the high pressures needed to haul heavy loads at high speed. The
early ironrailsweretoo weak to bear the strain of heavy, fast-moving trains. Air brakes had to be invented
to control and reduce speed reliably and quickly. Automatic coupling devices, when invented, speeded the
assembly and disassembly of long trains and reduced their dangers. Single-track railroads were not safe
or efficient until thetelegraph wasinvented and signaling systems could be devised and installed. Political
and financia problems had to be overcome — political in that the acquisition of rights of way demanded
governmental chartering; financial aswell aspolitical inthat thehuge capital expensesof railwaysstrained
the capacity of financial markets and imposed risks, especialy to build the Western roads, greater than
private investors were prepared to take. The development of steam power for use in heavy manufacturing
posed similar technical, organizational and institutional challenges during the middle decades of the
nineteenth century; and so did the application of dynamo technology in central electricity-generating
stations, to lay the basis for anew, electric-powered regime of factory production during the first quarter
of the twentieth century.

By drawing an explicit analogy between “the dynamo and the computer,” one of us (David, 1990,
1991) sought to use the U.S. historical experience to give a measure of concreteness to the generd
observation that an extended phase of techno-economic regime transition may be required to fully
accommodate the digital computer as a general-purpose engine. This“regime transition hypothesis’ has
suggested itself as a possible resolution of the so-called “productivity paradox,” wherein new computer
and information technologies (now commonly designated as ICT) have been rapidly and visibly diffusing
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through the American economy at the very same time that the growth rate of TFP has fallen to historic
lows. An understanding of the way in which the transmission of power in the form of electricity cameto
revolutionize industrial production processes tells us that far more was involved than the simple
substitution of anew form of productive input for an older alternative. In the current regimetransition, as
in the case of the dynamo revolution which was stretched out for over 40 years between the opening of
Edison’ sfirst central generating plant for electric lighting and the beginnings of the upsurge of multifactor
productivity growth throughout the U.S. manufacturing sector, the pace of thetransformation must be seen
to begoverned by the ease or difficulty of altering many other technol ogically and organizationally related
features of the new production systems involved.

Recent estimates of the growth of computer stocks, and the flow of services therefrom, are
consistent with the view that when the “ productivity paradox” began to attract attention, the US economy
could be said to have still been in the early phase of the deployment of ICT. Figures developed by Dale
Jorgenson and Kevin Stiroh reveal that in 1979, when computers had not yet evolved so far beyond their
limited role in information processing machinery, computer equipment and the larger category of office,
accounting and computing machinery (OCAM) were providing only 0.56 percent and 1.5 percent,
respectively, of thetotal flow of real servicesfromthe (non-residential) producer durabl e equipment stock.
But these measures rose at 4.9 percent in 1985, and had ballooned to 13.8 percent by 1990, and 18.4
percent two years after that.'*® Thus, the extent of “computerization” that had been achieved in thewhole
economy by thelate 1980swas roughly comparabl e with the degree to which the American manufacturing
sector had become electrified at the beginning of the twentieth century. When the historical comparison
is narrowed more appropriately to the diffusion of secondary motors, a proxy for the spread of the unit
drive, the growth rate for 1899-1914 is almost precisely the same as that for the ratio of computer
equipment servicesto all producers durable equipment servicesin the US.**° At that stage, although the
pace of diffusionisrapid, thetangible capital embodying the new technology still bulked too small within
the domestic economy’ sproductiveassetsfor itsgrowth to exert morethan amarginal impact upon overall
performance.™

We may use this historical analogy of the dynamo revolution quite legitimately when suggesting
that it isstill too early to be disappointed that the computer revol ution has not unleashed a sustained surge
of readily discernible productivity growth throughout the economy. But that isnot to ignoretheimportant
economic differences between electric current and digitized information. Nor is it the same thing as
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predicting that the continuing relative growth of computerized equipment must eventually cause a surge
of productivity growth to materialize, and it says nothing whatsoever about the future pace of the digital
computer’ sdiffusion. Least of all doesit tell usthat the detailed shape of the diffusion path that lies ahead
will mirror the curve traced out by the electric dynamo over the first half of the twentieth century. One
cannot ssimply infer the detailed future shape of the diffusion path in the case of the ICT revolution from
the experience of previous anal ogous episodes, because the very nature of the underlying process renders
that path contingent upon eventsflowing from private actions and public policy decisions, aswell asupon
the expectations that are thereby engendered — al of which still lie before usin time.

Analysis of acontemporary problenm’ s history formation, as well as the examination of analogous
historical experience, provides away in which the economic historian can speak to present issues. Rather
than reiterating the litany of complaints and disappointments of the “computer-skeptics,” who have
“resolved the productivity paradox" by dismissing computer technology as largely a snare and delusion
from the viewpoint of business users, portraying “the paradox” as merely the figment of the over-inflated
expectations created by the technol ogy’ sdesignersand purveyors, we can try to draw somefurther insights
by briefly examining the course which the evolution of computer technology has followed up to the
present. In particular, it seems useful to consider the way in which the personal computer’s commercial
triumph hasaffected thelinkage between thisform of capital equipment and measured productivity change.
Here there is a case to be made for viewing the path taken in the present as only one among a number of
available alternatives—apath whose sel ection, viewed in retrospect, was responsive to considerationsthat
led away from a tight coupling between new technological artifacts and the task productivity of the
individuals and work groups to whom those tools were offered.**

The widespread diffusion of the stored program digital computer is intimately related to the
popul arization of thepersonal computer asa" general purpose” technology for information processing, and
theincremental transformation of this"information appliance” into the dominant technol ogy of information
processing. Thehistorical process by which thiswas achieved in the case of the personal computer has had
major implications not only for the success of persona computer technology and the hardware and
software industries based upon it, but also economic functionality of the business organizationsthat have
sought to utilize it profitably. For the personal computer, as for its parent the mainframe, and its cousin
theminicomputer, adaptation and specialization have beenrequired to apply ageneral purposeinformation
processing machine to particular purposes or tasks. Such adaptations have proved costly, especially soin
the case of the persona computer. Thereis something of an historical irony that the core el ements of the
adaptation problems attending this GPT's diffusion into widespread business application may be seen to
derive from the historical selection of the trgjectory of innovation that emphasized the "general purpose’
character of the paradigmatic hardware and software components.
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The origins of the personal computer required the invention of the microprocessor which was a
technical solution to the problem of creating a more general purpose integrated circuit to serve a specific
purpose, a more flexible portable calculator — a foundational application that ultimately proved
uneconomical, due to the lower relative costs of more specialized integrated circuits. During the 1970s it
was recognized that the microprocessor provided ageneral solution to the problem of the electronic system
designer confronted by an ever growing array of application demands. During the same period, efforts to
down-scal e mainframe computersto allow their use for specialized control and computation applications
supported the birth of the minicomputer industry. These two developments provided the key trajectories
for the birth of the personal computer. As microprocessors became cheaper and more sophisticated and
applicationsfor dedicated information processing continued to expand, avariety of task-specific computers
came into existence.

One of the largest markets for such task-specific computers created during the 1970s was that for
dedicated word-processing systems, which appeared as an incrementa step in office automation, aimed
at thetask of producing documents repetitivein content or format such as contracts, purchase orders, legal
briefs, and insuranceforms, that could be quickly modified and customi zed based upon stored formats and
texts. But, dedicated word processors were rapidly displaced by personal computers during the mid—
1980s, as the latter were perceived to be more " flexible" and more likely to be "upgrade-able" as new
generations of software were offered by sources other than the computer vendors. Moreover, personal
computers could use many of the same peripherals, such as printers: because the widespread adoption of
the new technology raised the demand for compatible printers, the dedicated word processors found
themselves unprotected by any persisting special advantages in printing technology.

Sequels to the dedicated word processor's displacement were re-enacted during the 1980s in
numerous other market niches where dedicated "task-specific" data processing systems had begun to
emerge.” Thus, by the end of that decade the disappearance of task-based computing in favor of general
purpose persona computers and general purpose (or multi-purpose) packaged software was thus largely
completed. ™ The early evolution of the personal computer can therefore be seen as having effectively
blocked the commercia development of an entire family of technically-feasible information processing
systems that focused on the improvement of "task-productivity" — in applications ranging from word
processing to manufacturing operations control. In many cases, it has also precluded the effective
devel opment of collective"work group" processeswhose synergieswoul d support multifactor productivity
improvement. Instead of "breaking free" from the mainframe, these general purpose engines often wound
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up "dlaved" to the mainframe, using asmall fraction of their capabilitiesto emulate the operations of their
less expensive (and less intelligent) cousins, the so-called intelligent display terminals.™>

By 1990, then, the* personal computing revolutionaries’ had delivered on the promisethat thetheir
would match, and even surpass the computing performance of the mainframes of yesteryear. What was not
achieved, and could not be achieved by thistechnol ogical revol ution was awholesal e reconstruction of the
information processing activities of the varieties of business organizations that previously had embraced
mainframe technology. Rather than contributing to the rethinking of organizational routines, the spread
of partially networked personal computerssupported the devel opment of new database and dataentry tasks,
new analytical and reporting tasks, and new demands for "user support” to make the genera purpose
technology deliver its potential.

The point of this narrative is not to claim that the process should be regarded as socially sub-
optimal, or mistaken from the private business perspective. A quantitative basisfor such judgements, one
way or the other, does not exist, asyet. It appears that what was easiest in an organizational sense tended
to be the most attractive thing to undertake first. The local activities within the organization that were
identified as candidatesfor personal computer applications often could and did improvetheflexibility and
variety of servicesoffered internally within the company, and externally to customersthat would, through
the intermediation of personnel with appropriate information system access, receive an array of service
quality improvements. Arguably, many of these improvements are part of the productivity measurement
problem, because they are simply not captured in thereal output statistics even though they might enhance
the revenue generating capacity of the firmsin which they are deployed.**

3.4 Summing Up: The Persisting Puzzle

The preceding discussion has pointed to the possible persistence of a substantial unrealized potentia for
accelerated technological progress in the application of the cluster of techniques that has formed around
the ever-faster digital microprocessor, and, in particular, a direction for technical advance that would
translate more immediately into resurgent productivity improvements. The gap reflects the decline of an
aging regime based on mass production, el ectric-powered machinery, combustion engines, and chemicals,
still not counter-balanced by an emerging but still immature regime built on the application of computers
and enhanced communication throughout the economy. That such agap exists seemsto usavery plausible
hypothesis, but sadly it is not one that can claim to have been established on quantitative foundations.
Indeed, it would be possible to do that now only through aresidual procedure — removing the effects of
all other candidate “causes’ and thereby determining how much of the MFP slowdown remained to be
attributed to the explanation at hand. How much a “regime transition gap” has been contributing to the
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improvements for the customer. But these do not appear in the measured real GDP originating in those
sectors, nor in the real value expenditures on final goods and services.
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productivity slowdown experienced in the U.S. sincethelater 1970s simply remains beyond our ability to
gauge at this point.

If, therefore, the enigma of the slowdown lies mainly in our inability to fathom the reasonsfor the
decline in the residual component of the slowdown, the puzzle remains. Summing up this admittedly
rather unsatisfactory state of affairs, we can say with some assurance that the post-1966 collapse of the
MFP residual cannot be attributed in any large proportion to errorsin measuring the growth of real output
within the scope of the conventional National Product Accounts. While there is reason enough to believe
that the available measures lately have understated the real output growth rate, at least by something on
the order of 0.3 percentage points per annum, the evidence has yet to be produced that would establish that
this represents arecent and not along-standing state of affairs.

Neither doesit appear that the reality of the productivity slowdown istraceableto adeclinein the
volume of resources being devoted to research and devel opment activities, nor to the weakening of what
we have referred to as “technological effort” more broadly conceived. There remain two classes of
possible causes. Thefirst, which the MIT commission and others emphasize, is that the trouble lies with
avariety of “impediments’ that have caused technological effort to be misdirected or itsyield diminished
in a search for near-term returns at the expense of longer-term opportunities, and with a managerid
doctrine and industrial organization that remain devoted to a search for profit by the methods of mass
production of standardized products, with all its implications for educationa standards, to the neglect of
a changing market. The second class is the possible gap in technological potential caused by the
senescence of an older technologica pathway and the slow maturation of an emerging regime.

These alternatives are probably wide enough to envel op the actual possible causes, and they may
al have been involved in some degree. Magjor, sustained economic phenomena, such as the slowdown,
amost invariably are found to have been “over-determined,” in the sense of having many concurrent
causes. But until wecandistributeresponsibility between thetwo contending classesof “real” explanations
considered here, and among the elements that compose them, our historical understanding remains less
than complete and so of only limited use as a guide to the future.
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4. After the Slowdown, A “New Economy” ?

Many of theworrisome puzzles surrounding the productivity slowdown of thelater 1970'sand 1980'sfaded
from view during the US economy’ srecovery from the 1991 recession, and they were all but forgotten by
the late 1990's, when the labor productivity growth rate in the private domestic economy was once again
above the 2 percent per annum mark. The prolonged expansion, and the sharp reviva of the pace of
aggregate productivity advances, appeared to signal a discontinuity in macroeconomic performance, and
soon had elicited much talk about the so-called New Economy, its nature, the forces that might have
created it, and its future trgjectory. The term “new economy” itself acquired a variety of quite different
connotations: for many commentators, it continues to refer primarily to the atered macroeconomic
configuration that saw an accel erating rate of growth of real GDP and asteadily falling unemployment rate
which, unexpectedly, did not give rise to inflationary pressures on wages and prices. Some connected this
with evidence of therevival of labor productivity growth that becameincreasingly visiblein the aggregate
statisticsfor the private sector, and emphasized that asthe key development heral ding apermanent escape
from the US economy’ s poor performance record during the preceding two decades.

For others, however, the productivity growth picture beneath the aggregate level was less than
entirely clear, and the core of the* New Economy” was peculiarly associated with the growth of output and
employment in “hi-tech” industries, particularly those involving information technol ogies and computer-
mediated tel ecommuni cations, and with the on-going restructuring of business organi zations and markets
that are driven by advancesin thelatter (ICTs). The high and rising stock market val uations of companies
in this sector, and the wave of venture capital that poured into new enterprises launched after 1993 to
exploit thecommercial possibilitiesof theexplosively expanding Internet, seemed for still other observers
to bethe very essence of what was new and positivein these devel opments. Indeed, in the exuberance that
marked the century’ s close, the Nasdag stock market index came to be identified with the New Economy,
whereas the comparatively weak performance of the Dow-Jones index was disparaged as representative
of “the Old Economy.”

Thiswelter of associations only serves to multiply the potential issues that might be addressed in
responding to such aquestion as“Whither the New Economy?’ Not the least among theseisthelogically
anterior issue of whether or not, and in what sense (or senses) such athing usefully can be said to exist.
In June of 2000 the OECD was taking a “wait and see” position on the question of whether or not there
wasanew dynamic of growth among theworld’ sindustrial economies, particularly thosein Europe. There
appeared to be less doubt that if “the New Economy” existed anywhere, it was thriving in the US.**

1% see OECD, Is There a New Economy?, Paris: Organisation for Economic Co-operation and Development,
(June 14) 2000, p.1: The question in the title [Is There a New Economy?] is promoted, in particular, by the
remarkable performance of the US economy in recent years....The answer is probably ‘yes—in some respects'.

Some of the features associated with the ‘New Economy’ can actually be observed: stronger non-inflationary growth
linked to arising influence of ICT. But this picture applies mainly to the United States and does not generalize across
countries [in the OECD].”
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Nevertheless, by the following Fall, Internet business watchers, stock market analysts, and the surviving
“dot-com” principals themselves no longer were so convinced, even on the latter point.™

The question of the sustainability of the high and rising rates of aggregate productivity growth in
the US economy raises an intriguing set of issues. Wasthis productivity surge aphenomenon that will pass
into the annals of history (along with “the dot.com bubble”) as aremarkable but transient concomitant of
thefinal phase of the most protracted US expansion of the post-WWII era? This question, and particularly
itsconnectionswith therolethat digital information technologiesare playingin transforming the structure
of the economy, presents afitting focal subject on which to conclude the discussion in Part Two.

4.1 Towards Under standing the Productivity Growth Revival of the 1990's

Therecent US statistics of labor productivity growth and total factor productivity (TFP) growth presented
in Table2:1X suffice both to make that question more concrete, and to suggest the beginningsof ananswer.
According to the Bureau of Labor Statistics' estimates, the average rate increase of real output per person
hour worked in the private business economy during 1995-98 was a full percentage point above the 1.5
percent per annum rate maintained during the first half of the decade (1990-95). Hence, it exceeded the
average productivity growth rate that characterized the decade of the 1980’ s by essentially the same, 1
percentage point margin. The corresponding datafor TFP growth records amost asbig an acceleration in
absolute terms, that is, a jump of 0.8 percentage points. Relative to its previous level (of 0.5 — 0.6
percentage points) during the 1980’ s and the 1990-95 intervals (respectively), this measure of the pace of
TFP growth therefore underwent a proportionate recovery in the late 1990’ s that was considerably more
pronounced than the revival in the labor productivity growth rate.**’

In the private business non-farm sector the accel eration of the corresponding TFP measure (from
the same BL S source) was slightly less pronounced between 1990-95 and 1995-98: the rate rose from 0.6
to 1.3 percent per annum. There had been amore substantial pick-up inthe pace of TFP advance, however,
amounting to a 0.3 percentage point rise between the average rates during 1979-90 and 1950-95. Thus,
reckoning from the experience of the 1980’ s as a base, the following decade saw a quickening, two-step
acceleration that cumulated into a 1 percentage point gain in the annual pace of TFP increase, accounting
for nearly all the gain registered by the labor productivity growth rate of the private business non-farm
sector.

The picture just drawn serves to focus attention upon the prospects for future total factor
productivity (or multifactor productivity) gains, becausethesewerethe proximate agenciesresponsiblefor

1% The leadi ng publication of the Silicon Valley trade press offered its anxious readers an assortment of expert
opinion on its question: “Has the death of the dot-coms been greatly exaggerated?’ See The Industry Standard, 6
November, 2000: pp. 133ff.

157 Asnoted in Table 2: 1X, the most recent BLS TFP growth rates (cited above) are “semi-refined,” whereas the
figures shown as “refined” in Tables 2 and 3 reflect full adjustments for the contribution to output growth
attributable to changes in the composition of capital inputs.
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returning labor productivity growth during 1995-98 to the long-term average pace that was achieved over
the whole period stretching from 1948 to 1995.% The other side of this coin, however, isthe duration and
severity of the decelerationin the growth of measured TFP that had marked the decades following the
1960's. The latter experienceis brought out more starkly by aslightly different, and more exacting set of
BLSmeasuresfor “refined” TFP growth inthe private businessnon-farmeconomy. Thosefigures(in Table
2: 1X) reflect amore compl ete correction for the effects of compositional changesin capital inputs, aswell
asin the labor inputs.

The underlying rates a so indicate that there was a two-step process of acceleration in the (refined
measure of) TFP growth, with a0.5 percentage point gain recorded between the pace in 1972-88 and that
in 1988-92, followed by a 0.3 percentage point quickening between 1988-92 and 1992-96. Y et, as can be
seen from Table 2: 1X, this revival was not sufficiently strong to erase the effects of the preceding
“dowdown”: the average annual growth rate of measured TFP for the period 1988-96 actually continued
to fall to the negligible 0.11 percentage point level — lower than the average rate recorded for the long
interval of the “productivity slowdown” itself (1972-88).

The foregoing observations permit an initial response to the origina question: clearly, these
productivity indicators for the US economy aren’t going to go on acceleraringin the way they have done
since the early 1990's. The BLS has yet to release its estimates for TFP growth beyond 1998, and so we
must wait a while to learn whether the acceleration continued throughout the twentieth century’s fina
years. Nonetheless, whileit is not inconceivable that afurther acceleration by as much as 0.5 percentage
points could have been achieved in the private business non-farm economy, it seems most unlikely that
the higher growth rate which would have been established by such a change could be sustained as a new,
long-term trend.

One way to arrive at this conclusion is to notice that the result of such a scenario (i.e., continued
accel eration) would betantamount to the US economy staging acumul ative productivity revival amounting
to 1.3-1.5 percentage points, thereby bringing the average annual rate of aggregate (refined) TFP growth
all the way back up to the trend rate that had characterized the immediate post-World War 11 era, the so-
called “golden age of productivity improvements.”**® In the latter era, however, many quite special
conditions circumstances prevailed in both the US and the international economy which contributed to
boosting productivity growth; that in their very naturethose conditionswerenot self-renewing, and so gave

%8 The average annual rates reported for TFP during 1948-98 are 1.4 percent in the private business sector, and
1.2 in the private business non-farm sector; the corresponding rates for 1995-98 are 1.4 percent and 1.3 percent. See
U.S. Department of Commerce, News Release USDL 00-27 (September 21), 2000.

%9 This point (conveniently) holdsin regard to the array of variant TPF growth measuresin Tables 1, 2 and 3.
The“golden age” of post-WII growth referred to in the text is dated varioudly as 1948-73 and 1950-72 in the BLS
periodization, and as 1948-66 in the Abramovitz-David growth trend chronology employed by Appendix Tables 1:
IA and 1: IVA.
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way eventually to a subsequent macroeconomic environment characterized by reduced investment rates,
sluggish productivity advance and recurring inflationary pressures.'®

Should we entertain the notion that the consequences of the technologies of digital computing and
computer-mediated communi cations—associ ated with the dawning of the® Ageof theInternet”—constitute
the basis for the return of another extraordinary episode, featuring a comparably strong surge of
productivity advance? That, of course, is the view advanced by some advocates of the “New Economy”
hypothesis who see new information processing and telecommunications technol ogies as having played
the central rolein accelerating the US economy's growth while holding inflation in abeyance.’®* The most
recent £conomic Report of the Presidentfor 2001 placed itself quiteforthrightly inthiscamp, declaring:*¢?

“ At the heart of the New Economy lie the many dramatic technological innovations of the
last several decades. Advances in computing, information storage, and communications
have reduced firms costs, created markets for new products and services, expanded
existing markets, and intensified competition at home and abroad....Indeed, the rapid
growth of theinformation technol ogy sector was one of the most remarkabl efeaturesof the
1990's.”

Y et, that conclusion also has been criticized aslacking in solid empirical foundations, and not only
by economistswho have steadily expressed skepticism about the* ICT revolution,” aswell asadisposition
to debunk the whole idea of “the New Economy” as being more “hype” than reality.'*®* Rather than

160 See Moses Abramovitz, “Notes on Postwar Productivity Growth: The Play of Potential and
Realization,” Center for Economic Policy Research Publication No. 156, Stanford University, March 1989, and Part
I11, section 3 below, for a compact exposition.

161 Former Federal Reserve Board member Alan Blinder (“The Internet and the New Economy,” Brookings
Policy Brief # 60, Washington, DC: The Brookings Institution, June 2000), for example, noted the temporal
coincidence in referring to the “tantalizing fact — that productivity accelerated at just about the time the Internet burst
on the scene.” But, he cautiously hesitated to infer that there was a causal connection: “Whether or not the Internet
was the cause of the speedup in productivity growth will be a matter for economic historians to sort out some years
from now....For now, however, it appears that the economy can sustain a higher growth rate than most people

thought plausible just ayear or two ago. In that limited respect, at least, we appear to bein a‘New Economy’.

162 Economic Report of the President, 2001: Ch.3, p. 95; on productivity growth, see Ch.1, pp. 25-33.

163 payl Krugman’'s (“Dynamo and Microchip,” New Y ork Times, February 24, 2000a) enthusiasm about
the reality of atechnology driven surge in productivity did not suffice to quell his skepticism (“The Ponzi Paradigm,
New York Times, March 12, 2000b) about the soundness of the macroeconomic arguments advanced by believersin
the existence of a“new paradigm.” Robert Gordon (“US Economic Growth Since 1870: One Big Wave?,” American
Economic Review 89 (May), 1999: 123-128; “Interpreting the ‘ One Big Wave' in US Long-Term Productivity
Growth,” in Productivity, Technology, and Economic Growth, Bart van Ark, Simon Kuipers and Gerard Kuper, eds.,
Amsterdam: 2000b) has maintained, on a variety of grounds, that the “information revolution” is not an economic
phenomenon whose consequences will approach the magnitude of the transformations wrought by technological
innovationsin the late 19" and early 20" centuries. See also, e.g., John Cassidy, “ The Productivity Mirage: Are
Computers Really that Important?,” The New Y orker, November 27, 2000, for a review of the recent recurrence of
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engaging with the technical details of that debate, the following discussion takes to a somewhat more
analytical look backward, before venturing upon some concluding conjectures about the road that lies
ahead. Thisapproach reflects morethan the historian’ s characteristic diffidencewhen asked to predict. We
arelikely toform abetter grasp of the present prospectsfor sustained rapid productivity growth, and hence
for the continuation of the US economy’ sremarkabl e non-inflationary expansion in the yearsimmediately
ahead, by making the effort to delve first into the causes of the recovery in measured TFP growth that
occurred during the second half of the 1990’ s. Furthermore, aswill become evident, without a satisfactory
account of what happened in the preceding period of the productivity slowdown, it isgoing to be difficult
to understand the underlying sources of the revival.

Links betweern new technologies and sources of the late 1990's acceleration in measured TFP

There are at |east three proximate sources of therevival of measured TFP growth that occurred during the
later years of the 1990's that we may link with the effects of technological change, and, more specificaly,
withinnovationsininformation processi ng and computer-medi ated tel ecommunications. The connections
to which | wish to draw attention here, however, are rather less direct than those which economists
typically emphasize when they interpret the TFP growth rateitself as measuring “the rate of technological
innovation.”

Some part of the apparent speed-up certainly was due to the strength of demand growth, fueled by
thehigh gross private domesticinvestment rate, and theweal th effectsupon consumption that derived from
the stock market boom. The move toward more intensive utilization of the employed labor force, and of
the existing stock of plant and equipment, has contributed to increasing measured productivity. In one
sense, this aspect of "the New Economy" isn't really new, because there is a long historical record of
pro-cyclical movements in the growth of TFP as well as of average labor productivity.'®*

But, how large an effect this can be said to have contributed to the recent surge of productivity
growth remainsamatter of some controversy among economists. By extrapolating fromtheU.S. historical
record, Robert Gordon (2000a) arrived at estimates showing the “cyclical component” accounted for
amost two-fifths of the post-1995 acceleration. For the non-farm private business economy, according to
Gordon, thiscomponent contributed 0.5 percentage points of the 1.3 percentage point rise observed inthe
annual rate of growth of real GDP per hour; and the corresponding share was as much as three-fourths of

| CT-skepticism. On arather different level is Gordon’s observation that labor productivity growth failed to recover
in many sectors of the US economy, so that the sharp acceleration of the late 1990’ s actually has been quite patchy,
and concentrated heavily in the computer and telecommunications equipment, and software branches within
manufacturing.

184 This has been recognized in the literature at least since Thor Hultgren, “Changesin Labor Costs during
Cyclesin Production and Business, ” Occasional Paper 74, New Y ork: National Bureau of Economic Research,
1960.; and, since Walter Oi, “Labor as a Quasi-Fixed Factor,” Journal of Political Economy, 70(4), December 1962:
pp.538-55), it has been explained in terms of the changing intensity with which “ quasi-fixed” elements of the work
force, aswell as other fixed factors of production are utilized.
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the smaller (0.86 percentage point) acceleration experienced in the part of the non-farm private business
sector not engaged in manufacturing durables.

Jorgenson and Stiroh (2000b), however, take the view that Gordon’s estimate over-states the
“cyclical” correction, and therefore yields too low aresidual figure for the * structural component” of the
accelerationinthe TFP growth rate. Disagreements of thiskind reflect the deeper problem of extrapolating
from statistical relationships that prevailed in the past, when the pace and manner in which technologies
are diffused, and their effects upon the structure of the economy all have been changing. Gauged by
historical standards the strength of the pro-cyclical upswing on this occasion, and the duration over which
the productivity rises have continued to offset upward pressure on input costs, would appear to be
something new. Moreover, there are some good reasons to believe that the large “ cyclical component”
arrived at by Gordon’s calculations itself may reflect the application of digital information technologies
(from computers and databases to broadband tel ecommunication networks).

For example, these applications contributed to reducing required levels of inventory holdings of
both goods in process and finished products. In the durable goods industries the inventory-sales
ratios-output ratio has exhibited a secular decline since the early 1980's, but after the early 1990's its
downward course became particularly pronounced.® In addition, "smarter" scheduling of transportation
and production operations, and better coordination of work within and among businessfirms, reducesthe
need to hold “inventories’ of partially utilized workers and avoids plant and equipment being idled while
awaiting the delivery of supplies. All of that makes possible the fuller utilization of the capacity of the
"fixed" inputs in production, and it shows up in measured TFP gains.

These sources of accelerated productivity growth, however, are the kind that are unlikely to be
sustainable. In the first place, the aggregate demand may not keep up with the expansion of supply
capacity, and the resulting accumul ation of unwanted inventory holdingisthen likely to reduce utilization
rates. A further consideration, also suggesting the limited sustainability of rapid productivity gains
achieved in response to demand pressures on capacity, is that the easier changes in the organization of
production and distribution tend to be the first ones to be exploited. Asthe low-hanging fruit get picked
off first, so the incremental gains become smaller and smaller. Similarly, when experienced workers no
longer will take on more overtime, new workers need to be found, hired and instructed, and that meansthe
employing firms must incur the added fixed labor costs which such activities impose.

165 See Margaret M. McConnell, and Gabriel Perez Quiros, “Output Fluctuations in the United States: What
Has Changed Since the Early 1980's?,” American Economic Review, 90(5), December 2000: pp. 1464-74, who
attribute the decreased short term volatility of real GDP growth in the US after 1983 to this development in the
durable goods sector. Between the successive peak levels of the inventory-sales ratio in the years 1981-83, and 1991-
92, the proportional decrease amounted to 10 percent, but the downward trend resumed thereafter and brought the
ratio down by another 25 percent, to an unprecedentedly low level of 1.5 by 1998. Interestingly, the 1990's also
witnessed the first persisting departure of the movements in the inventory-sales ratio for durable goods from the ratio
for non-durable goods. The latter continued to fluctuate around a stationary level (approximately 1.14) throughout
the 1990's.
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The difficulty of making detailed time-series adjustments for the influence of such changes on
measured productivity growth encourages cautious practitioners of the growth accountants' art to view
their resultsasmost reliablefor gauging thelonger-term trend rates, particul arly those which emerge from
comparisons between points in the growth record where the economy is found to have been operating at
equivalently high rates of capacity utilization. Applying growth accounting methods for the analysis of
economic performance over comparative short time intervals, therefore, must be regarded as somewhat
more of a*“risky business’ than casual readers of the results often are left to suppose.’®

Thereisasecond "new" element to be noted in the recent US productivity growth story, one that
is not unconnected with the strength and the nature of technological changes accompanying the recent
economic expansion. A much larger share of aggregate production now involves intangible goods, such
as software and other digital information-goods, whose unit costs of production tend to fall rapidly with
growth in the volume of production. This has undoubtedly contributed to reinforce the pro-cyclical
productivity effect. In this sense one may say that the information technology revolution has been
contributing towards maintaining the importance of the sector of the US economy in which productionis
characterized by conventional, old-fashioned economies of scale. Of course, the downside is that this
source of productivity growth is likely to be jeopardized by a weakening of demand and declining sales
volumes in the new information-goods sector industries.

Summing up theforegoing discussion, one may remark that trying to quantify the various* sources
of growth” on the supply side, in theway that conventional growth accounting encouragesusto do, isless
than wholly enlightening about the behavior of the economy over the short and medium run, which isto
say, within the course of normal 4-5 year business cycle movements.™®” Much of what hasbeen taking place
within thetimeframe on which recent analysts have been focusing, appearsto reflect interactions between
demand side and supply side changes, and the interactions among various supply side phenomena. Under
rather exacting assumptions, each of the latter factors could be quantified as neatly as they may be
distinguished for purely conceptual purposes. But, in practice, the conditionsrequired to separatethemfor
purposes of measurement are more typically not fulfilled. Thus, it has been noted that the effects of
technological innovation can alter the quantitative importance at the aggregate level of productivity gains

166 Seg, e.g., the chronology developed for this purpose by Moses Abramovitz and Paul A. David,
“ American Macroeconomic Growth in the Era of Knowledge-Based Progress: The Long-Run Perspective,” Stanford
Ingtitute for Economic Policy Research, Discussion Paper Series, No. 99-3, Stanford University, August 1999, 180
pp. [Published in part, under the samettitle, in The Cambridge Economic History of the United States, R. E. Gallman
and S. L. Engerman, eds., Vol. 3, Cambridge and New Y ork: Cambridge University Press, 1999, pp. 1-92.; Dale W.
Jorgenson and Kevin J. Stiroh, “U.S. Economic Growth at the Industry Level,” American Economic Review, 90(2),
May 2000: pp. 161-7, make essentially the same point in connection with their application of growth accounting at
lower levels of aggregation.

187 This caveat may be taken to apply equally to the contributions of Robert J. Gordon, “Does the ‘New
Economy’ Measure up to the Great Inventions of the Past?,” Journal of Economic Perspectives, 14(4), 2000a: pp.49-
75, Stephen D. Oliner and Daniel E. Sichel, “The Resurgence of Growth in the Late 1990's: Is Information
Technology the Story?,” Journal of Economic Perspectives, 14(4), 2000: pp. 3-32, and the US Department of Labor
2000, to the interpretation of the sources of the post-1995 acceleration in productivity growth.
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that are derived from economies of scale; whereas the latter, in turn may alter the sensitivity of
macroeconomic performance to changes in demand conditions.

We should turn now to examine a third, and rather different development that underlay the
accel eration recently observed in measured productivity, onethat ismorelikely to persist, if only because
it brought the cessation of increasingly serious measurement errors that had been contributing to the
apparent “ slowdown” of the productivity growth rate during the 1970'sand 1980's. It will be seen that this,
too, has a connection with developments in the sphere of information technologies and their manner of
application. But on this point the argument is somewhat more intricate than it was in the first two cases,
and to present it properly requires that we first provide a little background on the vexed subject of
productivity measurement errors.

As has been seen, ever since the emergence of the “computer productivity paradox,” or “the
productivity slowdown puzzle’ as it should properly be called, economists recurrently considered the
possibility that the shrinkage of the TFP residual wasin whole or part an artifact of biasesin the indices
of aggregate real product growth.**® Among the more popular suspects in this regard is the problem of
obtaining unit pricesfor the products of serviceindustries, and the consequent difficulty of measuring real
product movements in a part of the US private business economy whose share in the current value of
production has been expanding. Suspicion also has fallen on the likely failure of the price series used as
deflators for the current value of production in alarge number of commodity producing industries and
services to take sufficient account of the improvements in product quality. As aresult, the rate of price
increases would tend to be overstated, leading to a downward bias in the measured growth of real output
and productivity.** The magnitude of the differencein measured real output growth that resulted when the
Bureau of Economic Analysis (in the US Commerce Department) introduced quality adjusted (so-called
“hedonic”) price deflators for just one industrial branch — the manufacture of computer equipment, has
served to underscore this more general worry.*”

168 See above, Part 2, sect.3, for amore detailed treatment of the issues summarized here.

%9 tis important to make it clear that this problem is quite distinct from the main source of upward biasin
the official “inflation rate” for the US, to which public attention was drawn by the 1997 report of the so-called
“Boskin Commission,” which criticized the BLS methodology formerly used in constructing the US Consumer Price
Index (see Jeff Madrick, “The Cost of Living: A New Myth,” The New Y ork Review, March 6, 1997). Of the
approximate 1 percentage point per annum “overstatement” in the CPI’s average growth, about 0.7 percentage points
were ascribed to the effect of employing fixed quantity weights, i.e., calculating the (Laspeyres) price index for an
invariant “basket of goods.” The GDP deflator, by contrast, is defined as a (Paasche) variable weight price index, to
which this critique did not apply.

170 See, e.g., Brent R. Moulton, “GDP and the Digital Economy: Keeping up with the Changes,” in
Understanding the Digital Economy, E. Brynolfsson and B. Kahin, eds., Cambridge MA: MIT Press, 2000: pp. 34-
48. This correction for quality improvements, however, being confined to one branch of manufacturing (and
extended subsequently to cover digital telecommunications equipment and software, creates statistical distortionsin
the “real” (constant price) measures of the structure of the economy, and also has made the interpretation of
comparative international indicator of output growth and productivity much more problematic than it had been
formerly. For an excellent treatment of this little-recognized issue, see Andrew W. Wykoff, “The Impact of
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Thefirst of thesetwo suspicionsof serious measurement biaswas emphasized by Griliches(1994),
who drew attention to the existence of a substantial gap between average labor productivity growth rates
in the better-measured, commodity-producing sector on the one hand, and a collection of “hard-to-
measure” serviceindustries, on the other. He suggested that the expanding share represented by the FIRE
bloc (Construction, Trade, Finance, Insurance, and Real Estate), and miscellaneousother serviceindustries,
would have exerted an increasing drag on the economy’ s aggregate labor productivity growth rate. To the
extent that the differentially slower productivity growth in services was the consequence of understating
the growth of services output, the magnitude of the overall downward bias would have increased during
the 1970’ sand 1980's.

Now, it is not immediately apparent how those specific sources of measurement bias might bear
upon our understanding of the subsequent rev/val of productivity growth. Taking them in reverse order,
the hypothesized impact of the economy’s structural drift towards “un-measurability” turns out to be
guantitatively weak; at most it could have been responsible for only atenth of the 1.3 percentage point
slowdown in the average annual rate of measured aggregate productivity growth after the 1960’ s.*™
Consequently, evenif therelative expansion of “ poorly measured” serviceindustrieshad halted completely
after the early 1990’ s, which was not the case, the effect could not have contributed much to the apparent
rebound in productivity.'"

A comparabledifficulty isencountered by proponents of the other suggestion, namely theobjection
that quality improvements have been going largely unrecorded in the officia figures for real product
growth until lately. In other words, it was not so easy to come up with persuasive reasons for supposing
that the downward bias on this account had become more pronounced after the 1960’s, and so was
responsiblefor the appearance of slower productivity growth. Indeed, according to Bresnahan and Gordon
(1996), the rate of unmeasured quality improvements in durable goods was high during the early post-
WWII decades, and therewereno apriori groundsfor believing that the dimensionsof the overall problem
became more serious during the 1970's and 1980’ s — especially not in view of the introduction by the
Bureau of Economic Analysisof GDP deflatorsthat reflected “ quality adjusted priceindices’ for computer

Computer Prices on International Comparisons of Labor Productivity,” Economics of Innovation and New
Technology, 3(3-4), 1995: pp. 277-294.

. L See above, Part Two, Section 3, and also David 2000, sect. 2.2, for details of alternative calculations
leading to this conclusion.

172 A different and deeper set of unresolved measurement issues, nonethel ess, deserves to be noticed. As
W.E. Diewert and K. J. Fox, “Can Measurement Error Explain the Productivity Paradox?,” Canadian Journal of
Economics, 32(2), 1999: pp. 251-80, have pointed out, these particularly affect the expanding provision of
customized information services— whether in free-standing form, or in bundled with tangible commaodities. The core
problems involve those of measuring the incremental utility that consumers derive from applications of information
technologies that lower the costs of reducing risk, whether by increasing the availablity of information to decision-
agents, or by reducing marginal costs of providing highly specialized forms of insurance.
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and peripheral equipment (and, more recently for telephone switching equi pment, semiconductors and so
types of software).'”

A point that had emerged more clearly by the mid-1990's and that deserves recognition here,
however, directly conteststhelatter view. It indicates the existence of analytical and empirical reasonsfor
us to entertain the view that the relative magnitude of the underestimation of quality improvements, and
the consequent understatement of the real output growth rate, have not remained constant. Even though
the argument is somewhat novel, the two-fold claim advanced in the following paragraphs can be
summarized simply: firstly, the downward measurement bias in the US real output growth rate grew
significantly after the early 1970's, but by the early 1990 s its magnitude had stabilized; secondly, this
temporal pattern arising from the underestimation of productivity quality improvements, was related
causally to the course of the ICT revolution.

From the middle of the 1970's through to the early 1990's new information technologies
increasingly were being applied in ways that enabled firmsto cut the costs of introducing new goods and
services, thereby encouraging firms to shorten their average product life-cycles, and to experiment with
"mass customization."*™* The proportion of sales revenues that were generated by newly introduced
products was therefore increasing. As economists have long been aware, the official government price
series tend to miss a good portion of the rapid fall that typically occurs in the relative prices of new
products when they still are very young. Because those price series are used to deflate the total sales
revenues of the industries introducing these novel goods, the resulting estimates of growth in the
industries' real output, and in their productivity, tends to be understated.

Although this was not a"new" problem in the qualitative sense, it became a quantitatively more
serious sourceof bias, precisely becausetherelativeimportance of new goodsand serviceswasincreasing.
During the rapid transition to mass customization that was underway in the U.S. during the 1980's, the
average age of product lines was falling and the downward measurement bias in the output growth rate
therefore became more and more pronounced. These developments reflected in good measure the
application of new information technol ogies, and rel ated organizational reconfigurationsin R& D-intensive
businesses. By enabling the integration of market research, new product design, production engineering,
and marketing, ICT use contributed to reducing the fixed costs of new product innovation, and shortened
the innovation cycle.

173 See above, Part Two, section 3.1, on new durable goods; R. Cole, Y. C. Chen, J. A. Barquin-Stolleman
et a., “Quality-Adjusted Price Indexes for Computer Processors and Peripheral Equipment,” Survey of Current
Business, 66(1), 1986: pp. 41-50. on the introduction of quality corrections using the “hedonic” price index
methodology; Brent R. Moulton, “GDP and the Digital Economy: Keeping up with the Changes,” in Understanding
the Digital Economy, E. Brynolfsson and B. Kahin, eds., Cambridge MA: MIT Press, 2000: pp. 34-48, for
subsequent extensions of thisinitiative by the BEA.

17 See Paul A. David, "Understandi ng Digital Technology’s Evolution and the Path of Measured
Productivity Growth: Present and Future in the Mirror of the Past,” in Understanding the Digital Economy, E.
Brynolfsson and B. Kahin, eds., Cambridge MA: MIT Press, 2000: pp. 61-5, for further discussion and references on
mass customization, and on the data supporting the particular hypothesis about measurement bias that is advanced
here.
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The phasein theevolution of digital technology that characterized the 1980’ sasthe eraof “the PC
revolution” may not have done much to promote readily measurable gainsin task productivity, for reasons
that already have been set out (abovein Part Two, section 3.3). Y et, what is of moment hereisthat it quite
evidently had unshackled innovative product design and marketing groups within many large
organizations, in part by freeing them from dependence upon (and, hence, from the tighter constraints
imposed by) hierarchically structured, mainframe-based information systems that served the control
functions of central management.

Therefore, mass customization, along with all that it entailed in the way of modern manufacturing
and inventory control, justly can be regarded among the pal pable consequences of the ICT revolution of
the 1980’s. Yet, this was not appreciated at the time by economic analysts who tended to regard the
proliferation of PCs on office desks as little more than the miniaturization of mainframe computing; a
development which they saw asfailing to deliver the sort of measurable task productivity payoffsthat had
been realized in the late 1960’ s and 1970’ s, when mainframe systems rel eased | abor by taking over many
back-room “number crunching” functions in banking and financial transactions, payroll and record
processing, and the like.

But, the movement towards mass customization which ICT advances had facilitated, in addition
to being directed towards other, more creative activities in which the notion of task productivity was a
more el usive concept and its measurement faced significant obstacles, turned out to have aperverse effect
upon the measured productivity growth rate of the economy. Thiswastheresult of itsinteraction with the
prevailing, official routines for tracking the prices of new products. Putting the matter most simply, the
mass customization movement in this phase of the computer revolution, paradoxically, widened the gap
between the actual and the measured productivity growth rate even further than had been the case
historically. How big wasthisadded downward bias? The preliminary estimatesthat | have made indicate
that during the 1977-92 interval the increase in the magnitude of the underestimation bias may have been
very substantial, indeed: perhaps big enough to push the measured annual growth rate in the private
non-farm business economy downwards by 0.3-0.5 percentage points, in comparison to what would have
been recorded had the effect of the bias in the price deflators remained unchanged.*”

Y et, this ballooning of the gap between the actual and the measured growth rate of productivity
does not seem to have continued after the early 1990's, certainly not at anything approaching its former
pace. Under the conditionsenvisaged for the cal cul ations that werejust cited, the magnitude of the upward
bias of the official price deflators was being enlarged simply due to enlarged share that sales of newly

175 See Paul A. David, "Understandi ng Digital Technology’s Evolution and the Path of Measured
Productivity Growth: Present and Future in the Mirror of the Past,” in Understanding the Digital Economy, E.
Brynolfsson and B. Kahin, eds., Cambridge MA: MIT Press, 2000: pp. 62-3, for discussion of underlying
preliminary estimates of the movement in the share of newly introduced products in the total product flow through
USretail distribution channels: this fraction was stable over the 1964-75 interval, rose dramatically between 1975
and 1992, and appears to have substantially stabilized thereafter. A supporting memorandum is available on request
from Paul David, setting out the assumptions and preliminary calculations used to derive the implications of those
movements for the temporary expansion during 1975-1992in the magnitude of the understatement of the rate of
growthin real GPDP.
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introduced goodsrepresentedinthetotal valueof commoditiesgoods (other than computersand peripheral
equipment). For that to have continued, the pace of new product innovation would have had to go on
accderating sufficiently to continue the upward trend in the average rate at which product lines turned
over. But, by the early 1990’ sthe force of the wave of “mass customization” appearsto have been largely
spent: the average age of product lines no longer was dropping as quickly as had been the norm in the
1980’s, and the proliferation of variety within product lines began exerting stronger downward pressure
on the mark-ups initially commanded by newly “customized” products.

Consequently, this source of downward bias in the measured productivity growth rate was once
again stabilized — abeit at a substantially higher level (namely, by the added 0.3-0.5 percentage points)
than that which characterized the era preceding the “ slowdown™ of 1974-90. Had the drag exerted on the
measured growth rate continued to increase through the 1990’s, it would have masked some part of the
reviva in the rate of growth of measured TFP that has been observable in the years since 1992. At this
point, perhaps, it should be emphasized that the burden of the preceding argument is that the magnitude
of the slowdown in measured TFP growth from the rates maintained during the “golden age” (variously
dated 1948-69, or 1950-72) was exaggerated by the worsening bias in the price deflators. Y et, the recent
accel eration of measured TFP growth — compared to the pace of the latter during the late 1980’ sand early
1990 s— cannot be attributed to areduced degree of underestimation of the true rate of growth of output.

Thefirst implication to be drawn from thisisthat #4e rebourndof the measured TFP growth rateis
rightly viewed as areal phenomenon, calling for an explanation as such. But, asecond implication is that
if one wants to make historical comparisons with the “golden age” of productivity growth, it would be
necessary to adjust for the enlargement in the gap between the “true” and the measured rates of output
growth that had contributed to the apparent productivity slowdown. One may then notice that adding an
upward adjustment of as much as 0.3-0.5 percentage points to the growth rates presently found (in Table
2: 1X) for the entire period from the mid-1980’ s onwards, would bring the estimated pace of TFP growth
during the most recent sub-period back up into the neighborhood of the high averageratesrecorded for the
1950-72 “golden age.” '™

As has been previously remarked, some substantial component of this “historically comparable’
adjusted TFP growth rate of 1.5to 1.7 percent per annum in the years 1996-99, is cyclically inflated above
the sustainabletrend. But, becausethe source of the upward adjustment isonethat can beread asreflecting

76 To make this rough calculation on the basis of the BLS estimatesin Table 2: 1X, one can start simply by
adding 0.3 to 0.5 percentage points to the 1.4 percent per annum figure shown for 1996-8, obtaining a“ corrected”
range of 1.7-1.9 percent per annum for the latter period. But the Table 2: IX estimates are “ semi-refined”, whereas
the 1.98 percent per annum average rate shown for 1950-72 by Table 2: IX, isthe BLS s “refined” estimate. Two
further “adjustments” are thus in order. In place of the BLS figure for 1996-8, we may start from the fully refined
TFP growth rate of 1.2 percent per annum that Stephen D. Oliner and Daniel E. Sichel (“The Resurgence of Growth
inthe Late 1990's: Is Information Technology the Story?,” Journal of Economic Perspectives, 14(4), 2000: Table 4)
provide for 1996-9. That yields an “corrected range” of 1.5 —1.7 percent per annum for this recent period. Secondly,
in place of the rather high BLS estimate in Table 2 for the period 1950-72, we may substitute the more “refined”
TFP growth rate estimate of 1.7-1.8 for these years. The latter accords with the underlying (input composition
adjusted) estimates used by Robert J. Gordon, “Does the ‘New Economy’ Measure up to the Great Inventions of the
Past?,” Journal of Economic Perspectives, 14(4), 2000a: pp .49-75.
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multifactor productivity growth in sectors of the economy other than the vertically integrated computer
sector, thiscorrection carriesthefurther implication that the direct impact of product quality improvements
in thelatter sector now appears less crucial a source of the elevated rate of TFP growth. According to the
estimates made by Stephen Oliner and Daniel Sichel (2000), multifactor productivity growthin“other non-
farm business’ contributed 0.5 percentage points to the total growth rate attained during 1996-99. The
adjustments for the under-estimated quality improvements (apart from semiconductors, computer and
peripheral equipment) would thus push the other non-farm business sector’ s contribution up toward the
0.7 to 0.9 percentage point level "’

This goes some way towards removing the puzzling concentration of multifactor productivity
growthinthe* computer-producing” industries, and its corresponding absencefrom the® computer-using”
sectors, which hasbeen remarked upon by anumber of recent studies. Kevin Stiroh (1997, 1998), and Dale
Jorgenson (2000) have taken the view that the low rates of multifactor productivity growth outside the
computer-producing sector are no “puzzle,” but an entirely understandable consequence of the rapid fall
in therelative (quality adjusted) price of computer capital services, which hasinduced substitution of the
latter for the services of labor inputs.*” It is through that channel that they, along with Oliner and Sichel
(2000), now seetheinformation revolution as contributing indirectly to raising the growth rates of output
and labor productivity in the economy at large; whereasit isthe direct effects of multifactor productivity
advances concentrated in theindustries producing semiconductorsand “ computer investment-goods’ that
have been responsible for the spectacular fall of the price-performance ratios in those products.

By re-balancing that rather lop-sided picture in the way | have suggested here, one beginsto form
aview of thedigital technology revolution asasourceof efficiency improvementsthat gradually have been
increasing in magnitude and permeating the economy. Such a view conforms more closely with our
expectationsof theway inwhich fundamental technol ogical breakthroughseventually precipitate cascades
of technical and organizational innovation, which, in turn, are reflected in surge-like movements of the
economy’ s total factor productivity growth rate. Whether or not the recent acceleration isto be seenasa
harbinger of developments of thiskind remainsamatter of speculation. The study of historical experience,
however, can afford us considerable guidance in understanding the mechanisms, and the conditions that
may promote such far-reaching transformations of the economic regime.

7 The proportionate contribution attributable to the “other non-farm business’ sector after making these
corrections also is raised somewhat: it liesin the range from 47 to 52 percent, whereas the fraction (0.5/1.2)
suggested by the figures from Oliner and Sichel (2000: Table 4), implies a contribution of 42 percent.

178 See Stiroh (1998); Jorgenson (2000); Robert H. McGuckin, Kevin J, Stiroh and Bart van Art
“Perspectives on a Global Economy: Technology, Productivity and Growth — U.S. and German Issues,” The

Conference Board Europe Report Number 206-97-RR, (Winter), 1997, esp. pp. 3-16 (“Computers, Productivity and
Economic Growth in the U.S.").
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4.2 General Purpose Technologies and Productivity Surges: A Backward Glance

Putting aside the vexed issues of measurement, and the disentangling of transitory from the sustained
components in measured productivity growth rates that have occupied the preceding discussion, we now
can give closer consideration to the longer-term processes linking technological innovation, capital
formation, structural change and sustained productivity growth. Consequently, it seems quite appropriate
to draw upon some of the interpretive insights that an historical perspective can bring to this subject; and
to focus particularly upon the ways in which the advent of “general purpose engines’ has been seen to
precipitatetransitionsto new techno-economic regimesin which significantly higher levelsof productivity
became attainable.'”

General purpose engines are the paradigmatic form of what economists today have labelled
“general purpose technologies’.*® Thesetypically are key functional components embodied in hardware
which can be applied as elements or modular units of the engineering designs devel oped for awide variety
of specificinterrelated operations or processes. Accordingly, agenera purpose enginewill befound to be
ubiquitoudly distributed throughout such a system, and to be embedded in numerous and diverse
complementary technical and organizational relationships when the techno-economic regimeto which it
givesrise has attained its fully elaborated, mature state. The notion of a general purpose engine, used in
that sense, constitutes the primitive of the more extended concept of a GPT, or “general purpose
technology” —aconceptualization that has been gaining popul arity recently intheliterature of endogenous
economic growth models.® According to the formulation proposed originally by Bresnahan and
Trajtenberg (1995: p. 84):

“Most GPTs play therole of ‘ enabling technologies,” opening up new opportunities rather
than offering complete, final solutions. For example, the productivity gainsassociated with
the introduction of electric motors in manufacturing were not limited to a reduction in
energy costs. The new energy sourcesfostered the more efficient design of factories, taking

17 Thisis the other, more optimistic side of the “regime transition” hypothesis that is presented above, in
Part Two, section 3.3.

180 see the prescient comments by Herbert A. Simon, “ The Steam Engine and the Computer: What Makes
Technology Revolutionary?’, EDUCOM Bulletin, vol. 22, pp. 2-5, whose use of the term “general purpose engine”
inspired the generalizations in Paul A. David, “ General Purpose Engines, Investment, and Productivity Growth:
From the Dynamo Revolution to the Computer Revolution,” in Technology and Investment - Crucial Issues for the
90's, E. Deiaco, E. Horner and G. Vickery, (eds.), London: Pinter Publishers, 1991b, upon which Bresnahan and
Trajtenberg 1995, Helpman 1998, and others subsequently have built.

181 Seg, particularly, Elhanan Helpman and Manuel Trajtenberg, “A Timeto Sow and a Time to Reap:

GPT’s and the Dynamics of Economic Growth,” Ch. 3 in General Purpose Technologies and Economic Growth, E.
Helpman (ed.), Cambridge, MA: MIT Press, 1998, and Aghion and Howitt, “On the Macroeconomic Effects of
Major Technological Change, Ch.5 in Elhanan Helpman (ed.), General Purpose Technologdies and Economic
Growth, Cambridge, MA: MIT Press, 1998.
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advantage of the newfound flexibility of electric power. Similarly, the users of micro-
electronics benefit from the surging power of silicon by wrapping around the integrated
circuits their own technical advances. This phenomenon involves what we call
‘innovational complementarities’ (IC), that is, the productivity of R&D in a downstream
sector increases as a consequence of innovation in the GPT technology. These
complementarities magnify the effects of innovation in the GPT, and help propagate them
throughout the economy.”

Economists working in the spirit of the new growth theory have sought to generalize these idess,
by identifying arange of GPTsthat not only find applicationsin diverse sectors of the economy, but which
act as catalysts, inducing complementary innovationsin those other sectors. Theinterest in generalization
has in turn stimulated efforts to extend the list of historical examples, as well as to consolidate our
understanding of the defining features of GPTs.**? According to the carefully developed criteria proposed
by Lipsey, Bekar, and Carlaw (1998), GPTs share the following characteristics: (1) wide scope for
improvement and el aboration; (2) applicability across abroad range of uses; (3) potential for useinawide
variety of products and processes; (4) strong complementarities with existing or potential new
technologies.

James Watt's (separate condenser) steam engine design springs to mind readily as an example of
an innovation that meets these criteria, and, indeed, it is widely accepted as the GPT that is emblematic
of the first industrial revolution. One might notice that while this seminal invention dates from the early
1780’ s, the elaboration of steam power technology extended over the next three quarters of acentury: the
automatic variable cut-off device, invented by the American, George Corliss, who patented the devicein
1849, resulted in very significant gainsin fuel economies; it also greatly enhanced the effectiveness of this
power source in applications requiring both regular continuous rotary power, and adjustment to sudden
variations of the load placed on the engine.

AsNathan Rosenberg and M anuel Trajtenberg recently have observed,'® thewidespread industrial
utilization of steam power in the US was a phenomenon that properly belongs to the second half of the
nineteenth century, and in considerable part was the consequence of the diffusion of Corliss's engine
design. Prior to 1850 much the greater part of the stock of steam power capacity was devoted to marine
transportation (steamboats on the lakes and rivers), and to overland railway transportation, rather than
large-scale manufacturing. Factory production of textilesin the US had begun by harnessing water-power
at sitesalong the Appalachian “fall-line” in New England, just as England’ s mechanized cotton-spinning

182 Richard G. Lipsey, Cliff Bekar, and Kenneth Carlaw, “What Requires Explanation?, Ch. 2 in Elhanan
Helpman (ed.), General Purpose Technologies and Economic Growth, Cambridge, MA: MIT Press, 1998. pp. 38-43,
identify an extensive list of historical and contemporary GPTs, from power delivery systems (waterwheel, steam,
electricity, internal combustion) and transport innovations (railways and motor vehicles) to lasers and the Internet.
The concept has been extended to encompass “ organizational techniques’ (the factory system, mass production,
flexible manufacturing, and even the unit system for continuous process production). David and Wright (1999b), on
the other hand, argue against indefinitely lengthening the list, and recommend seeking in each historical context to
understand the hierarchical structure of the technological elements that were formed into systems around a core GPT.

183 See Rosenberg and Trajtenberg (2000).
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factories of the later eighteenth century had arisen initially along the swift-flowing streams of the
Derbyshire dales. The great urban-industrial agglomerations of the Lancashire cotton textile industry
emerged only subsequently, when the falling costs of steam-power released the mills from those rurad
surroundings and the constraints of inelastic local supplies of labor.

Numerous additional observations concerning the technical and economic implications of steam
power would deserve noticein aseparatetreatment of that trajectory of technological development.'®* But,
theline of argument we wish to develop is better served by focusing on the parallel s between the modern
digital computer (microprocessor) and another general purpose engine, one that figured prominently in
what sometimesisreferred to asthe” Second Industrial Revolution.” Of course, werefer heretotheelectric
dynamo. Although the analogy between information technology and electrical technology would have
many limitations were it to be taken very literally, it nonetheless proves illuminating.'®®

The electric dynamos of the late nineteenth century, like modern-day computers, formed nodal
elementsof physically distributed (transmission) networks. Both of them occupy key positionsin webs of
strongly complementary technical relationships that give rise to "network externality effects’ of various
kinds, and so make issues such as induced innovation and compatibility standardization important for
business strategy and public policy.**® In both instances we can recognize the emergence of atemporally
extended tragjectory of incremental technical improvements, thegradual and protracted processof diffusion
into widespread use, and the confluence with other streams of technological innovation —all of which are
interdependent features of the dynamic process through which a general purpose engine acquires a broad
domain of specific applications. In each epoch, the successful exploitation of the new technology's
evolving productivity potential hasentailed the design and financing of investment projectswhosenovelty,
in terms of scale, technical requirements, or other characteristics, posed significant challenges for the
existing agencies supplying capital goods and the established capital market institutions.

184 For example, it may be pointed out that the greatly increased engine speeds that were attainable with
Corliss-type steam engines in the closing decades of the nineteenth century, made these machines very attractive as
the power source for generating electric current in the era before the emergence of the steam turbine power plant.
Thisillustrates the general propositions (discussed below) that the process of deploying and exploiting a GPT is
typically quite prolonged, and much of its economic impact derives from the confluence with, and enhancement of
the benefits derived from other technological and organizational innovations.

18 See David 1991b on the important economic respects in which information and electricity are not
analogous; David 2000: pp. 77-82, for discussion of a number of other, mis-directed criticisms that have been
leveled against drawing parallels between the computer and the dynamo revolutions.

186 with specific reference to the appearance of these issuesin the context of network activities such asthe
electricity supply industry, see, e.g., Paul A. David, “Some New Standards for the Economics of Standardization in
the Information Age,” Ch. 8 in Economic Policy and Technologdical Performance, P. Dasgupta and P. Stoneman,
eds., Cambridge: Cambridge University Press, 1987, Paul A. David and Julie A. Bunn,"The Economics of Gateway
Technologies and Network Evolution: Lessons from Electricity Supply History," (with J. A. Bunn), Information
Economics and Palicy, vol. 3, Winter 1988, pp. 165-202.
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The transformation of industrial processes by electric power technology was along-delayed and
far from an automatic business. It did not acquire real momentum until after 1914 to 1917, when therates
charged consumers by state-regulated regional utilitiesfell substantially in real terms, and central station
generating capacity came to predominate over generating capacity in isolated industrial plants. Rapid
efficiency gains in electricity generation during 1910 to 1920 derived from major direct investments in
large central power plants, but also from the scale economies realized through integration and extension
of power transmission over expanded territories. These developments were not ssimply matters of
technology, but also reflected political and institutional changes that allowed utilities largely to escape
regulation by municipal and town governments, facilitating the flow of investment capital into holding
companies presiding over centrally managed regional networks. Together these supply-side changes
propelled the final phase of the shift to electricity as apower sourcein US manufacturing, from just over
50 percent in 1919 to nearly 80 percent in 1929.%

But, the protracted delay in electrification was not exclusively due to problems on the supply side
of themarket for purchased el ectrical power. Theslow pace of adoption prior to the 1920’ swasattributable
largely to the unprofitability of replacing still serviceable manufacturing plants adapted to the old regime
of mechanical power derived from water and steam. Coexistence of older and newer formsof capital often
restricted the scope for exploiting electricity’ s potential. Prior to the 1920’s, the “group drive’ system of
within-plant power transmission remained in vogue. With this system — in which electric motors turned
separate shafting sections, so that each motor drove related groups of machines— primary electric motors
often were merely added to the existing stock of equipment.*® When the favorable investment climate of
the 1920’ s opened up the potential for new, fully electrified plants, firms had the opportunity to switch
from group driveto “ unit drive”’ transmission, whereindividual el ectric motorswere used to run machines
and tools of all sizes.

The advantages of the unit drive technology extended well beyond savings in fuel and in energy
efficiency. It also made possible single-story, linear factory layouts, within which reconfiguration of
machine placement permitted a flow of materials through the plant that was both more rapid and more
reliable. According to the surveys of American manufacturingintheearly 1930sdirected by Harry Jerome
at theNBER, therearrangement of thefactory contributed to widespread cost savingsin materialshandling
operations, serializing machines and thereby reducing or eliminating “ back-tracking” .*#°

187 See Paul A. David and Gavin Wright, “Early Twentieth Century Growth Dynamics: An Inquiry into the
Economic History of ‘Our Ignorance’.” SIEPR Discussion Paper No. 98-3, Stanford University, Ingtitute for
Economic Policy Research, (April) 1999a: Figure E1, and text discussion.

i 188 £or further technological details see W, Devine, Jr.. “From Shaftsto Wires,” Journal of Economic, .
History, 43, 1983: pp. 347-72, and W. Devine, Jr., “ Electrified Mechanical Drive: The HiStoric wer Distribution

Revolution,” in S. Schurr et al., Electricity in the American Economy, New Y ork: Greenwood Press, 1990. and
Devine 1990.

189 e H, Jerome, Mechanization in Industry. New Y ork: National Bureau of Economic Research, 1934,
esp. pp. 190-1.
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It is important to emphasize (especially for the benefit of economists engaged in modelling the
dynamics of growth driven by GPTs) that the historical transformation of the technical features of the
Americanfactory regimeinvolved morethanthesimple*“diffusion” of aparticular general purposeengine
intheform of the electric motor. Rather, anew system of manufacturing, characterized by higher and more
rapidly rising levels of input efficiency, emerged from the confluence, or convergence, of factory
electrification with other trajectories of industrial innovation. Each of these had its own developmental
history and inventive momentum. Yet each received new impetus and acquired enhanced economic
signficance through its interactions with the dynamo — the core GPT in this era. Three distinct elements
whichthusacquired complementary rolesintheindustrial transformation are especially worthy of mention
in this connection:'*

(a) The fixed transfer-line layout of assembly operations that came into full fruition in the Ford
Highland Park plant on the eve of World War | diffused rapidly and widely during the 1920's, because
Henry Ford was deliberately open in promoting the logic and engineering specifics of this system of mass
production by means of interchangeable parts. Electric power transmission by wire, rather than by drive-
shafts, was better suited to this new manufacturing regime, aswas evident from the use made of group and
unit drives at Highland Park itself.

(b) Automated materials handling was a generic labor-saving development that featured
prominently among the new innovations of manufacturing mechanization in the 1920's and early 1930's,
these too did not require electrification, athough in some cases such as the use of battery powered fork-
lifts, the availability of cheap purchased power for recharging was important.

(c) Continuous process chemical technol ogies, which implemented the“ unit system” principles of
Arthur D. Little, made extensive use of € ectro-mechanical and electro-chemical relaysfor control; further,
and many of the processesto which the unit system approach cameto be applied al so were heat-using, and
so were dependent upon purchased electricity for large-scale operations.

The confluence among these technological developments which transformed American
manufacturing practices during the Interwar era, quite obvioudly finds a modern counterpart in the
“information revolution’s’ converging advancesin the technology of semiconductorsand microprocessor
fabrication, infibre-optic cables, |aser applications(for reading and recording digitized datain compressed
formats, and in laser-pumped broadband optical networks), low-power cellular digital telecommunication
systems, and myriad innovations in computer programming and data storage and retrieval technologies.

Thepackage of el ectricity-based industrial processinnovationsthat cameinto useduringthe 1920's
could well serve as a textbook illustration of cguital-saving technological change. Electrification saved
fixed capital by eliminating heavy shafts and belting, a change that also allowed factory buildings
themselves to be more lightly constructed, because they were more likely to be single-storey structures
whose walls no longer had to be braced to support the overhead transmission apparatus. The faster pace

1% see David A. Hounshell. From the American %stem to Mass Production. Baltimore: The Johns
Hopkins University Press, 1984, on FOrd' s pran Ighfand Park, Michigan, Jerome (1934) on overhead cranes,
forklift trucks, etc.; Nathan Rosenberg, “ Chemical Engineering as a General Purpose Technology,” ch. 7 in Helpman
(1998), on the “unit process’; David (19914, p. 344, for electric automatic controls and the unit process.
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of material throughput amounted to an increasein the effective utilization of the capital stock. Further, the
frequency of downtimewasreduced by themodularity of theunit drive system and theflexibility of wiring;
the entire plant no longer had to be shut down in order to make changes in one department or section of
the factory.™ Notice too that Henry Ford's transfer-line technique, and the speed-up of work that it
permitted, was a contributory element of the high throughput manufacturing regime, as were the new
continuous process technologies that grew in importance during this era.

The consequent effects of factory el ectrification upon industrial productivity are confirmed by the
sharpfall recorded inthe manufacturing sector’ scapital-output ratio during the 1920’ s, adevel opment that
contributed significantly in the early twentieth century to reversing the nineteenth-century trend towards
economy-wide capital deepening. A pattern of capital-saving movements emerged quite pervasively
throughout American manufacturing: all but two of seventeen major industry groups experienced afall in
the capital-output ratio during the 1919-29 interval, whereas the ratio had been rising in every one of these
groups during 1899 to 1909, and in twelve of the seventeen during 1909 to 1919. Furthermore, as David
and Wright recently have shown, *? thisincreasein the average productivity of fixed capital inindustry was
directly associated with the electrification of primary horsepower, and that correlation became stronger in
the course of the 1920's.

At the same time, there was an equally pervasive surge in the growth average labor productivity.
The aggregate productivity growth rate for manufacturing in the 1920’'s was over 5 percentage points
higher than the trend rate in the previous two decades, and, rather than being concentrated in afew lines
of industry, the contributions to this acceleration were very evenly distributed among all the industrial
groups. With both capital productivity and labor productivity rising concurrently throughout
manufacturing, it is not surprising that even when multifactor productivity growth is calculated for each
of themgjor branches—thereby making allowancefor the growth in purchased inputsof energy intheform
of electricity supplied by central power stations—awidespread accel eration in the rates of growth of MFP
is observed to have occurred between the “’teens’ and the “twenties”.

Moreover, a significant positive statistical relationship is found between the magnitude of the
acceleration in the rate of TFP growth and the increase in the fraction of mechanical power derived from
secondary electric motors. Thelatter ratioin thiseraprovidesan indicator of the diffusion of theunit drive
system of factory electrification. Its positive cross-section relationship with the measure of acceleration

2930 anégégz_lgg_&:hurr et a., Electricity in the American Economy. New Y ork: Greenwood Press, 1990, esp. pp.

192 : : Ca . . _—
Historical RETTEctons on 1he Fuiire of the CIoRevaTaarme MR araty o S8 o BT e BB ey
(September) 1999b.
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in the MFP growth rate implies that a /east one-half of the temporal acceleration during the 1919-29
interval can be attributed to this phase of the electrification process.’*®

In terms of the metaphors recently employed by Arnold Harberger to characterize two contrasting
ways in which aggregate productivity growth occurs,'* the 1920’ s productivity surge was a “ yeast-like”
expansion that involved essentially the entire US manufacturing sector, rather than the result of rapid
efficiency gains that had popped up in a small number of industries for idiosyncratic reasons, like
“mushrooms’ shooting up at random placesin afield. David and Wright recently have suggested that a
“yeast-like” processisexactly what would be expected whererapid productivity growth was surging under
the coordinating influence of anew GPT,** whereas the “mushroom-like”’ pattern that Harberger (1998)
observed in US manufacturing during the 1970's and 1980’ s was more typical of interludes when the
overall pace of productivity advance remained sluggish.

If we may reasonably characterize the pattern of multifactor productivity advances in the US
economy during the 1990’ sas moving from “mushrooms” toward “yeast,” istherewarrant for anticipating
a future surge? Should we accept the view of “the new economy” as a restricted sector comprising a
handful of industriesthat are achieving spectacul ar growth and productivity gainsintheproduction of ICT-
intensivegoodsand services? Or, discard that pictureinfavor of themore* yeasty,” GPT conceptualization
of theentireeconomy being“ digitally re-newed” Inthefollowing section wewill concludethisdiscussion
by venturing several historically informed specul ations on these intriguing questions.

Reflectionson the Future: From ICT Productivity Growth Paradoxesto Payoffs

It is likely that the U.S. will have to look to the further development of digital information
technologies, and their diffusion throughout the economy to sustain the future trend growth rate of TFP
a the levels that have been achieved in the US economy at the very close of the twentieth century.
Certainly, any further acceleration in TFP growth would have to come from that direction. This is not
meant as a discouraging view, either for the US or for the western European economies. Even in the
immediately foreseeable future, several promising technological tragectories appear to offer still largely
untapped potentialsfor productivity growth, especially productivity gainsof thekind that our conventional
statistical indicators will be able to register.

Our vision of these has not been formed simply by extrapolating from previous historical
experience with the diffusion and elaboration of general purpose technologies. Nevertheless, from the

193 ; o . .

: : Se(?P | A. David, “C t :.The Modern P tivit t-Too-Djstant
Mirror,” in Technology angvlé’rodugp\qlﬂl{/:ql"ﬁg%ﬁéﬁléar%% for %co%o%nc I;glclnlg\(; Igrgaﬁ?égﬂ% %rall_'\(lz(())nor%?c do-an
operation and Development, Paris, 1991a, pp. 315-48. pp. 343-4 especially, on the cross-section regression model
and its quantitative implications.

194 See Harberger (1998).

1% See David and Wright (1999a).
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following comments on three of these emerging areas of ICT application, it will be apparent that the
recurrence of a pervasive alteration in the bias of factor efficiency growth — toward augmenting the
efficiency of conventional tangible capital inputs, and of routine labor services — is what is being
anticipated here. The effects of thisupon measured TFPin many branches of the economy would then bear
aresemblance to the productivity effects associated with the diffusion of the unit drive system of factory
electrification during the 1930's.

One of the more rapidly emerging among these trajectories is the much-discussed expansion of
inter-organizational computing via the Internet. Such portents for the future involving what eventually
would amount to major structural transformations, may be seen in the expansion of inter-organizational
computing for the mass of transactions involving purchase ordering, invoicing, shipment tracking, and
payments. All of those activities presently absorb much specialist white-collar labor time, anditisnot clear
that itsdisplacement can be managed so easily by compani eswhose day-to-day operations dependin some
degree upon the un-codified expertise of those employees. Nevertheless, the potential gains create an
attraction: recent estimates indicate that in many branches of economic activity 10-15% cost savingsin
procurement activities will be available through the diffusion of business-to-business e-commerce. Still
higher percentage cost-savingsin procurement and related inter-firm transactions are estimated, not only
for manufacturing, but for service activities such as freight transport, and mediaand advertising. Service
occupations such as these might be viewed as the modern day counterparts of the ubiquitous materials-
handling tasks in the manufacturing sector which became the target of innovative dynamo-based
mechanization during the 1920's.'%

A second significant cost saving trgectory is likely to emerge with the development and
increasingly widespread diffusion of new, specialized, robust, and comparatively inexpensive digita
"information appliances." This new generation of appliances includes not only the enhanced PDA’s
(personal digital assistants) that already are coming into use among PC users, but a variety of function
specific hand-held devices, and other robust specialized tools that will be carried on belts, sown into
garments, and worn as head-gear. They will embody advanced microprocessors and telecommunications
componentsthat enablethem to be linked through sophi sti cated networksto other such appliances, aswell
asto mainframe computers and distributed databases, thereby creating complex and interactiveintelligent
systems.'’

The proliferation of interconnected special-purpose applicants of this sort aso is likely to be
reinforced by “network externality” effects upon demand, and so would expand new market niches for
vendors of successive generations of “computer-related” hardware — the quality-adjusted prices of which

1% see David and Wrie?ht $_1999b , for fuller discussion of the interrel atedness of mechanization of
materials handling and factory electrification in the U.S. during the 1920's and 1930's.

197 See W, Wyatt Gibbs, “ Taki ng Co_m_Buters to Task,” Scientific American 277, no. 1 Julg; 1997). gﬁ] 82-
9, and especially Donald A. Norman, The Invisible Computer: Why Good Products Can Fail, the Personal ‘Computer

is So Complex, and Information Appliances are the Solution, Cambridge, MA: MIT Press, 1998., Ch. 11.
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arelikely to fall far faster than the costs of the inputs used in their manufacture.'* But perhaps even more
significantly, this emerging trgjectory of convergent information and communications technology
developments is one that is likely to directly impinge upon the specific task performance of workers
equipped with such devices, and hence boost conventiona measuresof productivity improvementinawide
array of industries.'*

Thediffusion of tele-working representsathird trajectory with apotential to yield substantial long-
term gains in measured multifactor productivity, most notably from savings in infrastructure capital, as
well as through the reduction of the costs of measures required to abate pollution and environmental
degradation in congested urban areas. At present, “tele-working” remains still far from fully deployed in
the US: only about a fifth of the workforce time in large service sector firms are providing data
communications network linkswith employees homes, and many of those aretrying out “ mixed systems’
of central office and “outside” work. Aswas the case historically with the group drive system of factory
electrification, substantial duplication of fixedfacilitiescharacterizesthisstageinthenew GPT’ sdiffusion.
So, significant capital-savings through reductions of required commercial office space and transport
infrastructures arelikely to result for thewhole service sector only as“tele-working” becomes much more
widely and completely deployed. Moreover, many of the workers who are participating in tele-working
continue to travel on some days in the week to company offices where they share a*“hot desk” with co-
workerswho are on adifferent schedule. In such situations, the promised productivity gains derived when
workersarerelieved of thewear and tear of extended “commutes’ remain at best incompletely realized.”®

For these and still other reasons, it remains agood bet that economists who continue proclaiming
their skepticism about theinformation revolution’ sability to deliver maor long-term productivity payoffs
are going to be proved wrong.”®* Y et those payoffs won’t come fredly; they will entail much learning and

1% The implication, then, is that analysts who apply the “dual” approach to measuring the rate of
multifactor productivity, such as Oliner and Sichel (2000), for example, are likely to find this growing branch of
manufacturing “contributing” to the aggregate TFP growth rate as the “vertically integrated computer sector”
presently does.

99 | n the view of informed industry participants, some aspects of this transformation are closer than might
be supposed, although, characteristically, the more general purpose of the tools within this class of appliances have
(again) been first to attract commercial interest. At the Davos World Economic Forum in January 2001, Microsoft’s
Bill Gates spoke of the coming proliferation of devices, from mobile telephones and personal digital assistantsto e-
books and detachable PC screens. Perhaps not surprisingly, he expressed optimism about the development of the
software required “to link them together seamlessly so that consumers can communicate and have access to up-to-
date information at the press of a button, whatever the device they’'re using...: ‘We'rereally on the threshold of
achieving all of those things,’” Gatesis quoted as having announced. See, “Industry Leaders See a New Erain the
Tech Revolution,” International Herald Tribune, 30 January 2001, pp.1, 16.

200 ; . oo ) . :
Mobilizing the Tforetion ShBlety Strateates tor Gromuly and Oppority. Cord and New York Sord e
University Press, 2000, for Western European perspectives.

201 See Robert J. Gordon, “US Economic Growth Since 1870: One Big Wave?,” American Economic
Review 89 (May), 1999: 123-8, and Robert J. Gordon, “Does the ‘New Economy’ Measure up to the Great
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further, costly organizational adaptations. Nor should they be expected to materialize
overnight —even if adomestic macroeconomic environment conducive to long-term
investment were to be maintained, and were we lucky enough to escape real and financial
shocks in the international economy of the serious kind that could be triggered by the
recurrent threats to peace in the Balkans and the Middle East.

Table 2-1X: The U.S. Productivity Growth Revival of the Late 1990’s in Perspective

Average Annual Percentage Growth Rates of GDP Productivity Measures
for the U.S. Private Business Economy

BLS Measures 1973-1979  1979-1990 1990-1995  1995-1998
Output per person hour 1.3 1.6 1.5 2.5
Capital services per person hour: 0.7 0.7 0.5 0.8
Information processing
equipment and software 0.3 0.5 0.4 0.8
All other capital services 0.5 0.3 0.1 0.0
Labor input composition 0.0 0.3 0.4 0.3
Semi-Refined TFP Residual* 0.6 0.5 0.6 1.4

*Compositional change corrections are made for labor inputs, but in the case of capital inputs the
only compositional changes accounted for are those between IT and non-IT capital, and changes
in the quality of the IT capital stock.

Source: Derived from U.S. Department of Labor, News Release USDL 00-267, September 21,
2000.

Inventions of the Past?,” Journal of Economic Perspectives, 14(4), 2000a: pp.49-75, who continuesto
maintain his position as the most throughtful and articulate economist among the “ICT skeptics.”
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Part Three
American Growth in an International Per spective

How does the American growth experience compare with that of other countries? The economies
we hold up for historical comparison with the United States are mainly a sample of those that also
began a process of industrialization during the nineteenth century. These are the U.K. and the
continental countries of Western Europe. We also pay some attention to alarger group that includes
not only Western Europe but also Canada, Australia, and Japan.?*

If we look back to the situation prevailing early in the nineteenth century, the U.S. level of
real GDP per capitawas somewhat below that of the U.K ., the pioneer of modern economic growth,
andthestill commercially prosperousLow Countries(TheNetherlandsand Belgium.) But theyoung
Republic’'s citizens already enjoyed some appreciable margin of material advantage over the
inhabitants of the long-settled region of Western Europe taken as awhole.?® The estimates for this
period are surrounded by particularly wide margins of uncertainty, however, so we begin our
statistical comparisons in 1870 when better, if still not wholly reliable comparative data become
available. At that time, it was still true that the U.S. per capitareal output level lagged behind the
U.K.'s, but America appears aready to have established a substantial lead over the Western
European average and, with some exceptions such as Switzerland, Belgium, and the Netherlands,
over al the other individual countriesin the Western European group.

There then followed a long wave in the relative position of the United States. For eight
decades, American per capita output grew faster than that of both the U.K. and Western Europe. By
1913, America had gained the lead over the U.K. in per capita output and widened its lead over
Western Europe. And then, in an eramarked by two world wars and the Great Depression, the U.S.
gained still larger leads. By 1950, the U.K. level of output per capitawas only three-quartersthat of
the United States and the Western European average level was only 56 percent as high. Since 1950,
the relative position of Europe and the U.S. has moved the other way. Western Europe has been
catching up; by 1992, itsaverage level was up to 81 percent of the American. TheU.K., on the other
hand, has only held its own since 1950.

All thisissuccinctly displayed by thefiguresin Tablelll: I-1. They are based upon the work
of Angus Maddison (1995), whose compilation of internationally comparable estimates of real
output, population, manhours, etc. provides the most widely accepted figures that trace such data

202 Thjs Part draws heavily upon Moses Abramovitz and Paul A. David, “Convergence and Deferred Catch-
up: Productivity Leadership and the Waning of American Exceptionalism,” Ch. 2 of The Mosaic of Economic
Growth, edited by Ralph Landau, Timothy Taylor and Gavin Wright, Stanford CA: Stanford University Press, 1996.
Material previously published there is used here with the permission of the publishers, Stanford University Press.

203 See Angus Maddison, Monitoring the World Economy, Paris: OECD, 1995: Table 1-3.
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over long periods of time.?* The underlying figures derive from national estimates of GDP, which
arefirst rendered comparable across countries by converting estimates in national currency into a
common currency using the purchasing power parity ratios of abase year. Thisis 1990 in the case
of the most recent Maddison (1995) estimates. From that base, comparabl e figuresfor each country
are obtained for earlier, as well as later dates, by extrapolating its converted national output value
in the base year by the movement of its own deflated GDP. This procedurefor rendering real output
levelsin different countries comparableis acceptableif the measures are understood in those terms;
to read them as indicating relative levels of real income per capita, to which an economic welfare
interpretation can be attached, however, would entail accepting strong assumptions about stabilities
in the structure of international prices. And, indeed, those assumptions clearly are suspect. The
resulting estimates, therefore, must be handled with a degree of caution that transcends the norm
expected in historical reconstructions of this sort, and werely onthem only in so far asthey provide
some broad indications of relative levels of real output and productivity, and international
differentials in the movements of the latter over time.*®

204 Although the discussion here rests on Maddison’s (Monitoring, 1995) estimates, it should be evident
from the description of their method of derivation in the text that considerable difficulties surround the interpretation
of the level of comparisons as reflecting standards of material welfare at various points in time reaching back for
well more than a century. Part of the problem is the usual index number problems that are present in the various
underlying national series of real output per capita for each of the countriesinvolved. But, there is the additional
difficulty of attaching a welfare interpretation to comparisons of the per capitalevel of output expressed in the
purchasing power parity equivalents based upon the structure of pricesin the U.S. c. 1990. The recent work of
Leandro Prados de la Escosura (“International Comparisons of Real Product, 1820-1990: An Alternative Dataset,”
Universidad Carlos 111 de Madrid, Working Paper 98-64 (Economic History and I nstitutions Series 05), November
1998) undertakes to express GDP for awide range of countries in terms of the purchasing power parities that
prevailed contemporaneously. These show that the U.S. per capita GDP level already closely matched that of the
U.K. during the first half of the nineteenth century.

205 See Maddison (1995): Appendixes B and C, for amore extended discussion of the problem of achieving
cross-national comparability in estimates of output levels; and Prados (“International Comparisons’ 1998) for an
alternative methodology that yields comparable relative levels of GDP per capita. But whereas the movements of the
latter relatives over time reflect both differential rates of growth of real output and changesin the relative structure of
international prices, the Maddison-type relatives reflect only the differentialsin real output and productivity growth.
In general, the degree of relative dispersion in these GDP per capita measures is smaller than those in the
corresponding Maddison measures of rea/ GDP per capita, but the two sets of dispersion observations show much
the same movements over time.
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Table3: |
Relative Levels of Real GDP per Capita, and per Manhour
in Europeand the U.SA., 1870-1992

(U.S.A.=100)
GDP per Capita GDP per Manhour
Average of Average of
11 Continental U.K. 11 Continental U.K.

Countries® Countries®
1870 76 132 65 115
1900 67 112 - -
1913 63 95 57 86
1929 62 76 55 74
1950 56 72 45 62
1973 70 72 70 68
1992 81 73 87 82

& Austria, Belgium, Denmark, Finland, France, Germany, Italy, Netherlands, Norway,
Sweden, Switzerland.
Source: Maddison, 1995, Tables 1-3 and 2-7 (a).

Table 3: | dso includes Maddison’ s comparisons of levels of labor productivity. They show
the same great wave in the relative position of the U.S.: along period from 1870 to 1950 when
Americawasforging ahead and gaining an ever larger advantage over the U.K. and Western Europe,
and then a four-decade period stretching into the 1990s when both Europe and the U.K. were
catching up. It isjust thistrend reversal in Europe and the U.K. vis-a-vis Americathat constitutes
the main problem for understanding American growth viewed in comparison with that of other
countries, and it is the major focus of the rest of this section.

Webelievethat thetrend reversal in America srelative per capitareal output positionisbest
approached by an analysis of itscomparative labor productivity growth. It istruethat thegrowth rate
of output per capitaisgoverned by that of labor input per capitaaswell asthat of labor productivity.
Relative labor productivity growth rates, however, have been the dominant component. Their
movements have been larger than those of labor input, and they have conformed consistently with
those of per capita output growth. Labor input, on the other hand, has sometimes moved in
agreement with per capita output and sometimes not. We believe, therefore, that it is the relative
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growth rates of labor productivity that have been the consistent source of national differencesin per
capita output growth, and the remainder of this section deals with labor productivity.?®

1. The Theory of Catch-up and Convergence Versusthe Record of Growth

The growth records of Europe and Americaduring the long period between 1870 and 1950 present
a particular problem for explanation because they fit awkwardly into, and, in some respects, run
counter to the predictions of atheory now widely accepted by economists, economic historians and
students of growth. Thisistheideathat countriesthat at any time find themselves behind aleading
country intheir levelsof productivity have agreater potential for future growth than doestheleader.
Until 1870, the leader wasthe U.K.; in the following decades, the countries of Western Europe did,
indeed, gain on the U.K. But in these same decades, the U.S. was visibly forging ahead. It not only
overtook but surpassed the U.K., and it widened a lead over Western Europe that was already
substantial in 1870. In this respect, the record is at odds with the theory.

The perception that being behind carriesapotential for future productivity growth faster than
a leader’s has been rationalized in the theory of catch-up and convergence. Stated in its most
elemental form, the theory refersto countries that differ only in their initial levels of productivity.
By this we mean that they face no persistent obstacles in exploiting the advantages that
backwardnessis held to present.

The potential advantages of laggard countries have at least four sources:

They can modernize their capital stock by replacing their technologically obsolete
equipment with state-of -the-art assets by imitating or purchasing the new state-of-theart instruments
produced in leading countries.

Becausetheir low levelsof capital per worker tend to produce high marginal rates of
return, laggards tend to have high rates of capital accumulation —all the more since the new capital
can embody advanced technology.

Because they often have large numbers of redundant workers in farming and petty
trade, they can gain more from labor transfers from farm to nonfarm occupations and from small
shopsto larger scale firms.

Asthe gains from the first three sources produce a growth in aggregate output and
in the size of the domestic market, a wider horizon of gains from the economies of scale presents
itself.

These foregoing considerations|ead oneto expect that, intheideal circumstances envisaged
by the theory, countries whose productivity levels were at anytime low relative to that of aleading
country would tend to catch up. And, the rate at which catch-up would take place would vary with
the size of the initia gaps.

206 \\/e do, however, deal with per capita output growth and its proximate components in the lengthy
Endnote 1 to Part Three.



-143-

These expectations actually were well met in the experience of the advanced, capitalist
countries during the period following World War 11, as may be seen from Table 3: 1l. When the
period opened, the productivity gaps separating A mericafrom the Western European countriesstood
at ahistorically high level. They had been enlarged by the relatively rapid growth of the U.S. during
the years from 1870 to 1929 and then further enlarged by the severe impact of World War Il on
Europe and Japan. Beginning after the war, however, there began aperiod of rapid catch-up, which
has now gone on for over four decades. It had brought the average level of productivity in Western
Europeto 87 percent of theU.S. level by 1992. Belgium, France, Germany, and the Netherlandshave
reached productivity relatives of 95 percent or better. And, as expected, when by 1973 the average
productivity gap had narrowed substantially, therate of catch-up declined. The Japaneserecord since
1950 was qualitatively similar. Moreover, since the Japanese level in 1950 stood much lower than
the European, its more rapid growth since also conforms to expectation.

Therecord of general convergence within the group was also consi stent with the predictions
of thetheory. The advanced countrieshad converged only slowly from 1870to0 1913, and then World
War |1 had caused the variance of productivity levelsto rise. But after 1950 rates of convergence
wererapid, and, asthe level of dispersion declined, the rates of convergence slowed down.

Thisrecord of conformity with the predictionsof catch-up and convergencetheory after 1950
stands in sharp contrast with experience before that time. Although the productivity levels of both
European countries stood well below those of the U.S. as early as 1870, they did not catch up. Nor
did Japan, except between 1913 and 1938.

Thecontrast between theexperiencesof theyearsbefore 1950 and thosethat followed clearly
demands explanation. One may well think, as we do, that in the period, 1913 to 1950, the forces
making for catch-up were quite overwhelmed by two general wars, by the territorial, political,
commercial, and financial disturbancesthat followed World War | and by the variant impacts of the
Great Depression. Such difficulties, however, cannot explain the failure of Europe to reduce its
productivity lag behind the U.S. during the more than four decades of peaceful development and
widening commerce between 1870 and 1913. Nor do they account for the devel opmentsthat rel eased
theforces of catch-up and convergence after World War 1. We go on to outlineaframework within
which to consider these questions.
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Table3: 11
Rates of Catch-up in GDP per Manhour
12 European Countries* Japan

Mean Level Rate of Catch-up** Level Rate of Catch-up**

(U.S.=100) (% per Ann.) (U.S.=100) (% per Ann.)
1870 69 1870 20
1913 59 1870-13 -0.36 1913 20 1870-13 0.00
1938 56 1913-38 -0.21 1938 25 1913-38 0.89
1950 46 1938-50 -1.64 1950 16 1938-50 -3.72
1973 70 1950-73 +1.83 1973 48 1950-73 478
1992 87 1973-92 +1.14 1992 69 1973-92 191

Notes:
*The 12 European countries include the 11 named in Table 3: 1, plus the United Kingdom.
**Therate of catch-up isthe change per annum in the log of the mean level of productivity
relative to the U.S. times 100.

2. The Elements of Catch-up Potential and Its Realization

We may group the conditions that govern the abilities of countriesto achieve relatively rapid rates
of productivity growth into two broad classes: those that govern the potential of countriesto raise
their productivity levels, and those that influence their abilities to realize that potential.

The simple catch-up hypothesis would have it that the one element governing a country’s
relative growth potential isthe size of the productivity differential that separatesit from the leader.
Manifestly, however, the record of growth does not conform consistently to the predictions of this
unconditional convergence hypothesis. The assumption that countriesare” otherwisesimilar” isnot
fulfilled. There are often persistent conditions that have restricted countries past growth and that
continueto limit their ability to make the technological and organizational |eapsthat the hypothesis
envisages. We divide constraints on the growth potential of laggard countries into two categories.

One constraint consists of the limitations of “technological congruence.” Such limitations
arise because the frontiers of technology do not advance evenly in al dimensions; that is, with
equiproportional impact onthe productivitiesof labor, capital, and natural resourceendowmentsand
with equal effect on the demands for the several factors of production and on the effectiveness of
different scales of output. They advance, rather, in an unbalanced, biased fashion, reflecting the
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direct influence of past science and technology on the evolution of practical knowledge and the
complex adaptation of that evolution to factor availabilities, as well as to the scale of markets,
consumer demands and technical capabilities of those rel atively advanced countries operating at or
near the frontiers of technology.?”’

It can easily occur that the resource availabilities, factor supplies, technical capabilities,
market scales and consumer demands in laggard countries do not conform well to those required by
the technologies and organizational arrangements that have emerged in the leading country or
countries. These may render it extremely difficult if not prohibitively costly, for firms, industries,
and economies to switch quickly from an already established technological regime, with its
associated trgjectory of technical development, to exploit aquite distinct technological regime that
had emerged elsewhere, under a different constellation of economic and social conditions.

The second class of constraints on the potential productivity of countries concerns a more
vaguely defined set of matters that has been labeled “social capability.” This term was coined by
Kazushi Ohkawa and Henry Rosovsky.*® It covers countries’ levels of general education and
technical competence; thecommercial, industrial, and financial institutionsthat bear ontheir abilities
to finance and operate modern, large-scal e business; and the political and social characteristics that
influence the risks, the incentives, and the personal rewards of economic activity, including those
rewardsin social esteem that go beyond money and wealth.

Over time there is a two-way interaction between the evolution of a nation’s socid
capabilities and the articulation of societal conditions required for mastery of production
technologiesat or closeto the prevailing “ best practice” frontier. Inthe short run, acountry’ sability
to exploit the opportunities afforded by currently prevailing best-practice techniques will remain
limited by its current social capabilities. Over the longer term, however, social capabilities tend to
undergo transformations that render them more complementary to the more salient among the
emerging technological trajectories. Levelsof general and technical education are raised. Curricula
and training facilities change. New concepts of business management, including methods of
managing personnel and organizing work, supplant traditional approaches. Corporate and financial
institutions are established, and people learn their modes of action. Legal codes and even the very
concepts of property can be modified. Moreover, experience gained in the practical implementation
of aproduction technique enhancesthe technical and managerial competenciesthat serveit and thus
supports further advances along the same path. Such mutualy reinforcing interactions impart
“positive feedback” to the dynamics of technological evolution. They may for a time solidify a

27 See David, Technical Choice (1975), Ch.1, for an introduction to the theory of “localized” technological
progress and its relation to the global bias of factor-augmenting technical change and for a synthesis of some of the

pertinent historical evidence. See also S.N. Broadberry (1993, 1996) in the General Bibliography.

208 This term was coined by Kazuahi Ohkawa and Henry Rosovsky, Japanese Economic Growth: Trend
Acceleration, 1868 -1968, Stanford CA: Stanford University Press, 1972.




- 146 -

leader’ s position or, in the case of followers, serve to counter the tendency for their relative growth
rates to decline as catch-up proceeds.

On the other hand, the adjustments and adaptations of existing cultural attitudes, socia
norms, organizational forms, and institutional rules and proceduresis neither necessarily automatic
nor smooth. Lack of plasticity in such social structures may retard and even block an otherwise
technologically progressive economy’s passage to the full exploitation of a particular emergent
technology. New technologies may give rise to novel forms of productive assets and business
activitiesthat find themselves trammeled by features of an inherited jurisprudential and regulatory
system that had never contemplated even the possibility of their existence. For laggards, the
constraintsimposed by entrenched social structures may long circumscribe the opportunitiesfor any
sustained catch-up movement.

Taken together, the foregoing elements determine a country’s effective potential for
productivity growth. Y et another distinct group of factors governsthe ability of countriesto realize
thelir respective potentials. One set of issues here involves the extent to which followers can gain
access to complete and reliable information about more advanced methods, appraise them, and
acquire the artifacts and rights needed to implement that knowledge for commercial purposes. A
second set of issues arises because long-term, aggregate productivity growth almost always entails
changesinindustrial and occupational structure. Asaresult, the determinants of resource mobility,
particularly labor mobility, are also important. And finally, macroeconomic conditions govern the
intensity of use of resources and thefinancing of investment and, thereby, affect the choicesbetween
present and futurethat control the R& D and other investment horizonsof businesses. By influencing
the volume of gross investment expenditures, they also govern the pace and extent to which
technological knowledge becomes embodied in tangible production facilities and the people who
work with them.

We now put this analytical schemainto use in a specific historical context: how the U.S.
attained and enlarged its productivity lead from 1870 to 1950, and then what changed during these
years that released the catch-up and convergence boom of the postwar period. Because space is
limited, we pay most attention to technological congruence and social capability and give only brief
notice to the factors supporting the realization of potential.

3. Bases of the Postwar Potential for Catch-up and Convergence

The dramatic postwar record of Western Europe and Japan creates a presumption that they began
the period with a strong potential for rapid growth by exploiting American methods of production
and organization. The productivity gaps separating thelaggard countriesfrom the United Stateswere
then larger than they had been in the record since 1870. However, the gains in prospect could only
be realized if Europe and Japan could do what they had not been able to do before: take full
advantage of America's relatively advanced methods. The insistent question, therefore, is why
Europe, itself an old center of technological progress, had proved unable even to keep pacewith the
U.S. during the three-quarters of a century following 1870.
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Technological Congruence: The Role of Primary Materials

Attention previously was drawn (in Part Two, Section 1) to the role that primary materials played
in supporting the development of the American economy along a high and rising tangible capital-
intensity path, and the concomitant boost this gave to the growth of labor productivity during the
latter nineteenth and early twentieth centuries.

The key elements in that contribution were, on the one hand, the importance of primary
materialsin the costs of industrial productsto final consumers and investors. On the other sidewas
America srich natural endowment and its success in developing it rapidly. And because transport
costswerethen also high, thistrand ated into asubstantial advantage over other countriesin the costs
of primary materials and of thefinal costs of many industrial products— a superiority evidenced by
America sgrowing comparativeadvantage asan exporter of natural resource-intensive manufactures
from 1880 to 1929.

This helps account for the fact that it was the era of the 1880-1913 “minerals economy”
boom, that saw American labor productivity rising faster than that of the other advanced industrial
countries and eventually surpassing the level of Britain, the former world leader. With the passing
of time, however, theimportance of theseinter-country differencesdeclined—for at | east six reasons:

First, technological progressreduced theunit labor input requirementsinthemineral mining,
gas, and oil industries both absolutely and relative to the costs of processing.

Second, mineral resources were discovered and developed in many parts of theworld where
their existence had remained unknown at the end of the nineteenth century, so costs of materials at
points of origin and use outside the United States would have tended to fall. Furthermore,
technological advance increased the commercial value of mineral resource deposits that previously
were neglected and added new metals and synthetic materials to the available range of primary
materials and agricultural products.

Third, petroleum came to be of increasing importance as asource of power for industry and
transportation and also as feedstock for the chemicals industry. This reduced the disadvantage to
Europe of its well-worked mines and the lack of coal resources in Japan.

Fourth, transportation costs both by land and sea declined markedly, which reduced the cost
advantages enjoyed by exporters of primary products in the further processing of such materials.

Fifth, crude materials came to be processed more elaborately and, on this account, primary
products became a smaller fraction of the final cost of finished goods.

Sixth, and finally, services in which the materials component is small have become more
important, compared with foods and manufactures in which the materials component is larger.

For all these reasons, differences in developed natural resource endowments have counted
for lessin recent decades than they had done earlier.
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Technological Congruence: Capital-Using and Scale-Intensive Technology

Thetechnol ogy that emerged in the nineteenth and that persisted into the early twentieth century was
not only resource-intensive, it was tangible capital-using and scale-dependent. Exploiting the
technical advances of the time demanded heavier use of machinery per worker, especially power-
driven machinery in ever more specialized forms. But it required operation on an ever-larger scale
to make the use of such expensive structures and equipment economical. Furthermore, it required
steam-powered transport by rail and ship, itself a capital-intensive and scale-intensive activity, to
assemble materials and to distribute the growing output to wider markets.?®

Tangiblecapital -using and scal e-dependent methods again offered atechnol ogical path along
which the American economy was drawn more strongly, and which American producers could
follow more easily than their European counterparts during the late nineteenth and early twentieth
centuries. The early sparse settlement of America’ s virgin lands and its abundant forest resources
made American wages relatively high and local labor supplies inelastic. And high wages in turn
encouraged the devel opment of the era’ s capital-intensive mechanical technologies. Americanland
abundance, and the level, unobstructed terrain of the Midwest and trans-Mississippi prairies,
especially was well suited to the extensive cultivation of grain and livestock under climatic and
topographical conditions very favorable to the mechanization of field operations. None of these
developments could be replicated on anything approaching the same comparative scale within
European agriculture at the time.

The heavy use of power-driven capital equipment was further supported by the relatively
large, rich, and homogeneous domestic market open to American firms. By 1870 the United States
aready had alarger aggregate domestic economy than any of its advanced competitors. By 1913 the
sizeof the American economy was almost two and one-half timesthat of the U.K. and threeand one-
half timesaslarge as France or Germany. America s per capita GDP a so topped the other industrial
nationsin 1913, exceeding that of the U.K. by 5 percent, France by 59 percent, and Germany by 38
percent.

These differences indicate the advantage that the United States enjoyed in markets for
automobiles and for the other new, relatively expensive durable goods, to which the techniques of
ascal e-dependent, capital-using technol ogy (like mass production) especially applied. The American
domestic market was both large and well unified by an extensive transportation network. Andit was
unified in other ways that Europe at the time could not match. The rapid settlement of the country
from a common cultural base in the Northeastern and Middle Atlantic seaboard closely
circumscribed any regional differences in language, legal systems, local legidation and popular
tastes. In fact, Americans sought consumer goods of unpretentious and functional design in

299 \ith some amendment, much of this section and the next follows the argument and evidence of several
earlier writers. See the references in the General Bibliography to Rosenberg (1980), Wright (1990), Nelson (1991),
David and Wright (1992), Nelson and Wright (1992), and previous work published individually and jointly by the
present writers.
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preference to products that tried to emulate the more differentiated, el aborate, and custom-finished
look of the old European luxury crafts. Thistaste structure, which was commented on repeatedly at
international expositions where American manufactures were displayed alongside the top-quality
wares of the Europeans, owed much to the spirit of democratic egalitarianism that prevailed over
large sections of American society and to the young nation’ s freedom from a heritage of feudal and
aristocratic traditions and aesthetic values. It fostered the entrepreneurial strategy of catering to and
actively creating large markets for the standardized products of large-scale production.

The American development of mass production methods was also encouraged by the
country’ s higher and morewidely diffused incomes, which supported an ample domestic market for
the new metals-based durable goods. By contrast, Europe's lower and less equally distributed
incomes initially restricted the market for such goods to its well-to-do classes, for whom
standardized commodities had |ess appeal in any event, and thereby delayed the full application of
American mass production methods.

Y et, with the passage of time these American advantages gradually waned inimportance. As
aggregate output expanded in Europe, the markets for more industries and products approached the
scale required for most efficient production, with plants embodying technologies that had been
devel oped to suit American conditions. Furthermore, thedeclinein transportation costsand themore
liberal regime of international trade and finance that emerged between 1880 and 1913 encouraged
producersto useinternational marketsto achievethescalerequired. From 1870to 1913, theaverage
growth rate of exportsin continental Europe was 43 percent greater than GDP growth.?® Of course,
therewasastill greater expansion of trade during the 1950sand 1960s, when the growth of European
exports exceeded the growth of their collective GDP (both in constant prices) by 89 percent. Inthis
era, rising per capita incomes also helped assure that scale requirements in the newer mass-
production industries producing consumer and producer durableswould be satisfied for awidening
range of commodities. As larger domestic and foreign markets appeared, laggard countries could
begin to switch in athoroughgoing way to exploit the capital-using and scal e-dependent techniques
aready explored by the United States. This was a path toward catch-up that would prove to be
especially important after World War |1, even though it had begun to be followed by some large
industrial enterprisesin Europe and Japan during the interwar period.?*

Still another significant cause of the declinein American advantage was agradual alteration
inthe nature of technological progressitself. AsPart Two hasshown, theformer biasinthedirection
of tangiblereproducible capital-using, scal e-dependent innovations becamel ess pronounced toward
the end of the nineteenth century. And in the new century, the direction of innovation, drivenin part

210 See Angus Maddison, Dynamic Forces of Capitalist Development, Oxford: Oxford University Press,
1991: Tables 3.2 and 3.15.

211 See Edward F. Denison, Why Growth Rates Differ, Washi ngton, D.C: The Brookings Institution, 1967,
Ch.17; Edward F. Denison and William Chung, How Japan’s Economy Grew So Fast, Washington, D. C.: The

Brookings Ingtitution, 1976: Ch.10.
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by the advance of science, began to favor investment in /ntangibl/eassets. In short, the new bias of
technological and organizational progress tended to raise the rate of return on investment in the
discovery and development of more advanced technology and in the creation of the more highly
educated workforce and citizenry needed to make use of it.

These were trends with global dimensions. Europe and Japan exhibited them though with
somelag. But it wasonly with thereturn of peaceafter World War 11 that those soci eties commenced
rapidly to apply techniques that previously had been developed and exploited by American firms.
In doing so, they positioned themselves to soon be able to keep pace with, and, indeed, contribute
to the further extension of those globally shared technological trajectories contemporaneoudly.

Socia Capability

Even in the later nineteenth century, al of the presently advanced group had certain similar
features. 2 All had substantially independent national governments at least asearly as1871. Broadly
speaking, all the countries except Japan shared much of the older culture of Western Europe. Most
important, all the countries, again excepting Japan, have lived during the entire period under
basicaly stable economic constitutions that provide for a system operated mainly by business
enterprises coordinated by markets for goods, labor, capital, and land. In Japan, athough a middle
classof merchantshad arisen even under the Shogunate, the country retained much of itsolder feudal
character until the Meiji Restoration of 1868. Thereafter, however, it was rapidly transformed, and
by the turn of the century had established its own form of private enterprise, market economy.**®

Beyond their economic constitutions, however, noteworthy differencesworked toimpair the
ability of European countries to catch up to the United States during the late nineteenth and early
twentieth centuries. Nineteenth-century America presented a contrast with Western Europe in its
social structure, its peopl€e’s outlook, and their standards of behavior. In America, plentiful land
offered a widespread opportunity to achieve a satisfactory income by the standards of the time. It
fostered arelatively equal distribution of income and wealth and an egalitarian spirit. America's
Puritan strain in religion tolerated and even encouraged the pursuit of wealth. The older European
class structure and feeling did not survive America swider dispersion of property and opportunity.
Americansjudged each other morelargely on merit, and, lacking other signsof merit, wealth became
the main badge of distinction. America's social and economic circumstances encouraged effort,
saving, and enterprise and gave trade and the commercial life in general a status as high or higher
than that of other occupations.

Whilethe socia background of economic lifein the countries of nineteenth-century Europe
was of course not uniform, there were certain commonalities in their divergence from American

212 5ee Endnote 2 to Part Three.

213 See, e.g., Henry Rosovsky, Capital Formation in Japan, 1868-1940, New Y ork: The Free Press, 1961;
Ohkawa and Rosovsky, Japanese Economic Growth, 1972.
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conditions of thetime. In all the European countries, atraditional class structure—which separated
anobility and gentry from the peasantry, the tradesmen, and an expanding middle class—survived
into the nineteenth century. Social distinction rested more on birth and the class statusit conveyed
than onwealth. Insofar associal distinction did turn on wealth, inherited weal th and income counted
for morethan earned income or theweal th gained by commerce, and landed weal th stood higher than
financial wealth and still higher than industrial or commercial. The middle class who aspired to
membership in the gentry or nobility bought rural seats and adopted upper-class standards of
conspicuous consumption. In short, the social order of Western Europe diluted the characteristic
American preoccupation with material success.

These differences in the bases of social distinction — and therefore in the priority assigned
to economic attainment — influenced many kinds of behavior that matter for productivity growth.
They shaped the occupational choices of both the European gentry and bourgeoisie. When family
income was adequate, sonswere pointed towards the occupations that the upper classesregarded as
gentlemanly or honorific: themilitary, thecivil service, thechurchand, well behind, the professions.
Even in the sphere of business, finance held pride of place, all to the detriment of commerce and
industry.

In Europe, arelated tradition from pre-industrial times influenced education in a way that
reinforced these preexisting patterns of occupational choice. The curriculain the secondary schools
continued to emphasize the time-honored subjects of the classics and mathematics; the faculties of
Europe’s ancient and most prestigious universities dwelt upon these and also theology, law, and
medicine. Throughout Europe, university curricula emphasized what was regarded as proper for
gentlemen destined for the clergy, thecivil service, and theliberal professions.?* Although training
in engineering did win aplacefor itself in both France and Germany early in the nineteenth century,
its character in both countries was theoretical, concerned with preparing an elite cadre of engineer-
candidates to serve the state in administrative and regulatory capacities. In contrast, by the late
nineteenth century, engineering schoolsin Americaclearly had evolved amore practical, commercial
and industrial bent.

The striving for honorific status also hel ped to limit the size of firms because familieswere
eager to confine ownership and control withinthecircleof closekin. Moreover aristocratic standards
of quality andindividuality in consumptionworkedtoinhibit the devel opment of standardized goods
and mass production, and they supported an extreme fragmentation of retail trade. Similarly, a
business ethosthat can be traced back to the medieval guilds discouraged aggressiveinnovation and
price competition in favor of maintaining a high standard of quality in traditional product lines. In
some countries too — England is a prominent example — class feeling delayed the spread of mass
education even at the primary level.

214 See, e.g., Alexis De Tocqueville, Democracy in America, vol. 11, 1840, (Reprint, New Y ork: Vintage
Books, 1945: First Book, Ch. X.
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Neither social structure nor outlook, however, remained frozen in their nineteenth-century
forms. As economic development proceeded, the social status and political power of European
business rose. The occupational targets of middle-class youth gradually shifted. Business and the
pursuit of wealth as a road to social distinction (as well as material satisfaction) became more
appealing. Entrepreneurs became more familiar with public corporations, more receptive to outside
capital as a vehicle for expansion, and more experienced in the organization, finance, and
administration of large-scale business. The small, speciaized retail shop retained much of its old
importanceinto the 1930s. But after World War 11, thebig, fixed-price chain storesexpanded beyond
the beachhead that companies such as Woolworth, and Marks and Spencer, previously had
established in Britain. The American-style supermarket, aided by the automobile and the home
refrigerator, began to transform European retail food distribution.

The timing of this change around World War 11 is not accidental; the war itself had a
profound impact on social structure and outlook. In the aftermath of the war, great steps were taken
to democratize education. State-supported secondary schooling and universities were rapidly
expanded, literally hundreds of new university campuses were constructed and staffed, and public
support for the maintenance of university students wasinitiated. For virtually all the new students,
careers in industry, trade, banking, and finance became the mecca, not the traditional honorific
occupations. In France, even the polytechniciensjoined industrial firms. Curricula were modified
tofitthemore practical concernsof this much-expanded student population. Schools of engineering
and business administration were founded or enlarged. Even Britain, the perennia laggard in
educational reform, responded by opening its new system of comprehensive secondary schoolsand
its new redbrick universities and polytechnical colleges.

The most important change of outlook wasin the public attitude towards economic growth
itself. In thefirst half of the century, and particularly in the interwar years, the major concerns had
been income distribution, trade protection, and unemployment. After the war, it was growth that
gripped peopl€e’ s imagination, and growth became the premier goal of public policy. Throughout
Europe and in Japan, programs of public investment were undertaken to modernize and expand the
infrastructure of roads, harbors, railroads, electric power and communications. The demand for
output and employment was supported by monetary and fiscal policy. The supply of labor was
enlarged by opening bordersto immigrants and guest workers. Productivity growth was pursued by
enlarging mass and technical education, by encouraging R& D, and by state support for large-scale
firmsin newer lines of industry. The expansion of international trade, with al its significance for
industrial specialization, the equalization of factor prices and the transmission of technology, was
promoted by successive Genera Agreement on Tariffs and Trade (GATT) rounds, and by the
organization of the Common Market and the European Free Trade Association (EFTA).

We hold, therefore, that many features of European (and Japanese) social structure and
outlook had tended to delay catch-up in the nineteenth century. But these inhibitions weakened in
the early twentieth century, and, in the new social and political milieu of postwar reconstruction,
crumbled altogether. In the aftermath of World War 11, these developments joined to reinforce the
vigorous catch-up processthat had been rel eased by the new concordance between the requirements
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of the forms of technology and organization that had appeared in America and the economic
characteristics that now obtained in Western Europe and Japan.

Conditions Promoting the Realization of Potential

Following the severe disturbance of production and commerce caused by two world conflicts, the
post-World War | barriers to commerce, and by the Great Depression, the return of peacein 1945
proved the beginning of atime when advances in technology and better political policy supported
the rapid realization of potentia growth.

New conditions favored the diffusion of technology. Transport, communications, and travel
becamefaster and cheaper. Multinational corporate operations expanded, creating new channelsfor
the international transfer of technology, management practices, and modes of conducting R&D.
Heavier investment in R&D was encouraged by a closer connection between basic science and
technological applications, while the open, international character of much of the basic science
research community fostered the rapid dissemination of information about new and more powerful
research techniques and instruments that were equally applicable for the purposes pursued in
corporate R& D laboratories.

Industry was able to satisfy a growing demand for labor without creating the tight labor
markets that might otherwise have driven up wages unduly and promoted price inflation. Some key
factors here were that unions had been weakened by war, unprecedentedly rapid labor productivity
growth in agriculture was freeing up workers from that sector, and Europe’ s borders were opened
wider to immigrants and guest workers. U.S. immigration restrictions themselves helped to create
more flexible labor-market conditions in Europe.

Governmental policiesat both thenational and international |evelsfavoredinvestment, trade,
and the spread of technology. The dollar-exchange standard established at Bretton Woods, together
with U.S. monetary and fiscal policy and U.S. capital exports, overcametheinitial concentration of
gold and other monetary reserves in this country. They sustained a chronic American bal ance-of-
payments deficit that redistributed reserves and ensured an adequate growth of money supply
throughout the industrialized world.

These and other matters that bear on the factors supporting “realization” in the post-World
War |l eradeserve more ample description and discussion, which one of us sought to provide on an
earlier occasion.”® We must confine this section largely to the elements of a changing potential for
rapid growth by productivity catch-up. Nonetheless, it isimportant to remember that the rapid and
systematic productivity convergence of the postwar yearsrested on afortunate historical conjuncture

215 For further discussion, see Moses Abramovitz, * Rapid growth potential and its realization: the
experience of capitalist economiesin the postwar period,” in Economic Growth and Resources, vol.1, The Major
I ssues, Edmond Malinvaud, Ed., London: Macmillan Co., 1979. [Reprinted in Moses Abramovitz, Thinking About
Growth, New Y ork: Cambridge University Press, 1989: Ch. 6.
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of strong potential for catching-up with the emergence of international and domestic economic
conditions that supported its rapid realization.

Many of the elements forming that conjuncture have now weakened or disappeared; most
plainly thelarge productivity gapsthat had separated |aggardsfrom theleader have now becomevery
much smaller. The break-up of that favorable constellation of forces has slowed both the rate of
catch-up and of convergence within the group of advanced countries. The great opportunities for
rapid growth by modernization now belong to the nations of Eastern Europe, South and Southeast
Asia, and Latin America— providedthey can overcome the deep-rooted political obstacles and the
constraints imposed by their still-deficient levels of socia capability.

Among the presently advanced capitalist nations, the question is whether the present
substantial equality in productivity levelswill long persist. Will anew bend in the path of technical
advance again create a condition of superior technological congruence and social capability for one
country? Or will conditions that support the diffusion and application of technical knowledge
become even morefavorable? And will technol ogy continueto pose demandsfor political and social
readjustment and rehabilitation that many countriescan meet? For theforeseeablefuture, convergent
tendencies appear to be dominant. But thefull potential of the still-emergent age of information and
communication and biologica and biomedical progressis yet to be revealed. The industrialization
of the huge populations of South and Southeast Asia may change the worlds of industry and
commerce in ways that are now still hidden.
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Afterword: TheU.S. Historical Experience and Growth Theory, Old and New

The broad perspective presented here is one that long has informed our collaborative writings on
American economic history (and also some of the separately authored works that were devel oped
in the context of that collaboration).?® It isaview that until very recently has remained unorthodox
from the vantage point of growth-theorists working within the standard neoclassical tradition. Y et,
it will have been seen aso to diverge in some important regards from the characteristic points of
emphasisin the literature devoted to “new growth theory.”

Of course, thisinterpretation is fully in sympathy with the emphasis lately being given (by
economistsin quest of wholly endogenous models of long-term growth) to the role of advancesin
knowledge flowing from investments in organized research and product development; no lesswith
the renewed attention to the dynamics of specialization and division of labor, and the latter’'s
connections with the realization at the macroeconomic level of economies of scale and scope
deriving from access to widened markets.?” While those themes certainly do figureimportantly in
the present narrative, its subscription to some distinctive features of the applied macroeconomics
literatureinspired by “new growth theory” remains decidedly qualified. Several reasonsfor holding
to “adifferent view” may now be indicated, by way of a conclusion.

To begin with, brief mention should be made of atechnical matter that is perhaps of greater
interest for time-seriesanalyststhan for most readers of descriptive economic history. Nevertheless,
it concernsthekey notion in our interpretative parables of successive capital-deepening “traverses’
that wereinitiated by non-neutral technol ogical and organizational innovations. Underlying that part
of the discourse is an assumption of local dynamic stability, and of consequent convergence to the
next steady-state growth path in the historical sequence.

218 | n addition to joint publications by Abramovitz and David cited in the text and notes above, see Moses
Abramovitz and Paul A. David, “Economic Bases of the Risein Labor Quality,” Ch. 8 of Economic Growth in the

US Appendix 8-B, Unpublished M S, Stanford University, 1968; Part Three above; also, Moses Abramovitz,
“Resource and Output Trends in the United States since 1870,” in Thinking about Growth, and Other Essays on
Economic Growth and Welfare, New Y ork: Cambridge University Press, 1989; Moses Abramovitz, “The Search for
the Sources of Growth: Areas of Ignorance, Old and New,” (Presidential Address), Journal of Economic History,
53(2), June 1993, n. 21; David (1975), Ch.1; Paul A. David, “Invention and Accumulation in America’s Economic
Growth: A Nineteenth Century Parable,” in International Organization, National Policies and Economic
Development, a supplement to the Journal of Monetary Economics, vol. 6, 1977, pp. 179-228.

27 See, e.g., Robert E. Lucas Jr., “On the Mechanics of Economic Development,” Journal of Monetary
Economics, 22(3), June 1988, pp. 3-42; Paul M. Romer, “Increasing Returns and Long-run Growth,” Journal of
Political Economy, 98(5, part 2), October 1986, S71-S102; Paul M. Romer, “Endogenous Technological Change,”
Journal of Political Economy, 98(5), October 1990: pp. S71-S102; P. Aghion and P. Howitt, “A Model of Growth
Through Crative Destruction,” Econometrica, 60, 1992, pp. 323-51; Elhanan Helpman (ed.), General Purpose
Technologies and Economic Growth, Cambridge, MA: MIT Press, 1998. See also Steven N. Durlauf and Danny T.
Quah, “The New Empirics of Economic Growth,” Santa Fe I nstitute Economics Research Program Working Paper,
1998, for careful discussion of the empirical implications of this literature, and an examination of the international
comparative data relating to the post-World War |1 era.
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That, however, is directly at variance with the spirit of the "new growth" models which
endogenize all the proximate sources of rising labor productivity, including the growth of
knowledge, and thereby escape the constraints of diminishing marginal returnsto capital formation.
Such models carry the theoretical implication that their dynamic behavior is not convergernt. The
empirica plausibility of adopting our analytical framework is therefore intimately related to the
econometric question of the existence or non-existence of unit roots, and other statistical indicators
of the persistence of shocksin the extended historical record of aggregate production.

M acroeconomi c time-seriesanal ystshave been much occupied | ately with thelatter question.
From some of their morerecent finding for the U.S. over the period 1870-1990 it appearsthat within
secular epochs that can be distinguished by major trend breaks, the empirical relevance of unit root
hypothesiscan berejected by econometrictests. In other words, within theidentified epochs—whose
durations are of the same order as the “Long Periods’ that figure in our account — the dynamic
process at the macro level therefore may be treated as essentially convergent.® This lends at least
ameasure of technical statistical support for the assumptions that are embraced implicitly by the
particular styleof growth-theoretic parablethat wefind, on other countsaswell, to have considerable
heuristic value in interpreting of the American economy’s long-term performance.

The next point on which we need to qualify the clams of the “new growth theory” to
historical relevance concerns the differentiation between the successive American “traverses,” a
matter that has been central inthe argument of the preceding pages. Any pretensionsthat the popular
formulations of endogenous growth theory might possessempirical validity of ahistorically general
and universally valid sort, ssmply failsto find support in the American experience. In particular, the
key rolein raising labor productivity and per capitareal income that is now accorded to /ricreases
in average educational attainment and the growth of human capital -intensity more broadly, cannot
be squared with the quantitative picture of U.S. economic progress throughout much of the
nineteenth century. Maintenance of a high level of literacy in important sections of the population
may have had agood bit to do with establishing a growth path characterized by high levels of |abor

218 Seg, e.g., thework of C. D. Romer, “The Pre-War Business Cycle Reconsidered: New Estimates of
GNP, 1869-1908,” Journal of Palitical Economy, 97, 1989, pp. 1-25, and other contributions reviewed in D.
Greadey and L. Oxley, “Explaining the United States' Industrial Growth, 1860-1991,” Bulletin of Economic
Research, 48, 1996b, pp. 65-82. The latter report on their own analysis of the annual industrial production series for
the U.S. from the 1860s onwards, derived from W.G. Nutter's series (Growth of Industrial Production in the Soviet
Union, Princeton, NJ: Princeton University Press for the NBER) based on the Frickey index, which they spliced with
the Federal Reserve index of industrial production in 1919. When dummy variables are introduced to allow for
structural discontinuities affecting the trend, significant "breaks" are found c. 1901 and ¢.1973, the former being the
most pronounced. If that is treated as exogenous, Greasley and Oxley's (1996) statistical tests reject the existence of
aunit root in U.S. industrial production. They point out that C. R. Nelson and C. I. Prosser's (“ Trends and Random
Walksin Economic Time Series,” Journal of Monetary Economics, 10, 1982, pp. 139-162) contrary finding of
"difference stationarity" in the U.S. industrial production data for the century preceding 1965 was based on an
analysis that assumed trend stationarity. These findings are thus broadly consistent with the interpretation here, for
we contend that the 1890-1905 era marked a watershed between two structurally distinct epochs of U.S.
macroeconomic growth, and implicitly assume that convergent traverses were underway during the more extended
periods before and following that interval, i.e., ¢.1835-¢.1890, and ¢.1905-c.1989.
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productivity and per capita consumption. But, that says nothing directly about education's
contributions to a faster rate of growth in economic well-being. Furthermore, quite a number of
studies of the nature of schooling and the extension of basic literacy and numeracy in antebellum
America have raised substantial doubts about the immediate relevance of the cognitive content of
education to the processes through which the productivity of the workforce was being enhanced in
that era.**° By comparison, the accumulation of workpl ace experience appears to have been amore
important determinant of differential earnings rates.*

Continuing further in this vein, it would seem that there is a greater measure of empirical
support —from detailed studies of the transformation of industrial technology at the plant and firm
level during the nineteenth century —for putting major emphasi s upon | earning-by-doing asasource
of increasing industrial efficiency. This, it might be recalled was the main message imparted by the
pioneering economic growth literature on endogenous sources of technol ogical advance, longbefore

219 On the consi stency of this view with evaluations of the role of human capital formation through formal
education in the industrial revolution in Britain, see Peter Mathias, The First Industrial Nation, London: Methuen,
1984. On the relevance of the cognitive content of the formal school curriculain the US during the nineteenth
century, see e.g., Albert Fishlow, “The American Common School Revival, Fact or Fancy?’ in Henry Rosovsky
(ed.), Industrialization in Two Systems, New Y ork: John Wiley and Sons, 1966; on nineteenth-century investment in
education see Albert Fishlow, “Levels of Nineteenth Century American Investment in Education,” reprinted in Fogel
and Engerman (eds.), The Reinterpretation of American Economic History, 1971, pp. 265-73. Journal of Economic
History, 1966: pp. 418-36; on education, “socialization” of the work force, and factory discipline in mid-century, see
A. J. Field, “Educational Expansion in Mid-Nineteenth Century Massachusetts: Human Capital Formation or
Structural Reinforcement?’ Harvard Educational Review,46(4), November 1976; A.J. Field, “Economic and
Demographic Determinants of Educational Commitment: Massachusetts, 1855,” Journal of Economic History, 39(2),
June 1979, pp. 439-59. For quantitative studies showing the absence of strong, or even weak statistically significant
education-associated wage differences among manufacturing employees in northern and southern cotton textile mills
in the nineteenth century, see Harold S. Luft, “New England Textile Labor in the 1840s: from Y ankee Farmgirl to
Irish Immigrant,” Harvard Business School, unpublished working paper, 1971; Thomas Dublin, Women at Work:
The Transformation of Work and Community in Lowell, Massachusetts, 1826-1860, New Y ork: Columbia
University Press; Cathy McHugh, Mill Family: The L abor System in the Southern Cotton Textile |ndustry, 1880-
1915, New York: Oxford University Press, 1988. But see also, Susan A. Matthies, Useful Children: An Economic
Study of Child Workersin the Cotton Textile Industry, 1900-1910, Unpublished Ph.D. Dissertation, Stanford
University, 1991, Ch.5, for findings of positive schooling effects on earnings rates among child workersin the
southern states, and northern states (separately), early in the twentieth century.

220 |y addition to the qualitative indications, there is also some econometric evidence pointing to the
significant role of experience-based "learning-by-doing" among the microeconomic sources of rising labor
productivity, and real earnings rates reflecting the accumulation of individual worker experience, particularly in
textiles manufacturing. See, e.g., Paul A. David,"Learning by doing and tariff protection: a reconsideration of the
case of the United States cotton textile industry,” Journal of Economic History, 30(3), September 1970; Paul A.
David, "The Use and Abuse of Prior Information in Econometric History, A Rejoinder to Professor Williamson on
the Antebellum Cotton Textile Industry,” Journal of Economic History, vol. 32 (3), September 1972, pp. 706-727;
Paul A. David, "The ‘Horndall Effect’ in Lowell, 1834-1856: A Short-Run Learning Curve for Integrated Cotton
Textile Mills,"_Explorations in Economic History, vol. 10 (2), Winter 1973, pp. 131-150. Significant experience
effects on differential worker earnings are reported for the cotton textile industry by Luft, “New England Textile
Labor,”(1971), McHugh, Mill Family (1988), and Matthies, Useful Children (1991).
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the current popularity of mathematical models of “endogenous growth.”??* More recently, Gavin
Wright (1998) has elaborated the idea of learning-by-doing in socia network environments, and
argued that the formation and transmission of particular design traditions, and characteristic
approaches in industrial and mineral engineering, constituted a “social learning process’ that was
national in its scope, and which, by the early twentieth century, had created atechnological culture
that was distinctively American.??

Considering the matter from the perspective of the nineteenth century U.S. economy, then,
the particular mechanisms seen by "new growth theory" as driving the process of productivity
improvement and rising real per capitaincome appear at best to have very little explanatory power.
Perhaps not surprisingly, this assessment accords with the overall judgement reached by N. F. R.
Crafts (1993) evaluation of these endogenous growth models’ relevancein accounting for Britain's
growth experience during the epoch of the Industrial Revolution.

But what of the more recent past, the modern experiences of the U.S. and other already
advanced industrial societies, experiences that are more likely to have informed the “new” growth
theory? Here the previoudy noted qualifications are no longer appropriate. The emphasis accorded
to intangible capital formation through education, and investment in organized R&D certainly is
warranted, as is the insistence that the mobilization of resources for those purposes has been at it
base a response to perceived economic payoffs. But the need to register some other qualifications
remains. Among these we should note doubts regarding the implicit, and sometimes explicitly

221 A, Alchian, “Reliabil ity of Progress Curvesin Airframe Production,” Econometrica, xxxi (October
1963), pp. 679-73; Kenneth J. Arrow, “The Economic Implications of Learning by Doing,” Review of Economic
Studies, 29(2), 1962; Robert M. Solow, “Investment and Technical Progress,” in K.J. Arrow et a. (Eds.),
M athematical Methods in the Social Sciences, 1959, Stanford: Stanford University Press, pp. 89-104, 1960; Robert
M. Solow, “Perspectives on Growth Theory,” Journal of Economic Perspectives, 8(1), Winter 1994, pp. 45-54 are
classics among the more theoretical contributionsin this vein. In addition to much richly detailed descriptive material
in standard historical sources for the period, such as Clark (1929) and Kirkland (1955), a number of econometric
findings identifying "learning effects" in integrated cotton textile production (power spinning and weaving mills),
mechanized shoe factories, and blast furnace and rolling mill operations, may be mentioned in this regard. See Paul
A. David,"Labour Productivity in English Agriculture1850-1914: Some Quantitative Evidence of Regional
Differences," Economic History Review, vol. 23 (3), December 1970, pp. 504-514; Paul A. David, Technical
Choice, Innovation and Economic Growth: Essays on American and British Experience in the Nineteenth Century,
Cambridge and New Y ork: Cambridge University Press, 1975, Chs. 1, 4. (Second Edition forthcoming in Fall 1999
from Cambridge University Press); Peter Berck, “Hard Driving and Efficiency: Iron Production in 1890,” Journal of
Economic History, 38(4), December 1978, pp. 879-900, and Ross Thompson, The Path to Mechanized Shoe

Production in the US, Chapel Hill: University of North Carolina Press, 1989.

222 This view is not unrelated to the theme of American economic exceptionalism having contributed to
shaping technology in ways that were “congruent” with national market characteristics and resource endowments that
were not replicated el sewhere during the nineteenth and early twentieth centuries. See Moses Abramovitz and Paul
A. David, “Convergence and Deferred Catch-Up: Productivity Leadership and the Waning of American
Exceptionalism,” Ch. 2 of Ralph Landau, Timothy Taylor and Gavin Wright (eds.), The Mosaic of Economic
Growth, Stanford, CA: Stanford University Press, 1997.
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formalized assumption that there exists a global stock of technologically relevant knowledge, the
pace of additions to which remain highly elastic to the input of national research efforts.

Studies of the determinant of company investment in R&D in the post-World War 1l era
repeatedly have pointed to the importance of "science-based opportunities’ aswell asto conditions
affecting private appropriability of economic returnsin affecting the pattern of research intensities
acrossindustrial sectors. But what theseinvestigationsof inter-industry differencesal soreveal isthat
where the positive statistical association between high ratios of R& D to sales and the growth rate
of input efficiency emerges, the latter islargely accounted for by the indicators of strong "science-
based opportunities."?? In other words, whereas the burden of the macroeconomic formulations of
the "new growth theory" has been to tell usthat rapid technological advances can be endogenously
generated by the investment of resources in R& D which does not encounter diminishing marginal
returns, theavailableindicationsat theindustrial and line-of-businesslevel suggest that thisismore
true of the long-run than it isover the near term; "opportunities’ for profitableinvestment are more
constrained by the slow, incrementally transformed and path-dependent state of the existing
fundamental scientific and engineering knowledge-base.

Furthermore, the growth of that knowledge-base, although surely substantially subject to
economic forces over the long run, cannot usefully be portrayed —asit isin many formal models of
the “new” genre — as being determined "endogenously” by the behaviors of individual agents and
organizations working wholly within the context of a particular, informationally insulated (and
isolated) national economy. It is, rather, a construction of the larger international systems of
knowledge generation and dissemination, to which public and privately-funded research activities
taking place under avariety of economic and political conditions have been contributors. This may
pose amore daunting challenge than the new growth theory has accepted thusfar. Y et, for somelong
time the way forward in theorizing about economic growth has tended to lie along the trail blazed,
however roughly, by students of quantitative economic history. It would seem fruitful to continue
further along that path by explicitly modeling the interactions among the knowledge-intensive
economies.

Lastly, we come to a point on which the perspectives of “new” and “neoclassical” growth
theorists tend to coincide, namely, in the undertaking to apportion responsibility for the growth of
an economy’s productive capacity among distinct contributory factors, or “proximate sources of
growth.” Taken at facevalueasan exercisein“growth accounting” thereisnothinginthisenterprise
towhich one could object in principle (the accuracy of the assumptions underlying the measurement
proceduresemployed isanother matter, to besure). Y et thereis something vaguely self-contradictory
about emphasizing the importance of seeing all aspects of the growth process — technological

223 See e.g., F.M. Scherer, “Firm Size, Market Structure, Opportunity, and the Output of Patented
Inventions,” in Innovation and Growth, Cambridge MA: The MIT Press, 1984, Chap. 9; Richard R. Nelson and
Edward N. Wolff “Factors Behind Cross-Industry Differencesin Technical Progress,” NY U Economics Department
working paper, 1996.
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innovation included — as “endogenous’ economic processes, while carrying out calculations that
seemingly accept the standard accounting approach as an informative explanatory framework.

Such clarity asthe latter are able to achieve by assigning quantitative measures of absolute
and relative “importance” to the various sources of the growth of real output (whether on an
aggregate or a per capitabasis) derivesin reality from the growth accountant’ s willingness to hew
to aparticularly ssimplified view of the workings of the economy: namely, to treat the identified set
of “proximate sources’ asthough they operated quite independently of one another. That procedure
rests on notions of the “neutrality of innovation” as constituting the typical state of affairs. By
contrast, we have sought to put those notionsfirmly asidein favor of amorethroughly “endogenous’
interpretation of U.S. macroeconomic history, one that recognizes the shifting complex of forces
which continue to make novelty and structural change the essence of long-term economic progress.
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ENDNOTES
I. Endnotesfor Part One

1. Our table of growth rates across “long periods’ is constructed by calculating wei ghted averages of growth rates that
combine long swing intervals during which growth was slow with those of the following long swing intervals when
growth was more rapid. We regard the second swing of each pair as, in part, arebound from the first. We might at the
same time have cal cul ated averages that combine long swings of rapid growth with following periods of slower growth.
The “relapse” case for such combinations, however, is weaker. In business cycles, for example, there is a strong
correlation between the severity of contractions and the strength of subsequent recoveries, but not the reverse. In any
case, acomparison of our long-period serieswith atwo-period moving average of growth ratesacrosslong swingsyields
the very same picture of along accel eration beginning with the second half of the nineteenth century and continuing into
thelong-swing interval following World War 1. Thereisonly this difference between our series of long-period growth
ratesin column (2) of the following table and the moving-average seriesin column (5). With our procedure, the severe
slowdown of the last quarter-century stands out clearly. In the moving-average series, the slowdown is hidden in an
average of the growth rate from 1946 to 1966 with that from 1966 to 1989. We prefer our procedure.

Real Private GDP per Manhour: Growth Rates Across Alternative Periods

Long-Swing Intervalst Long Periods? Two-period M oving
Average Long-Swing I ntervals®

I. Nineteenth Century

1800-35 0.41

1835-55 0.366 1800-55 0.39 1800-55 0.39

1855-71 0.14 1835-71 0.27

1871-90 184 1855-90 1.06 1855-90 1.06

1890-1905 1.36 1871-1905 1.63

1905-27 2.45 1890-1927 2.01 1890-1927 2.01
Il. Twentieth Century

1890-1905 1.93

1905-27 2.05 1890-1927 2.00 1890-1927 2.00

1929-48 1.96 1905-48 2.01

1948-66 311 1929-66 2.52 1929-66 2.52

1966-89 1.23 1966-89 1.23 1948-89 2.05

11800-35 and 1835-55 calculated from GDP per capitafrom David (1996). Table 7, Frame B, together with Population
Growth from Historical Statisticsand Full-time equivalent manhours from David (1996) Table 2.1. 1800-55 and 1855-
1989 from Table IlA, above.

From Table |1 above.

SCalculated from Caol. (1) in thistable.
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2. Professor Solow, however, was not thefirst to attempt measures of crude TFP; priority belongsto Jan Tinbergen who
published hisresultsin 1942 in an article little noticed until yearslater. He was followed by otherswho studied TFP in
the aggregate economy: Fabricant in 1954 and one of the present writers, Abramovitz, in 1956. Both Fabricant and
Abramovitz depended on methods and data worked out by John Kendrick, whose great book on productivity trends
appeared in 1961. Meanwhile still others made similar studies confined to manufacturing or agriculture. Zvi Griliches
“TheDiscovery of the Residual: A Historical Note”, Journal of Econ. Literature, xxxiv, No. 3 (Sept. 1996), 1324-30 may
be consulted for a compact historical note on the discovery of the residual.

3. A major assumptionisthat the returnsto the factors of production do not vary with the scale of the economy, provided
that factor proportions are constant. Insofar as there really are returns to scale, the factor shares used as weightsin the
formulawill not exhaust the product, and the gains from economies of scale thus neglected in the contributions of the
factors will then form part of the TFP residual along with the gains from the advance of knowledge proper and other
unmeasured Ssources.

4. These observations suggest that the shift from an erawhen tangible capital accumulation wasthe major source of labor
productivity growth to one when total factor productivity growth became dominant took place around the turn of the
century. Thisconclusion, however, depends on the definition of “long periods’ onwhich Table |V isbased. Those who
prefer instead to look at the measures across*“long swing intervals’ in Table IV A might reach adifferent conclusion and
place the change a generation earlier in the long-swing interval, 1871-90.

We reject that view. We do not see the negative figure for TFP in the period spanning the Civil War as a
measure of thelong-term forces shaping the economy. Weregard it rather asan index of the cost of the war itself, which
includes not only its physical destruction, commercial disruption and inflationary finance, but also the costs of its
aftermath, of demobilization, disinflation and Southern Reconstruction.

Theperiod that followed (1871-90) saw a sharp rebound from these di sturbances in which many developments
took place that except for the War might have begun earlier and been carried out more slowly. The decades following
1870 saw the extension of the railway net, the resumption of westward expansion, a large increase in immigration and
the reorganization of corporate scal e and structure to take advantage of the emerging potential of technological progress
and the economies of the country's growing scale — all of which was, in part, the more concentrated exploitation of a
backlog of opportunity that had accumulated during the years of war and financial and commercial disruption. So we
think that the combination of the two subperiodsasin Table 1V isauseful way to depict the underlying trend of growth
and its sources.

The changes in the growth rate of the aggregate capital stock — as distinct from the growth of capital per
manhour —is part of the same story. Between 1835 to 1855 and 1855 to 1871, the growth rate of the aggregate capital
stock fell by 19 percent. As aresult, the average age of the capital stock would have risen, and since most innovations
in technology must be embodied in tangible capital, the pace at which new knowledge is actually incorporated into
production would have been reduced. The low level of TFP growth in the period crossing the Civil War is due in part
to theimpact of the War and its aftermath on the rate of capital formation. Then between 1871 and 1890, the growth rate
of the capital stock speeded up — by 32 percent —with the effect of reducing the average age of the stock, increasing the
rate of incorporation of new knowledge into production and raising the growth rate of TFP. There is an analogous
development later during the long-swing intervals 1929-48 and 1948-66. In that case, we estimate that this “vintage
effect” was responsible for 30 percent of the acceleration of Labor Productivity growth between the two periods. This
is probably alower bound. The effect may have been greater. See the discussion in the Appendix note on the vintage
effect below.

5. Various studies have used these methods with different degrees of refinement. Edward Denison’ s estimates, on which
we rely for the years from 1890 to 1966, follow the methods just outlined. Denison, however, tried to make some
allowancefor worker characteristics generally correl ated with schooling but not in themsel ves attributabl e to education,
e.g. 1Q and parents’ income and education. Such statistics as he could bring to bear suggested some 15 to 20 percent of
differences in earnings between levels of education are, in fact, due to these correlates of education. He adjusted his
weighting scheme accordingly and, of course, reached a smaller estimate of the contribution of education than he
otherwise would have done.
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The estimates of the BLS on which we rely for the years since 1966 are made by methods more refined than
Denison’ sin somerespects. The BL S classifiesmanhours, not by age, but by “ experience,” that isby the number of years
inemployment after theend of formal schooling. Moreimportant, it classifiesmanhoursinto age-sex-education cellsand
weights the hours in each such joint cell according to the average earnings of workers who share the same three
characteristics. The interactions among the three are thereby taken into account.

6. Over the years between 1925 and 1989, the constant cost val ue (1987%) of the stock of equipment increased from 26
percent of the total of fixed non-residential private capital to 48 percent. The service lives used to determine values by
the BAE ranged from 7 to 33 years for different types of equipment and between 30 and 54 for different types of
structures (except for "mobile offices,” 16 years). The actual average age of equipment was almost exactly one-half that
of structuresin both 1925 and 1989. (Bureau of Economic Analysis, 1993.)

7. The enrolment figures for 1850 are from the Census, as reported in Historical Statistics of the United States, Series
H433. The slow rise from 1800 to 1850 conformsto less comprehensive evidence presented by Albert Fishlow in“The
American School Revival: Fact or Fancy”? In Industrialization in Two Systems, edited by Henry Rosovsky, New Y ork:
John Wiley and Sons, 1966. The data on school attendance are from the U.S. Department of Education, Digest of
Educational Statistics, 1965, Table 5.

8. Some economists argue that the economies associated with the growing scale of the economy can be and should be
separately identified and measured. This was the position of Edward Denison (1974), one of the notable pioneers of
growth accounting, and his opinion is shared by others, for example Angus Maddison (1987). In this view, the growth
of market scale creates a potential, within the bounds of known and available technology, to reduce costs by organizing
the production of a given mix of goods and services in firms of larger scale, by increasing the number of distinct, but
related, goods produced by a single enterprise which can usefully spread acommon burden of overhead (economies of
scope) or by confining the activity of firmsto the production of a narrower, more specialized variety of goods but doing
soon alarger scale—all subject to the sole proviso that the scale of the market expands. (Cf. Denison, 1974, pp. 71-75.)

Thisis aview which, in one form or another, has been the standard doctrine of economics since the time of
Adam Smith, and we too believe that growing market scale creates a potential for productivity growth. Indeed thisview
isan essentia part of an interpretation of modern American growth experience, as alater section will contend. Y et we
do not believe that measures of the Economies of Scal e should appear asadistinct sourcein our growth account, separate
from technological progressitself. There are two general reasons.

First, no reliable measures have yet been devised. Edward Denison himself (1974, 1985) has, indeed, proposed
ameasure based on the assumption that the economies of scale bear asimple relation, uniform over time, to the growth
of aggregate national product in the private, non-residential sector of the economy. It seems clear, however, that other
factors must have a share in determining the effective size of markets — notably, the facilities for transportation and
communication, both withinthe country and with other countries, the classand regional differencesinincomes, education
and tastes that control the public’s tolerance for standardized commodities and services and, indeed, the success of
enterprises in their merchandising efforts to create the markets for standardized goods. Since all these conditioning
factors have changed substantially in the course of the two past centuries we think that the notion that there existed a
stable relation between aggregate output and the economies of scale may be safely put out of mind.

Our own view, shared with others, isthat the gainsfrom an expansion of marketsare not validly separable from
the advance of knowledge itself. On the one hand, we believe that, for the most part, the productivity growth associated
with growing scaleis similar in nature to technological progressin that its potential benefits can berealized only asthe
result of alearning process. How to organize the production and markets of firms efficiently on alarge scale or in more
specialized activity is not generally known in advance, but must be learned by actual practice and experience, and
sometimes by deliberate research and devel opment. In addition, we hold that the technological advances of the last two
centuries—and perhaps more particularly those of the nineteenth century — have been to alarge degree scal e-dependent.
They could be incorporated into production only insofar as the scale, integration and specialization of firms became
larger. The practical realization of the advances of knowledge, therefore, has been limited not only by the extent of
markets, but also by the effort and costs required to learn how to create and exploit larger markets effectively.
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9. Some growth accountants, for example, have treated movements of labor and capital among industries in which
average earnings are different as an independent source of growth of output and factor productivity (Kendrick, 1961,
1973; al'so Denison, 1974, 1985, but only in the special case of the movement of farm labor on poor farms to nonfarm
occupations). Such calculation would bejustified only if average earnings differentialsamong industrieswereinstances
of disequilibrium differences between, say, workers of given age, sex and level of education. Our own view, however,
is that, for the most part, average earnings differentials across industries stem from differences in the sex, age and
educational composition of their workforces. If, therefore, one has allowed for the contributions of overall changesin
sex, age and educational composition, aswe have done, there would be double counting if we allowed aswell for inter-
industrial shifts of labor among industries in which average earnings are different.

S.N. Broadberry (1996) has presented estimates of theimportance of shiftsinindustrial composition following
a different plan. His goal is to distinguish the growth rate of aggregate productivity attributable to the growth of
productivity within sectors assuming that the share of each sector in total output remains constant from the growth of
productivity attributable to change in the importance of each sector, assuming that the relative level s of productivity in
the various industries remain constant. (His formulae for carrying out this decomposition were first presented by Wm.
N. Nordhaus (Brookings Papers on Economic Activity, 1972, No. 3, Appendix A). Broadberry’s most striking finding
isthat only 55 percent of aggregate productivity growth was attributable to “within-sector” growth in aperiod running
from 1870 to 1913; the other 45 percent was associated with shiftsin the sectoral composition of output. In the later
periods used by Broadberry, however, sectoral shift became lessimportant, (1919-37, 33 percent; 1950-90, zero).

We have ourselves experimented with such a decomposition, using a somewhat different formula of
decomposition, data sources consonant with the aggregates used el sewhere in this chapter and periodsthat are the same
or similar to those used in the other tables of this chapter. Our own estimates of “within-sector” productivity growth as
percentage of aggregate productivity growth follow:

1869/78-1913 1913-1929 1929-1948 1948-1966 1966-1989
56 87 80 95 92

The results suggest that it was only between 1870 and 1913 that compositional change was of first-rate
importance, and over that period our estimateisa most exactly the same as Broadberry’s. From 1913 to 1948 such shifts
were aminor component of the total. And after 1948, they counted for little. The significance of structural shift evenin
the period when it was a large component, however, depends on the idea that the sectoral shifts arose from causes that
wereindependent of the sources of sectoral differencesin productivity growthitself (whichincluded both the differential
growth in capital-intensity and the differencesin technological progress underlying that). Thus, it isimportant to notice
that Broadberry’ s descriptive decomposition analysis has not established therole of inter-sectoral shift effects upon the
rise of the TFP residual in the period 1870-1913, or in the other trend intervals.

Between 1870 and 1913, the shiftswere of two sorts. Therewasalargedropinthe share of agriculturein output
and employment when the level of productivity in that sector was low and large gains in the importance of mining,
manufacturing, transport and trade where level s of productivity were higher, in some cases much higher. The decline of
agriculture was a normal consequence of the usual inelasticity of the demand for food in atime of rapidly rising per
capitaoutput and income (the“ Engel effect”). Therise of mining, manufacturing, transportation and communication and
trade, on the other hand, was, in part, simply the complement of the decline of agriculture asincomesincreased and, in
part, the economy’ sresponseto the character of the era’ srapid technological progress, which wasminerals-intensiveand
capital-using, but scale-dependent. It demanded a heavy use of mineral and capital equipment but also much transport
and communi cation to support operations on an ever-larger scale. All thisis a central theme of Part Two. For the time
being, perhapsit is enough to say that the “sectoral shift effect” may simply reflect one of the channels through which
“biased” technological progress of this era affected the pattern of aggregate input use, by altering the structure of
consumption and the industrial composition in the economy.

10. The summary in Part One, Section 6 describes the best quantitative profile of U.S. nineteenth-century growth that
we are able to draw, but it is not the only such picture of that era. Robert Gallman, whose fundamental reconstruction
of the U.S. domestic product accounts for the 1834-1909 era underlies our own work, presents a notable aternative
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statistical view in hischapter inV olume 2 of The Cambridge Economic History of the United States[hereinafter CEHUS
vol.2)].

(a) TheGallman figures, like our own, show alargerisein the contribution of the capital stock betweentheearly
part of the nineteenth century and the later part. Itis 2.4 times as large between 1840 and 1900 than between 1800 and
1840. Itsimportance as a source of per capita GNP growth rises by 44 percent.

(b) TFP growth, which appears as the source of 61 percent of per capita GNP growth before 1840 in the
Gallman estimates, falls to 47 percent from 1840 to 1900, which again isin accord with the direction of change in our
tables although more muted in quantity.

(c) Most important of al perhaps, the striking increase between the centuriesin theimportance of TFP growth,
which stands out so prominently in our picture, would appear aswell if the Gallman figures for the nineteenth century
were substituted for our own. If we depend on our own figuresfor the second half of the nineteenth century, TFP growth
in the early part of the twentieth century was 3.5 times as fast. In the long mid-section of the twentieth century, it was
almost 4 timesasfast. Using the Gallman figuresfor the second half of the nineteenth century, the comparabl e twentieth
century relatives are 1.8 and 2, alarge acceleration even if smaller than our own.

Thus, in Gallman’s tables, TFP accounts for a larger proportion of the growth of per capita output in the
nineteenth century and both labor and capital for smaller fractions. These differences are more pronounced in the early
part of the century than they are in the later. At the same time, there are resemblances between the Gallman estimates
and those presented here, which concern matters that underlie our interpretation of changes in the sources of growth
between the two halves of the nineteenth century, as well as between the two centuries.

The differences between the Gallman figures and our own reflect many differences in the procedures upon
which the estimates are built. There are two principal differences:

First, Professor Gallman depends on the number of personsin the Labor Force to represent Labor Input. We
estimate the annual aggregate number of hours of work. Our figures thus allow for changes in the persons engaged per
member of the Labor Force and for hours of work per person engaged per year. It is a drawback of our procedure that
persons engaged and hours of work can only be estimated very roughly. In the nineteenth century, however, when labor
was shifting rapidly from Farmsto Nonfarm jobsin which annual hourswere higher, wethink labor input wasfaster than
the growth of the labor force above suggests. Our labor input, therefore, rises faster than Professor Gallman’s, and total
factor productivity growth is correspondingly slower.

Second, in the Gallman account, the shares of income, and thus the rel ative weights assigned to the growth of
labor and capital, are the same in both halves of the century. Our own weights are the same as Professor Gallman’'sin
thefirst half of the century. Inthelatter half, however, our estimate of capital’ sincome shareishigher and labor’ slower.
And since capital’ s growth was faster than labor’ s, the effect is again to rai se the contribution of total factor input in our
account and so to reduce our estimate of the growth rate of TFP.

There are still other differences that arise because our dividing line between the two halves of the century is
1855; in Professor Gallman’s account it isin 1840. We end the nineteenth century in 1890, which, in accord with our
practice, is the midyear of the quinquennium at the end of along-swing expansion. Professor Gallman’s terminal year
is1900. Thefollowing tables are designed to bring out the major sources of difference between the two accounts of the
pace and proximate sources of the pre-1900 growth of “real output per capita.”

To increase the immediate comparability between the estimates underlying our tables and the figures that
appear in Table 7 of Gallman's chapter, we follow him here in taking GNP per capita as the measure of output (rather
than GDP or GPDP). Similarly, throughout the step-by-step sequence of growth rate comparisons bel ow, we work with
hismajor period for the nineteenth century, 1800-40 and 1840-1900, rather than the more complicated periodization we
have developed — with the aid of underlying annual real GDP estimates for the years 1834-1909 which rest primarily
upon Professor Gallman's own pioneering research, as the Appendix on statistical sources describes.

In Panel A, we apply Gallman’sincome shares to the growth rate of Labor Input and Capital Input (including
Land). These are Labor: 0.68 and capital 0.32, and are the same in both periods. We denote our figuresas A&D.

Panel A: Comparison Adopting Gallman's Labor Input Concept and Standard Factor Shares

Output Growth Rates and Differences. Gallman-A&D
Contributionsto Per Capita GNP Growth

1800-1840 1840-1900 1800-1840 1840-1900
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Galman A&D Gallman A&D
GNP 0.90 0.68 152 1.46 0.22 0.06
Labor 0.07 0.06 0.12 0.24 0.01 -0.12
Capital 0.28 0.22 0.69 0.63 0.06 0.06
TFP 0.55 0.40 0.71 0.59 0.15 0.12

These figures indicate that with these uniform assumptions the chief difference isin the rate of GNP growth
between 1800 and 1840, and it isthis, allowing for trifling differencesin the inputs, which accounts for the higher TFP
figure in the Gallman column. In the years 1840-1900, the GNP figures become very similar and the TFP difference,
small even in the early period, becomes even smaller.

In Panel B, we use Labor Input figuresin the A& D column based on Hours of Work, but continue to use the

Gallman factor share:

Panel B: Comparison Retaining Gallman's Standard Factor Shares

Output Growth Rate and Difference: Gallman-A&D
Contributionsto Per Capita GNP Growth

1800-1840 1840-1900 1800-1840 1840-1900
Gallman A&D Gallman A&D
GNP 0.90 0.68 152 1.46 0.22 0.06
Labor 0.07 0.28 0.12 0.35 -0.21 -0.23
Capital 0.28 0.22 0.69 0.63 0.06 0.06
TFP 0.55 0.18 0.71 0.48 0.37 0.23

Now Labor Input in the A&D columns is faster; this enlarges Total Factor Input and reduces TFP. The
difference between the Gallman TFP growth and the A&D becomes larger.

InPanel C, we continueto measure Labor Input inthe A& D columns by hours of work, but now we apply A& D
factor sharesto the growth rates of the factorsinthe A& D columns. This makes no difference in 1800-1840; our shares
are the same as Gallman’s. In 1840-1900, the A& D factor share of Capital risesto 0.44, while the Labor share fallsto

0.56.

Panel C: Comparison Showing Combined Effect of Differencesin Labor Input and Share Weights

Output Growth Rates and Differences. Gallman-A&D
Contributionsto Per Capita GNP Growth

1800-1840 1840-1900 1800-1840 1840-1900
Gallman A&D Gallman A&D
GNP 0.90 0.68 152 1.46 0.22 0.06
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Labor 0.07 0.28 0.12 0.29 -0.21 -0.17
Capital 0.28 0.22 0.69 0.87 0.06 -0.18
TFP 0.55 0.18 0.71 0.30 0.37 0.41

The differences between the Gallman and A& D figures from 1800 to 1840 remain the same, of course, asthey
were in Panel B. In 1840-1900, the A&D labor contribution declines by .06 percentage points, but the AD capital
contributionrisesby 0.24 points. The A& D TFPestimateis, therefore, reduced by thedifference. Manifestly, thischange
inthefactor shares (and corresponding input weights) hel ps account for the striking risein Capital’ s contribution in the
A& D growth account between the first and second halves of the nineteenth century, for the especially slow TFP growth
in the second half and for the fact that the accel eration in TFP growth between the second half of the nineteenth century
and that in the twentieth century shown by our estimates is even sharper than Gallman might find.

11. There were important quality changes even in the basic necessities, and these too were mainly a twentieth-century
development. Aslate as 1940, some45 percent of all housing unitsstill lacked compl ete plumbing facilities. Thefraction
was certainly much higher in 1900. By 1990, however, it was just 1.1 percent (Census of Housing as reported in
Statistical Abstract, 1994, Table 1214). There were other developments as well. Synthetic textiles, which first became
of some importance in the 1920s brought consumers new varieties of garments, cheaper, more durable, more colorful
and easier to clean than the old. New devel opmentsin the preservation and purity of foodsand beverageswereimportant
in both centuries.

12. The underlying figures for years of expected life for white males run as follows:

At birth At 40 At 70
1900-02 48.2 27.7 9.0
1929-31 59.1 29.2 9.2
1991 72.7 35.6 13.9

Sour ce: Historical Statistics, Tables B116 to 124; Statistical Abstract, 1994, Table 116.

13. The survival prospects for the members of the (white) male birth cohort starting life in 1991 have improved
remarkably, as has been noticed, but their prospectsfor per capitareal income growth — over the expected 73 years that
the mortality table for that year would allow them — remain especially cloudy. If the 1966-89 growth rate of real GNP
per manhour is projected into the future, implicitly assuming that manhours per capita remained constant, they might
anticipate experiencing an averagelifetime gain of only 144 percent, or substantially lessthan that enjoyed by the 1930-1
birth cohort. On the other hand, implicitly assuming that the lowered rate of 1abor productivity growth over the 1966-89
period is transitory and there will be some rebound, the (higher) growth rate of GNP per capita during 1966-89 could
be projected forward, indicating a gain of 237 percent between 1991 and the year 2064. When we take the geometric
average of these pessimistic and optimistic estimates, the “golden mean” figure turns out to be an expected lifetime
averagereal income gain of 184 percent, whichis, more or less, a satisfying continuation of the experience of the 1929-
31 birth cohort. Of course, more of that projected proportionate measure of material improvement would be “enjoyed”
by the 1991 cohort when they are at older ages. And, indeed, alarger part of it islikely to take the form of health care
services.

14. Measurement reform to take account of new and improved types of capital goodsisthought by some economiststo
mean not only a change in the growth rate of output, but also a change, for purposes of growth accounting, in the
calculated measure of the capital stock as a source of output growth. The appearance of new forms of capital goods,
however, is due to the progress of knowledge and its incorporation into production. To incorporate the result of such
change into measures of capital as a source of growth, therefore, would be wrong. The new forms of capital goods are
themselvesthe expression of the growth of knowledge. Toinject the results of such progressinto our measures of capital
accumulation in the growth accounts would be to confound the contributions of the capital stock with those of
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technological progress. The proper practiceisto apply the results of measurement reform to estimates of output growth
but not to those of the capital stock in agrowth account. Edward F. Denison provides a thorough and perceptive critical

discussion of the problem in his Estimates of Productivity Change by Industry, Washington, D.C.: The Brookings
Institution, 1985: esp. Ch. 2.




Il1. Endnotesfor Part Two

1. Thedefinition of “neutrality” given by thetext, specifying that technological innovations have no effect ontherelative
input mix (given unchanged relative input prices), is strictly speaking referred to as “ Salter-neutrality” —asit is due to
W.E.G. Salter (1962). This definition usually is applied in describing technical changes at the level of the individual
production unit, or the industry, where it may be supposed that the choice among availabl e techniquesis made by firms
that are price-takersin the marketsfor their inputs. But it can serve equally well for descriptive purposes at the macro-
level, in the context of our acceptance of the aggregate production function metaphor.

The dual concept of the Salter-neutrality focuses explicitly upon the demand-side macro-level impacts of
technological changein the input markets, and so considers the influence upon relative rates of factor remuneration (or
more generally on relative productive asset prices), when aggregate rel ative factor proportions remain unchanged. This
concept was introduced by John R. Hicks (1934). Under “Hicks-neutrality,” innovation changes the marginal
productivities of all inputs in exactly the same proportional degree, so that (assuming competitive factor market
conditions) the relative prices of the inputs would remain unaltered — except for changes traceable to shifts in their
relative supplies.

Y et athird notion of “neutrality” figures more prominently in the literature of modern growth theory, namely
“Harrod-neutrality,” so named after Sir Roy Harrod (1948). Under “Harrod neutrality” technol ogical progressleavesthe
desired capital-output ratio undisturbed, given constancy of the marginal productivity of capital (or, equivalently, under
competitive conditions, constancy of thereal rate of return on capital). The sametermisapplied to the obversely defined
condition: given the capital-output ratio, Harrod-neutral technological progress neither decreases nor increasesthe real
rate of return on capital.

The usage of the terms “labor-saving,” and “capital-using” in connection with the consequences of
technological innovation may be confusing if it is not understood that these refer to the impact upon the demand for the
respective inputs /n relation to the volume of real output. Thus, the effect of innovationsthat are said to be (absolutely)
capital-usingwhenthey tend (hol ding constant therel ative price of capital services, vis-a-vistheother inputs, and output)
to raisethedesired ratio of capital servicesper unit of real output. nnovationsthat reducethe desired capital -output ratio
(measuring capital in natural units) may be properly described as “capital-saving” in an absolute sense, and the
corresponding holds for the absolute “labor-saving” of innovations. Hicks-neutral technical changeis absolutely labor-
saving and capital-saving, inegual proportionate degrees; whereasthe condition of Harrod-neutrality of technical change
would rule out the possibility of either capital-saving or capital-using effects, and guarantee that all innovations were
relatively “labor-saving” in the Hicksian sense of that term.

Incontextswhereeither theHicksian or theHarrodian conceptsof neutrality areimplicit, economistsunderstand
the (relative) “ labor-saving bias of innovation” to refer to the effect of technological change in raising the desired
capital-labor input ratio (when relative input prices remain constant). Equivalently, they take a (relative) “labor-saving
bias’ of innovation to be one that tends to lower the ratio of the marginal productivity of labor inputs relative to that of
capital inputs, and thusto depressthe real wage rate in relationship to the real rate of return on capital — given the pre-
existing ratio of capital to labor. Of course, a“capital-using bias of innovation” would be (Hicks) “labor-saving” inthe
sensesjust described; but it would go further, in raising not only the capital -labor input ratio, but the capital output ratio
aswell.

The effect of technological change may of course be to increase the absolute level of the demand for inputs,
notwithstanding the possibility of theinnovationsin question being “ capital-saving” and/or “labor-saving” in the senses
defined above. Changes in the absolute level of demand reflect three distinct sets of forces: (a) the effects of
technol ogical innovation (and scal e economies) impinging upon the desired amounts of inputs per unit of output, (b) the
effects on the desired input proportions (given output scale) of changesin relative input prices stemming from shiftsin
relative input supplies, and (c) changes in the demand for the output in question. In the case of particular goods, or a
particular industry, the income effects of technological progress may be weak and, consequently, whether or not abias
towards “labor-saving innovation” causes reduced demandsfor labor servicesin theindustry depends upon the strength
of the associated unit cost-savings, and the impact on the quantity of output demanded by consumers (if and when those
cost-savings are trandated into price reductions). Thus, the outcome in the case of a particular industry depends upon
the price elasticity of demand for its product, as well as the impact of the technological change upon unit costs. At the
aggregate level, in our one-sector parable of the economy, only the real income effects of technological change operate
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to offset the factor-saving effects of innovation. To afirst-order approximation, the magnitude of those real income
effectsiswhat ismeasured as an increase in total factor productivity.

2. Although the minerals-based, resource-intensive technology proved to be the dominant path of technical progressin
all the presently advanced countries, America gained substantial first-mover advantagesin whole-heartedly embarking
upon that path by undertaking infrastructural investments to explore, develop and reduce the costs of access to her
mineral resource deposits. As David and Wright (1997: Tables 1, 2, and Figure 2) have shown, Europe as a whole
possessed known reserves of anumber of the key minerals, such asiron ore, that in 1910 were aslarge asthose identified
in North America at the time, and the current rates of production of iron ore, coal and bauxite in Europe as a whole
exceeded that of the U.S. in 1913. But when it came to petroleum, copper, phosphate, gold and other minerals, America
was out-producing the whole of Europe— even with Russiaincluded, and there was no nation in Europe, to say nothing
of Japan, which approached the U.S. in the variety and richness of the mineral resources that actually had been
developed, rather thanremainingin"reserve" status. Out of 14 important industrial minerals, Americain 1913 accounted
for the largest shares of world output in the cases of all but two — and for those two it was the runner-up. Domestic
industrial users of these inputs conseguently benefitted from the greater dependability of supply sources, freedom from
exposure to foreign exchange risks, and lower transport costs. The foregoing statements are based on David and Wright
(1997: Figures 3-5), and Wright (1990: Chart 5).

3. For these and the following statistics, see the underlying datain U.S. Department of Commerce, Historical Statistics
of the U.S. (1975), v. |: Series H-689, 696, 751,755, 756, 759, 764, 765. In 1930 recipients of doctorates represented
3.3 percent of the number who had received a Bachelor’s degree nine years previoudy (arelevant lag for purposes of
comparison, since the average period elapsed since receipt of the undergraduate in 1930 was 8.7 years). In 1948 the lag
was10.8years, presumably dueto theintervention of World War |1, and the encouragement of graduate education among
returning war veterans under the provisions of the G.1. Bill, but the doctorates of 1948 represented only 2.5 percent of
the number of Bachelor’s degree recipients from the class of 1937. The corresponding figure had risen to 6.6 percent
by 1969, however, at which time the lag between degrees was back down to 8.0 years. The level of these percentages
tends to overstate the actual continuation rate from baccalaureate to doctorate, because the distribution of completion
times for the higher degree is left-skewed, and the median and mode are therefore less than the mean. Since the
population of college graduates was rising throughout the period, this means that considering the mean lag for the
purposes of calculating the proportions results in denominators that are in each case too small.

4."History,” said Voltaire, “is afable agreed upon.” The truth of this oft-quoted aphorism impresses itself particularly
upon economic historians seeking an interpretation of the quantitative record of long-run macroeconomic performance,
especialy one set in very aggregate terms. Supply-side approaches to all but the most short-run dynamics have been
embraced amost universally in recent decades, most of the economics profession appears to have been thoroughly
persuaded by Paul Samuelson’ s (1962) contention that theidea of awell-behaved production function leads to the most
coherent and analytically attractive“parables’ that can betold about aggregate supply relationshipsintheeconomy. This
approach appearsto hold even more strongly today, following the revival of neoclassical supply-side macroeconomics
during the 1980s. Thus, aswe remarked when first essaying the present approach, any history of an economy’s growth
composed in keeping with reigning theoretical macroeconomic fashion can be no more than “a parableagreed upon.”
Although the concept of an aggregate production function still draws some detractors, it has no want of tacit aswell as
explicit endorsements. Plainly it underlies the now-standard procedures of modern “growth accounting,” even where,
asin our exposition in Part One, it has been pushed into the background; for it remainsimplicit in the suppositions that
there are well-defined elasticities of aggregate real output with respect to each of the classes of aggregated productive
inputs; that these elasticities are legitimately treated as parameters (within trend periods at least); and that the latter
correspond directly in magnitude to the respective shares of the real gross product paid to the factors of production.
To accept the notion of an aggregate production function for the purposes of organizing and examining the data
inthisway, however, does not require turning awholly blind eyeto the dangers of reifying the concept. On the contrary,
it isquite possible to envisage stabl e rel ationshi ps among aggregate output and i nputs, and the appearance at the macro-
level of regularitiesin the time trends of relative factor proportions, as emergent system propertiesarising directly from
market interactions occurring at the microeconomic level. One such approach has been explored in the "evolutionary
economics' literature, from Nelson and Winter (1977) to Metcalfe (1997). That approach eschews the notion of
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optimization subject to production function constraints at the micro-level as well as at the macroeconomic level, and
seeks to account for statistical regularities at the macro-level as emergent properties of the interplay of underlying
dynamic processes. It envisagesinnovations being generated, and new products and processes being sel ectively retained
in commercia applications, by "boundedly rational" agents who operate in imperfect markets, under conditions of
ineluctable uncertainty. While we accept the usefulness of such an approach in interpreting the historical experience of
growth at the microeconomic level, we have not found it necessary for the present interpretive task.

Instead, the language of production function analysis may be employed descriptively at the aggregate level, as
itisused here, without suggesting that thisnotional construction had aliteral correspondence with some pre-existing set
of constraintsthat were determining the historical growth path of the U.S. economy. Our usage of the concept, therefore,
should beread asmetaphorical referencesto hypothesized aggregate supply-side rel ationshipsof apersisting or gradually
changing kind, which provide an historical summation of myriad dynamic processesthat werebeing played outinreslity
on the microeconomic level. Quantitative macroeconomic stories related in such terms may be expected to direct
attention to potentially important issues, and to highlight promising specific hypotheses that deserve more detailed
historical investigation.

In sum, we view our “parables’ about the historical behavior of the aggregate production function to have an
allegorical value: if they are not taken literally, they can perform the useful heuristic role of indicating in a short-hand
way the character of underlying economic tendenciesthat were manifesting themselvesat thelevel of sectors, industries,
firms and households. There is an inevitable tension, nonetheless, between the values of simplicity and clarity of
exposition that can be achieved in presenting rather broad-brush parables on the one hand, and on the other hand, the
realization of the aim of such heuristic story-telling —which isto indicate the salient points at which the resulting tale
makes contact with the specific complexitiesof thehistorical experience of growth. Readerstherefore should be prepared
to encounter a form of “histoire raisonnée” in which the discussion shifts back and forth between the two levels of
aggregation, and their corresponding two poles of explanatory attraction.

5. Itisof course not unreasonable to approach the matter with someinitial skepticism regarding the refined total factor
productivity estimates that appear in Part One's Table 1: IV for the earlier epoch. Undoubtedly there are some margins
of inaccuracy in the underlying data which could have worked to exaggerate the contribution to output growth made by
tangible reproducible capital, and so led to underestimation of the size of the (TFP) residual calculated for the epoch
ending in 1890. Y et, the contrast between the average annual estimate of 0.27 percentage points during 1800-90, and
the corresponding TFP growth rate estimate of 1.05 percentage points over the whole interval 1890-1989 (from Table
1: 1V, Frame ) istoo large to be dismissed as simply an artifact of measurement errors.

Indeed, sincethelatter period includesthe 1966-89 period of the TFP“slowdown,” thereisroomfor suspicion
that the difference between the pre- and post-1890 rates might be understatedat 0.78 percentage points, some part of the
post-1966 “dowdown,” perhaps as much as 0.2-0.3 percentage points per annum might reasonably be attributed to the
more pronounced underestimation of output growth. Were weto raise the TFP estimate for the 1966-89 interval by 0.25
percentage points on that account, the average annual rate for the whole interval would rise to 1.10 percentage points,
and the gap between it and the average for the 1800-90 interval would therefore stand at 0.83 percentage points.

To get a sense of how implausible it is to suppose that measurement errors in the growth account for the
nineteenth century would be responsible for an apparent TFP acceleration of that magnitude, we can perform the
following simple calculation. Since the average share of capital in gross output is estimated at 0.38 over the 1800-90
interval, we can ask by how much the annual growth rate of the total capital stock during that epoch would have had to
be overstated in order for the latter form of measurement error to be responsible for just one-half of the apparent gap,
that is, for an understatement of the pre-1890 (corrected) TFP growth rate amounting to 0.415 percentage points.

The answer obtained (from 0.415/0.382) is large in both absolute and relative dimension: at 1.1 percentage
points, it saysthat the rate of growth of the total capital input would really have been only 3.15 percentage points, rather
than the 4.24 percentage points per annum, an overstatement of approximately 25 percent. [ The latter average growth
rateisfound for 1800-90 from the measure C* entriesin the upper panel of Table 2: 1.] To account for the other half of
the gap, one would need to believe, in addition, that the average gross share of capital in GPDP also was overstated by
as much as 25 percent: it would have had to be 0.284, rather than the 0.382 estimate found for 1800-90 from Table 2:
I., adifference of 0.097 (= 0.415/4.24).

Fromtheresults of theaugmented growth accounting shown below, in Table 2: 1V, it will be noticed that insofar
aswebelievethereto havebeenlittle or no significant contribution from the growth of intangible capital inthe nineteenth
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century, the contrast in measured multifactor productivity growth rates between the pre- and post-1890 epochs would
be smaller than the 0.83 percentage point difference just discussed: taking account of intangible capital inputs during
1890-1989, therefined residual averages0.77 percentage points per annum. But, that still leavesagap of 0.5 percentage
points(0.77-0.27), which has been seen to be difficult to discount without conjecturing rather large measurement biases.

6. For ageneral discussion of thetrend towardsroundaboutnessandincreasing capital intensity inlate-nineteenth-century
industrial technology, the interested reader might begin with Abramovitz and David (1973a), Rosenberg (1976), and
Hounshell (1984). See Cain and Patterson (1981) on the bias of technological changein U.S. manufacturing industries
during the nineteenth century, and for comparisons with Britain, consult the careful quantitative work of James and
Skinner (1985), and Broadberry (1993). See Abramovitz and David (1973b), David (1975, Chapters1, 4), David (1977).
Cainand Paterson (1981) report consistent econometric resultson the biasof technical changein U.S. nineteenth-century
manufacturing industries, based on the more general translog production function specification.

For quantitative evidence on the el asticity of substitution and the bias of “factor-augmenting” technical change
at the aggregate and industry levelsin the U.S., see David and van de Klundert (1965); they find 0.32 for the estimated
long-run elasticity of substitution parameter in the private domestic (business) economy during 1900-60. Estimates
placing the elasticity parameter closer to unity, but still significantly below it, were obtained in earlier studiesby Irving
Kravis, John Kendrick, R. Sato, along with the seminal study of Arrow, Chenery, Minhasand Solow (1961), al of which
had implicitly or explicitly imposed an assumption of “Hicks neutrality,” which David and van de Klundert (1965)
relaxed. The latter found significant non-neutrality, with the trend in the relative efficiency of manhoursrising at 0.7
percentage points per annum faster than that in the efficiency of capital. For the nineteenth century, similar allowance
for the possibility of Hicksian labor-saving bias has been found to yield estimates indicating a still lower elasticity of
substitution and amuch more marked rate of increaseinthe rel ative efficiency of manhoursvis-a-visthat of conventional
tangible capital services.

7. Thismay be seen for the Private Domestic Economy from the entriesin Table 2: | (Panel B): the growth rates of total
tangible and intangible real stocks of capital (unadjusted for “quality of the tangible stock™) can be weighted using the
corresponding shares from Table 2: 111 (Frame 1) to form C*=0,; K;* + 0, H*; the growth rate of C/Y , isthen found
as(1+C*)I(L+Y,*).

Alternatively, for the Domestic Economy, an increase of approximately 31 percent in the level of this overall
capital-output ratio isimplied by the growth ratesfor the tangible and intangible components of the capital stock and the
corresponding gross share datain Table 2: 111, on the one hand, and the augmented output growth rates for the periods
1929-66 and 1966-89 combined, with anincrease of 27 percent occurring in the latter period alone. Theentriesin Table
2:11-Part A pertainto the domestic economy, rather than the private domestic economy, and imply asmaller proportional
risein theratio of total capital to augmented real GDP, from alevel of 8.4in 1929 to 9.6 in 1990 (measured in constant
1987 dollar terms); but the movement between 1929 and 1973 isdlightly downward —continuing the much moredramatic
1905-29 downward trend evident in both the private sector and the whole of the domestic economy. Hence, both sets
of estimatesconcur in presenting api cture of quite pronounced aggregate capital -shallowing during the century'sopening
third, and a resumption of capital-deepening in its closing third.

8. Making use of the expression for E* in equation (5), one may solvefor E,* = E* - (0,)B*, whereweimplicitly define
the “bias parameter” B*= E, * - E.;*. Thejoint estimates of the elasticity of substitution and the parameter B* reported
by David (1975: Chapter 1) for the nineteenth-century U.S. economy put the el asticity of substitution significantly below
unity, asnoted inthetext, and yield B* = .017 (i.e., 1.7 percentage points per annum). Applying thisto theinterval 1835-
90, during which the rise in the capital-output ratio was concentrated, and over the course of which the average share
of labor was 0, = .573, and E* = 0.00294 (according to the data underlying Table 1: IVA), we obtain the pair of
estimates: E;* = - 0.0068 and E, * = 0.01009.

9. Thisargument has been elaborated quantitatively, and implemented by P. A. David (" The Changing Morphology of
American Macroeconomic Growth — A Course of Lectures Delivered in the Faculty of Economics of the University of
Ancona," March 1998: LectureNo. 2.) Thisinvolvesestimating a"Cambridge"-type equation for the gross savingsrate
asafunction of the property income share, based upon decadal estimatesfor the period 1800-1900; thelatter rel ationship
can then be combined with the relationship derived from the aggregate (CES ) production function, in which the gross
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property incomesharein output isafunction of thereal rate of return and the shift effects due to changesin the efficiency
index of the tangible capital stock.

10. Based upon the changing shares of structures and equipment in the real value of business fixed investment, and
constant (Treasury Bulletin F) service lives of 39.5 and 14.4 years, respectively, the average service life of newly
installed business capital declined from 27.8 in 1927-9 to 20.7 by 1962. Our estimates of the composition of the real
stock of fixed reproducible tangible assets, in 1964 prices at benchmark dates, shows that the compositional shift effect
—which is the main source of the rise in the average rate of depreciation on the gross tangible stock — was negligible
during the first quarter of the present century — leaving aside the stock of consumer durables as is customary in the
national accounts. This may be contrasted with developmentsin the period following 1929, as shown by the following
percentages:

Per centages of All Types of Tangible Reproducible Capital Shown in:

Asset Type 1912 1922 1929 1949 1957 1961
Farm Residential Structures 46 45 35 3.0 25
Non-Farm Residential Structures 42.2 41.2 4.7 45.6 439 453
Non-residential Structures 33.3 32.6 314 26.8 24.6 24.9
Business Equipment 135 14.1 135 17.1 21.1 21.7
Business Inventories 6.3 7.6 6.8 75 7.8 8.0

Source: Theunderlying
constant dollar estimates were based upon U.S. Commerce Department, Survey of Current Business (Jazi, Wasson and
Gross, 1962), for 1961 with special adjustments to derive the farm residential stock) in 1954 prices, which were then
extrapolated to earlier dates. Extrapolatorswere derived from the work of Goldsmith (1958) on National Wealth stocks,
and Denison (1962), following methods described fully in Abramovitz and David, “ Statistical Appendix on the Growth
of theU.S. Capital Stock,” Sourcesand Notesto Table V-A-1. (Stanford Department of Economics, 1965: Unpublished
mss.).

From Technical Appendix Note 2 (on vintage effects), it is seen that holding constant the composition of the
tangible stock by asset-category, the average service life decline for the tangible stock asawhole was proceeding at the
average rate of -.25 percentage points per annum during 1948-66, and - 0.124 percentage points per annum over the
whole of the period 1929-89. This implied a decrease in the average within-category service life of approximately 5
percent, over each of those two intervals. The absence of any pronounced trendsin the make-up of the tangible stock by
servicelife-classinthe 1912-29 interval isthe main reason for the assumptionin that Appendix of no changeintheindex
of (reproducible) capital quality during the 1905-27 interval.

11. Two points should be noted which bear upon both the forces underlying the rise of investment in human capital and
the sources of our estimates of thetotal intangible stock's growth over the period 1905-29. (The details of the estimation
procedures are provided in the statistical appendix cited inthe Notesand Sourcesto Tablel1.4.1A.) Thefiguresfor the
benchmark datesfrom 1929 forward are drawn fromthework of John Kendrick (1994). To obtain the estimatesfor 1900-
10 (centered c. 1905) the 1929 figures for the components of the stock of intangible human capita have been
extrapol ated backwards on the basis of thereal stock of capital formed by investment informal education. Thisinvolves
two suppositions. first, asseparate estimatesfor thereal stock of capital formed by training, as distinguished fromformal
schooling, are not available for this period, it was assumed that the two components were rising par/ passu. Second, it
wasassumed that the growth of the stock of education and training capital could betaken asaproxy for that of thewhole
of the"human" component of theintangible stock. We should consider briefly the plausibility of each assumption, taking
each of themin turn.

Thefirst of these conjecturesappears not unreasonabl e, inlight of the numerous studiesby Jacob Mincer (1967)
and others, which have concluded on the basis of data for the post World War 11 erathat there is a strong degree of
complementarity between the formal educational attainments of workers and the amount of investments made (mainly
through deferred earnings) in their subsequent on-the-job training.
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Itispossiblethat future research will be able to establish the point in time at which such complementariesfirst
began to emerge, and to relate them to the evolution of worker recruitment and internal labor market developments
affecting major public and private sector employersin the pre-1914 period. Should it turn out that on-the-job training
was to a greater degree a substitute for formal education during the early part of the century, the implication would be
that we have overstated the growth rate of the combined stock in the pre-1929 era. But, inasmuch as the rate of growth
of intangible capital inputs per manhour wasrelatively slow, and the grossincome shareimputed for all intangibleswas
comparatively low during the 1890-1927 period, it will be seen from Table 2-1V (below) that the relative contribution
to labor productivity growth from this source prior to 1929 was only one-third to one-half as large as that which
characterized the post-1929 era. Consequently, any tendency towards overestimationof the growth rate of thereal stock
of intangibles during the earlier era— for the reasons entertained above — should not be thought capable of having
meaterially distorted the main line of the story related here — viz., the greater impact of intangible capital-deepening in
the 1929-89 period.

The second supposition to be considered in this connection arises because our estimate for the total intangible
stock of human wealth ¢.1905 is based upon the estimated movements of the educational (and training) stock between
that point and 1929, which implicitly assumesthat the other components of human wealth — particularly, cumul ated real
value of investmentsin health, as that is especially prominent among the latter — were growing at a pace matching that
of the educational and training component. In support of this supposition we may point out that the entries for the two
relevant itemsin Table 2: 11, drawn from John Kendrick (1994), have maintained aroughly constant ratio over the years
from 1929 to 1990. Moreover, considering the complementarities between investment in health and in education, one
finds good economic reasons to expect that such, indeed, should have been the case.

12. The retention of corporate earnings, rather than their distribution to stockholdersin the form of dividends, tendsto
reducethe value of the corporation'sequity issues. Rising interest rates have the same effect (given an expected dividend
stream) and so will raise the cost of internal financing of capital formation of all kinds. But the incidence of thisfalls
especialy strongly upon R& D investment because the alternative of significant resort to debt financing is not available.
This creates a potential for the capital market consequences of government deficits to adversely impact the rate of
company financed innovative activity. The relevance of thisto public debates about the long-term effects of the decline
in the national savings rate during the 1980s is noted below.

13. See David and Scadding (1974: p. 237) for further evidence supporting the view of Vatter and Thompson (1966) and
Vatter (1967) that the high spending on durablesin the yearsimmediately following World War 11 reflected backlogged
demand, rather than a continuing structural shift. Indeed, the share of consumer durablesin total personal consumption
expenditures has remained remarkably stable in the range between 0.135 and 0.145 from year to year throughout the
whole of the ensuing period 1959-89. See The Economic Report of the President (February 1997), Table B-14, based
upon NIPA from U.S. Department of Commerce, Bureau of Economic Analysis.

14. Olney (1992) points out that the growth of consumer durablesinstallment purchasing during the 1920s was greatly
encouraged by changes in legal and ingtitutional practices that reduced the risk of loss to the buyer from automatic
uncompensated repossession when payments were missed. There may be something to the argument that the increased
share of personal savingsthat has continued to take the form of acquisition of consumer durables after 1929 might owe
something to the heavier taxation of marketincomesand excisetaxeson non-durable goodsand services, whereasincome
represented by the flow of services produced within the household (using the stock of appliances and transport vehicles)
remains untaxed. See David and Scadding (1974), p.237. But this cannot apply as an explanation for the shift that
occurred between pre- and post-World War | consumption patterns, since the relevant tax rates did not change very
significantly prior to 1929.

15.Thefigurespresentedin Table11.4.2B (upper panel) for the pre-World War | period are based upon estimates of total
educational resource costsderived fromthework of Fishlow (1966), but incorporating the higher allowancesfor the costs
of foregone earnings which Solmon (1970) has shown to be appropriate. The resulting estimates for this component of
educational costsare consequently much larger than thosewhich Schultz (1961) suggestsfor 1900-10. Onthe other hand,
the underlying estimates for the census years from 1920 through 1940 (in lower panel of the same table) incorporate
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procedures differing from those of Schultz (1961), which result in the downward revisions of hisforegone earnings, to
allow for the fact that not al youths enrolled beyond the elementary grade would have been in the labor market.

16. To do so, however, would in effect count the societal costsof thejuvenilelabor foregoneby thelegislativerestriction
of employment and the extension of compulsory schooling. But, assuch astandard could not take account of the possible
countervailing social costs of child labor, we adhere to the practice of evaluating the opportunity costs of schooling for
the individuals involved — taking the current legal framework and the prevailing social norms as given, and allowing
changes in the latter over time to affect the level of the estimates. For the time span of the estimatesin Table 11.4.2B,
therefore, no foregone earnings allowance is made for elementary school attendees. I n the estimates for the 1920s, 1940
and the post-World War Il era, however, we do make adjustment to reflect changing probabilities that youngsters
enrolled in high school and college at various ageswould not be empl oyed — even when and where such work would have
been legal.

17. The 1981 estimate is from Abramovitz (1993: n.21). The underlying estimates (in constant 1929 dollars) for the
1939-59 period are those developed in M. Abramovitz and P. A. David, Appendix 8-B to “Economic Bases of the Rise
in Labor Quality,” (unpublished MS., Stanford University) on the basis of datain the Biennial Survey of Education in
the U.S,, and U.S. Department of Health, Education and Welfare, Digest of Educational Statistics and other sources.

18. These percentages are derived from the average ratio of DPI/GNP in Table 2: V-Parts A and B, and the ratio
[FE/Y (fully augmented)] in Table2: VI, col .4. Denoting theformer ratio by Dand thelatter by A onecan obtaintheratio
denoted asf = [FE/DPI |= [/F/(1-F)}/D. The desired magnitude then follows immediately: FE/(DPI + FE) =f / (1 +f).
There is some offset to the argument for regarding the latter as an underestimate of the private educational cost claim
on available household income: while total private costs are roughly 20 to 30 percent above foregone earnings, the
estimate of foregone earningsin the numerator and the denominator of the ratio is made gross of income tax. From the
private vantage point it should be reckoned net of taxes. Taking the average ratio of DPI to Personal Income to be
approximately .88 in the post-World War 11 period, the estimate givenin thetext for 1981, FE/(DPI + FE) = .20, should
be adjusted downwardsto 18.3 on an after tax basis. Sincetheratio of direct private (after tax) coststo foregoneearnings
inthe post-World War |1 period can be approximated as .25, another 5 percentage points (.23 x .20 x 100) must be added
to the numerator to get the total educational burden (net of taxes) as a percentage of available household income. The
resulting adjusted figureis thus 23.3 percent c. 1981.

19. However, it might well be the case that were they properly measured in real (constant price) terms, the disparity
between the growth of these two main components of intangible capital formation would be less marked than appears.
Both these measures of expenditures onintangibles suffer for being just the direct and indirect costs of the inputs, rather
than independent measures of investment goods production to which there would correspond unit product prices. One
might argue that the relative price of additions to the stock of R& D-produced scientific and technological knowledge
hasfallen dramatically in relation to tangible goods prices, and also declined very significantly in comparison with the
relative price of increments of education-produced human capital. An important source of support for this view isthe
observation that the technology of scientific and engineering research itself has been subject to very rapid progress of
alabor-saving and time-saving kind through the use of sophisticated instrumentation and computing, especially during
the past quarter century (David 1993). That is a development that is generally conceded not to have been paralleled in
the education sector.

20. The trend holds within each subperiod (1895-1926, and 1926-39) in the case of males. See Claudia Goldin and
Lawrence Katz, “The Decline of Non-Competing Groups: Changes in the Premium to Education, 1890 to 1940,”
National Bureau of Economic Research Working Paper, 5202, August, 1995: Tables5, 6 especialy. The education-skill
premium for female clerks declined while that for female book-keepers rose (vis-a-vis production workers) over the
1895-1926 interval. The pattern of movement reversed subsequently, but the net change over the whole period 1895-
1939 was downward. | nthe case of femal e typists and stenographers, the premium declined between 1895 and 1926, but
was stable during 1926-39. See also Abramovitz and David (1996: OECD) for further evidence on U.S. education-
associated earnings premia pre-WWI1.
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21. Between 1984 and 1994 the ratio of the earnings of the top decile to the upper half of the earnings distribution (the
so-called “90/50ratio”) rose by roughly 12 percent among all male high school graduates, and by 14 percent among 255
34-year-old malefull-time, year-round workers. See The Economic Report of the President (February) 1997, pp.170-175,
for further discussion.

22. The more refined figures obtain real output by deflating output in current prices by a price index in which prices of
individual goods and services are combined by weights that change as the composition of output changes. By contrast,
the officia figures of the NIPA combine priceswith the fixed weights of abase year (1992 in the latest revision; 1987
intheformal tablesof thischapter). Indexeswith changing weights (“ chained superlative” or “Fisher ideal” indexes) are
now accepted as superior, and NIPA itself iswidely expected to switch to such indexes soon. The differences between
productivity growth rates based on the two concepts are shown below:

The Effects of Shifting from Fixed-Weightsto Chain-Weighted I ndexes of Real Output

Private nonfarm sector 1950-72 1972-87 1987-94
Labor productivity, official 2.24 0.99 121
Labor productivity, chain weight 2.57 1.19 0.92
Crude TFP, official 1.30 0.34 122
Crude TFP, chain weight 1.60 0.54 0.93

Private business sector

Labor productivity, chain weight 3.67 1.69 1.22
Refined TFP, chain weight 2.39 0.72 0.30
Sources.

Private nonfarm sector: Calculated from the figuresin R.J. Gordon (1996), Table 6. The official
figuresare on the 1987 base. The terminal dates of the periodsin the table above are the annual dates
closest to the quarterly terminal dates of the Gordon figures.

Privatebusinesssector: Calculated fromthe Bureau of Labor StatisticsestimatesinU.S. Department
of Labor, News Release, USDL 95-518, Jan. 17, 1996.

23. To make the point concretely we can follow Griliches (“Productivity, R&D and the Data Constraint,”1994) in
dividing the industries that produce the total output of the private sector between the “measurable” and the “hard-to-
measure.” The first consists of agriculture, mining, manufacturing and transport and other public utilities. These
industries produce commodities such as bushels of wheat, tons of coal, and yards of cloth or countable services, such
as ton-miles of freight and kilowatts of electric power. The second group consists of construction, trade, finance,
insurance and real estate (FIRE) and miscellaneous other services whose products differ so much in content and quality
that they are quite difficult to measure in countable units. The hard-to-measure group has been growing in relative
importance, and rising, indeed, with especial rapidity inrecent decades. Its average percentage share of output was about
49 percent over the interval 1948-66 but over 58 percent from 1966 to 1989 — a rise of nearly 20 percent. For this
calculation, the average levels for the intervals were obtained roughly as simple averages of the levelsin the terminal
years. 1948 and 1966 are from NIPA 1986, Table 6.1; 1989 from NIPA figuresin Survey of Current Business, Aug.
1986, Table10. Thefigurescited by Griliches(1994) for the periods 1947-69 and 1969-1990tell virtually the samestory
—arise in the hard-to-measure group’s share from 49.6 to 59.7.
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From Griliches(1994: Fig. 1) itisfound that the difference between the trend rates of output per manhour (over
the whole period 1947-1990) for these two sectors amounted to about 1.4 percentage points, in favor of the better-
measured group. Therefore, a simple re-weighting of those trend growth rates would lower the aggregate abor
productivity trend by 0.13 points between 1947-9 and 1969-90. But this represents lessthan 12 percent of the observed
slowdown that Griliches was seeking to explain.

An adternative approach to the question would allow for thefact that the decline of thelabor productivity growth
rate for the “hard-to-measure” group of sectors was far more severe than that of the “measurable” group. The
“measurable” productivity growth rate declined by about 1 percentage point between 1948-66 and 1966-89, whereasthe
decrease recorded for the hard-to-measure sector was about 2.5 percentage points. (These rates are based on measures
of industry real gross product originating per person engaged drawn from NIPA figures.) Consider, next, the following
hypothetical cal culationwhich allowsexplicitly for the possibility that the hard-to-measure group of sectorsisespecially
subject to underestimation of its productivity growth as a result of an “over-deflation” bias.

According to the findings of the Report of the Advisory Commission to Study the Consumer Price Index (the
Boskin Commission, 1997), the CPI overstates the rate or rise in the true cost of living — currently and “looking
forward”— by 1.1 percentage points a year, with a plausible range from 0.8 to 1.6 points. Suppose, then, that: (a) the
overall bias in the past was at the high end of thisrange, at 1.6 points ayear, (b) this bias applied to the entire private
GDP deflator, (c) it was concentrated exclusively inthe hard-to-measure sector, (and, therefore, was much higher in that
sector than 1.6 points) but (d)t it had remained unchanged since the end of the War. A simple calculation can then be
made of the weighted bias — which takes account of the increase in the importance of the hard-to-measure sector. This
suggests that the overall bias would have risen between the rapid-growth period, 1948-66 and the slowdown period,
1966-89, by 0.22 percentage points. That amounts to 11.7 percent of our figure for total decrease in the trend rate of
labor productivity growth (1.88 points), which coincidesremarkably closely with the (12 percent) figure obtained above,
from the alternative calculation based data in Griliches (1994). The assumptions behind our second calculation are
extreme, and the result, therefore, may be regarded as an upper-bound estimate of the possible contribution of the
increased weight in the US economy of sectors belonging in the hard-to-measure category.

Closely related to the foregoing is the frequent observation in the literature that the pace of total factor
productivity growth in the US economy’s Service sectors has historically been slower than that experienced in the
commodity-producing sectors. Whether or not thisreflected adownward bias in the measurement of the growth of some
(but surely not all industries) within the Services sector, or for other, real causes, the suggestion is made that the growing
relative importance of Servicesin the US economy has been a significant contributory factor in the diminished pace of
TFP growth. Now, inasmuch astherisein the rel ative weight of the Service sector has been a continuous process, rather
than a devel opment peculiar to the last three decades of the twentieth century, thislacks apriori plausibility as serious
candidate explanation for the sudden slowdown. Moreover, when directly assessed, it too failsto stands up to the data.
The best estimates on this question are those of Dale Jorgenson. (" Productivity and Economic Growth”, in Fifty Y ears
of Economic Measurement, Ernst R. Berndt and Jack E. Triplett, Eds., Chicago, Chicago University Press, 1990, Table
3.1.) Proceeding from agrowth accounting of 51 industrial sectorscomprising the national economy, Jorgensonwasable
to decompose the (refined) growth rate of aggregate total factor productivity into two major elements. One is the
weighted average growth rate of productivity “within sectors’. It is a measure of the growth that would have been
achieved, given the actual growth rates of the 51 sectors, had there been no changes in the relative importance of the
individual sectors. The other, which is the difference between the growth rate of aggregate productivity and that of
“within sector growth,” is the amount attributable to reallocation. It is aso the sum of the independently calculated
amounts attributable to the reallocation among industries of VValue Added, Labor “Input” (Hours and Quality Change)
and Capital “Input (Stock and Quality Change)”. This calculation yielded the following figures for the change in
productivity growth between the slowdown period, 1966-85 and the preceding period, 1947-66:

Per centage points

Output per manhour -1.82
Aggregate refined TFP -1.14
Within-sector refined TFP -1.0

Redllocation -0.09
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Once again, the effects of structural or compositional changeisfound to be awhole order of magnitude smaller than the
observed contraction in the productivity growth rate.

24. SeePaul A. David and W. E. Steinmueller, “ Understanding the Paradoxes and Payoffs of the Computer Revol ution:
Information Technology and the Productivity Slowdown Revisited,” (April 1999), forthcoming as Ch.1 in Information
Technology and Productivity — From Paradoxes to Payoffs, P. A. David and W. E. Steinmueller, Eds., Harwood
Academic Publishers, forthcoming in 1999; also, Paul A. David, “Digital technology and the productivity paradox: after
tenyears, what hasbeen learned?’ Paper presented to the White House Conference Understanding the Digital Economy:
Data, Toolsand Research, (WashingtonD.C., 25-26 May, 1999), forthcoming fromMIT Pressinthe conferencevolume,
edited by E. Brynolffson and B. Kahin.

A central defect in the official output measures, and the main source of the persisting underestimation of real
product growth, istheir failure to capture improvementsin output quality that arisesfrom the introduction and diffusion
of new goodsand services, and their continuing enhancement. The problem arisesin obtaining quality adjusted unit price
indexes, because the practise of “splicing in”, or “chaining” aprice series for a new commodity to the price index for
a mature substitute commodity is prone to result in “over-deflation” of the value of goods and services produced.
Typically, the early history of a new product is marked by its most rapid phase of price decline, becauseit isthen that
scale economies are achieved and elements of monopoly power (whether from patent protection or product
differentiation) tend to weaken, thereby shrinking theinitial profit marginsthat product innovations can often command.
Consequently, the linked price series does not fall asfast asit should. This technical defect, however, isnot initself a
new problem. Nor isthere reason to think that statistical procedures themselves have themselves become more biased.
(See Charles B. Hulten, “Quality Change in the CPI: Some Missing Links,” Jan. 1997, atechnical paper prepared for
the Federal Reserve Bank of St. LouisFall Policy Conference, Oct. 1996. Forthcoming in Challenge Magazine.). Onthe
contrary; many improvements have beenintroduced. Anincreasein the severity of the bias, therefore, could help explain
the owdown only if there were reason to believe that quality change and the spread of new goods or their importance
has proceeded more rapidly during the slowdown period than in the immediately preceding decades.

25. There is another proposed explanation, not considered in the text, that for some while commanded attention and
which deserves at least passing mention. The steep increases in energy prices that marked the post-1973 years were
widely credited with depressing productivity growth. Several reasons were adduced. Energy users were forced to
economizetheir use of power. Thehigher price of energy made power-using capital goodslessvaluable. Engineerswere
led to seek productivity gains along less energy-abundant technological paths unfamiliar to them. The energy-price
increases supported a general acceleration of inflation and led public authorities to take contractionary measures that
depressed economic activity at large. The plausibility of these arguments weakened, however, when, during the 1980's
thereal price of energy declined almost as much asit had previoudly risen; yet there was no commensurate recovery in
rates of productivity growth.

26. According to Luc Soete and Bart Verspagen, the total expenditures on the production of technology could amount
to anything between 2 and 3 times the officially measured expenditures on R& D activities. (See “Recent Comparative
Trendsin Technology Indicatorsinthe OECD Area’ in Technology and Productivity, Paris: Organization for Economic
Cooperation and Development, 1991, 249-74. See also Denison, Trendsin American Economic Growth (1985), p. 28.)
One need not take these numbers literally to see that the official figures are a serious understatement of total
technological effort. The important question, however, iswhether the official figures are biased indicators of the trend
of such effort. They probably are. Earlier in the century and continuing into the Sixties, the growing importance of
science-based research and the growth and spread of large firmstended to move larger fractions of technological effort
into specialized departments whose expenditures count in the R& D statistics. In more recent years, the rapid growth of
independent computer software firmsand the expanding R& D efforts of other service sectorsmean that alarger fraction
of effort is being missed. The earlier trend meant that the official figures overestimated the growth of total effort. The
more recent devel opments mean that the official figures are understating its growth. The indications, therefore, are that
total technological effort, as measured by expenditures, has not declined since the 1960s; it may have grown.

27. Thefiguresfor the extent of diffusion of electric motors are from David, “Computer and Dynamo,” 1991: Table 3.
David (see “Digital Technology and the Productivity Paradox,” 1999: section 6.1) also presents additional quantitative
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indicators, including comparisons of the rate of decline in the real price of computer services with that of purchased
electricity and electrical machinery (of a constant kind), to substantiate the parallel between the two cases. While there
seems to be considerable heuristic value in this historical analogy, a cautious, even skeptical attitude is warranted
regarding the predictionsfor thefuturethat some commentators have sought to extract from the quantitative resemblance
between the two transition experiences. For onething, statistical coincidencesin economic performance aremorelikely
than not to be mere matters of coincidence, rather than indicationsthat the underlying causal mechanismsare really one
and the same.

28. See, for further discussion and sources, Steinmueller “The U.S. Software Industry” (1996). Digital Equipment
Corporation, the | eading minicomputer manufacturer retreated from itsvertical marketing strategy of offering computer
systems specifically designed for newspapers, manufacturing enterprises, and service companies; it specialized instead
in hardware production, leaving the software market to independent software vendors. Similar decisions were made by
all of the US computer manufacturers. This process, which had begun in the late 1970s as an effort to focus corporate
strategy, greatly accel erated during the 1980swith theadvent of thelarge-scal e personal computer platformsunited under
theBM PC standard or utilizing the Apple Macintosh' s. The" general purpose" software produced for these platforms
not only discouraged task-specific software, it also created a new collection of tasks and outputs specifically driven by
the new capabilitiessuch as" desk top publishing” (typeset quality documents), " presentation graphics' (graphic artist
quality illustrationsfor speechesand reports), and " advanced word processing” (theincorporation of graphicsand tables
into reports). All of these changesimproved the "look and feel" of information communication, its quality and style, the
capability for an individual to express ideas, and the quantity of such communications. But singly and severally they
madevery little progressin changing the structure of work organization or the collective productivity of thework groups
employing these techniques.
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I11. Endnotesfor Part Three

1.Thetablethat followsisasimple decomposition of the growth rates of GDP per capitain Europeand the U.S. It shows
the dominant importance of Labor Productivity growth over Labor Input per capita as proximate sources of output per
capitain the twentieth century (Panel A). Indeed, after 1913, labor productivity determined the direction of movement
of output per capitawhile the growth of labor input per capitaacted only to offset some of the force of labor productivity
growth. The same comments apply to a decomposition of the difference between U.S. and European growth rates of
output per capita (the “U.S. Advantage”) which was negative since 1950 as shown in Panel B.

Growth Rates of GDP per Capita and its Components
U.S. and Europe, 1870-1992

Panel A: Growth Rates

1870-1913 1913-1950 1950-1973 1973-1992
Europe Y/P MH/P  Y/MH | Y/P MH/ Y/M Y/P MH/  Y/MH Y/P MH/  Y/MH
P H P P

10 1.31 -0.35 1.66 140 -030 1.70 395 -1.03 5.03 1.84 -0.55 2.39
countries

11 1.28 -0.37 1.65 140 -0.30 1.70 382 -0.98 4.85 1.80 -0.57 2.37
countries
u.s. 1.80 -0.12 1.92 1.60 -090 250 240 -0.31 2.72 14 0.26 1.14

Panel B: The U.S. Advantagein Growth Rates
U.S. minus Europe

Europe Y/P MH/P  Y/MH | Y/P MH/ Y/M Y/P MH/  Y/MH Y/P MH/  Y/MH
P H P P
10 0.49 0.23 0.26 020 -060 080 | -155 0.72 -2.31 -044 081 -1.25
countries
11 0.52 0.25 0.27 020 -060 0.80 | -142 0.67 -2.13 -040 0.83 -1.23
countries
Definitions

10 European countries. Austria, Belgium, Denmark, Finland, France, Germany, Italy, Netherlands, Norway, Sweden.
11 European countries: 10 countries plus U.K.
Symbols Y/P= GDP per capita; MH/P. Manhours per capita; Y/MH- GDP per Manhour, All italicized symbols
represent growth rates.
Sources: Angus Maddison, Monitoring the World Economy, Paris: OECD, 1995: for Y/P. Table 3-2; MH/P = Y/P-
Y/MH, for Y/MH: Maddison, 1995, Table -J-4.

Between 1870 and 1913, however, thingsweredifferent. Inthisperiod, the U.S. grew morerapidly than Europe
and enlarged an existing lead. Then, the U.S. growth of labor input per capita (input measured in manhours) worked
together with labor productivity to account for the American advantage over Europein per capita output growth. This
differencewith later decades appearsto steminlarge part from theimportance of the massive popul ation migration from
EuropetotheU.S. Thisadded substantially to the growth of the American population, but it increased the growth of labor
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input in Americastill more. Theimmigrant popul ation stream was skewed towards men of working age and away from
dependent women, children and the elderly. And, of course, it had the opposite effect on European labor input and
population growth. All this stands in sharp contrast to the far more limited European migrant flow to America after
restrictions on immigration came into force in the early 1920s.

We owe our awareness of the importance of per capita labor input in accounting for the superior growth of
American per capita output in the period between 1870 and 1913 to the quite recent work of Jeffery Williamson, Alan
Taylor and their collaborators. (See references in the International Section of the General Bibliography to Taylor and
Williamson, 1997; Williamson, 1997, and the publications cited in their papers.) Their cal culations serve to show that
America's superior growth in manhours per capita then stemmed from the faster growth of its economically active
population (EAP), which they measure by the people aged 15 to 64, the people of working age. It was not due to
differences in the growth of the ratio of manhours per employed worker. Thus from 1870 to 1913, the American
advantage in per capita output growth can be decomposed, as follows:

GDP/P EAP/P MH/EAP MH/P Y/MH
10 European countries 0.49 0.29 -0.06 0.23 0.26
11 European countries 0.52 0.27 -0.02 0.25 0.27

Sources: GDP/P and Y/MH from Maddison, 1995, Tables 3.2 and J-4. EAP/P from Williamson 1997,
Table 2. MH/P = GDP/P - Y/MH. MH/EAP = MH/P - EAP/P (all figures are growth rates of the ratios)

Williamson and Taylor, however, carry the matter further. They contend that besidesitsdirect effect on output
per capita, the growth of labor input per capita has an additional effect because it helpsto determinelabor productivity
growth. They provide two analyses of this effect, with contradictory results. In thefirst (Taylor and Williamson, 1997,
Working Paper, 1994), they cal cul ate counterfactual estimates of productivity growth from 1870to 1910, estimating that
growth asit might have been if migration had been zero. They find that productivity growth in the U.S. would have been
slower than it actually was and the oppositein Europe. And similarly with output per capita. Thisimpliesthat theforces
other than migration that supported a U.S. productivity growth advantage were even stronger than the actual measures
suggest. And they remain to be explained.

The counterfactual calculation was carried out subject to certain restrictive assumptions: that the growth of the
supplies of reproducible capital and land wereindependent of labor supply and that there were constant returnsto scale.
Moreover, in the counterfactual calculation itself, the equalizing effect of international trade on the relative wages and
productivities in trading countries was neglected. (It was treated separately by Taylor and Williamson and served to
support the results of the counterfactual calculation). These restrictive assumptions presumably are taken into account
implicitly in a second experiment carried out by Jeffery Williamson alone and reported in a draft circulated in 1997
(“Growth, Inequality, Demography and History,” Harvard Economics Department Working Paper). There Williamson
carried through a cross-country regression of the growth of output per capita between 1870 and 1913 on the difference
between the growth of the Economically Active Population (people aged 15-64) and the growth of the Dependent
Population. This measure — Williamson calls it DIFF — is itself only an alternative measure of the growth of the
Economically Active Population per head of the total population. In Williamson's regression some half-dozen
characteristics of countries entered as additional variables. None proved to be of substantial importance. The influence
of DIFF, however, was both statistically significant and powerful. Applying Williamson's results, it appears that the
American advantage in per capita growth over an average of European countries in the “age of mass migration” was
entirely attributable to the greater rapidity of America’ s growth of DIFF and thus to the American advantage in the per
capita growth of the economically active population, a superior growth owing in good part to transatlantic migration.

Since the simple decomposition of per capitaoutput growth (see Table above) suggeststhat only about half the
American growth advantage finds its “proximate” source in the growth of labor input per capita, the Williamson
regression suggests that the remainder must be attributable to a close positive relation between labor input and
productivity growth. It isimportant to notice, however, that the positive relation revealed by regression standsin sharp



contrast to the negative relation that emerged from the earlier counterfactual calculation. There is a presumption,
therefore, that the difference arises because the regression implicitly takes account, among other possibilities, of forces
set aside in the counterfactual calculation: returns to scale, the interactions between labor supply and the supplies of
reproducible capital and land, and international trade, the last working perhapsin ways not contemplated by the factor-
price equalization theorem.

The Williamson studies, with their emphasis on demography, are a valuable contribution to studies of the
relative growth of nations. Readers of this chapter will find that the questions that Williamson's analysis suggests,
concerning scale and the interaction of factor supplies with one another, and with technological changes affecting
productivity, are pursued in our own analysis.

2. “Social capability” is a subject that has drawn the attention of historians and economists for many years. De
Tocqueville (Part 2, 1840) and Veblen (1915) are notable examples of older writings. Economic historians added
considerably to thisliteraturein the yearsfollowing World War 11, and the pages that follow reflect their contributions;
especially, the essays by Arthur H. Cole, Thomas C. Cochran and others in the collective volume prepared by the
Harvard Entrepreneurial Research Center (1949), the series of biographies of businessmen edited by Miller (1952), the
essays on France by Sawyer (1951, 1954), studies of entrepreneurship in France and Germany by Landes (1949, 1951,
1954) and Gerschenkron (1953, 1954, 1955); also Wiener's (1962) controversial work onthe role of culture and class
inBritain’ srelative decline. In the following decadesthe subject waslargely neglected by economic historians, and only
lately isbeing taken up again, asin Parker (1982, 1991) and Lazonick (1994). An even fuller view of social capability
would include the literature of public choice, economic organization and institutions, not only in economics but also in
political science and sociology.
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TECHNICAL AND STATISTICAL APPENDICES

Technical Appendix Note 1:
A General Production Function with Factor-Augmenting Technical Change

The relationships in equations (1-5) of the text, in Parts One and Two, may be thought of as being "nested"
within the more general one-sector, closed economy model of production. The latter is described by the
“well-behaved” ! aggregate product function that takes the following general form:

(6) Ya() =N L@, KO, RO, HD}

Here Y ,(9 isan appropriately defined measure of real gross output at time £ which reflects the production
and utilization of both conventional and unconventional (intangible) inputs. Correspondingly, the dated
inputs are measures of the servicesof “raw labor” (L), reproducible capital (K), non-reproducible capital ()
—such asland and depl etable natural resources, and intangible capital (). We useitalicsin this notation to
indicate variables that are measured in efficiency units, that isto say, in which the input service flows are
adjusted in each case by anindex of the current average efficiency of the constituent elementswith that input
class.

For the purposes of implementing thisframework quantitatively we placetwo additional restrictions
on this function. The first isthat ¥{ ¢ } exhibits constant returns to scale, so that doubling all the input
measures would result in the doubling of output. This is tantamount to specifying that the elasticities of
output with respect to the inputs, denoted by €, always sum to unity:

6a)...........int €D+ edd+ edh+ €, (D=1, foreveryt.

The second restriction is that the input services enter the production function measured in their respective
efficiency units which isto say that the input of labor services at time ¢ as measured as the number of full
time equivalent manhours (of basic quality level) L(2), adjusted by anindex E, (§) that indicatesthe currently
prevailing level of productive efficiency of those “raw” labor services relative to their efficiency level at
some fixed reference date (£0). The choice of the reference date is arbitrary and simply servesto fix the
scaling of the function ¥{ }.

Thus, the production function can be written :

(6b)............ Y() = {L()E(), KO'E«(D), ROE(D, HDO'EL(D}

! Formally, the “well-behavedness’ of the function consists in it being continuous and continuoudly differentiable
inall of itsarguments. Further, we assume that the partial first derivatives with respect to each of the arguments are all
positive, and the second derivatives are negative — i.e. margina products of the inputs are positive, but there are
diminishing marginal returnsin all directions.



A2

which is referred to as the form with “generalized factor-augmenting technological change.? The latter
designationrefersto the assumption that technol ogical and organizational innovations, and other unobserved
temporal changes affect production by altering one or more of the input-specific indexes of average
efficiency.

For expositional purposes, especially when considering twentieth century trends, it is sufficient to
work with the (Divisia) aggregate K; in which the components of the total tangible capital stock —
reproducible and non-reproducible — are combined, and to emphasize the contrast between the growth
profiles of the total tangible capital stock and the stock of non-conventional and intangible capital, denoted
by H. Notice that a proper (Divisia) measure of the growth rate of tangible capital services /n natural units
includesthekind of "quality corrections' for compositional changethat areintroducedinthe standard growth
accounting framework for Table 1.1V. Wetherefore suppress separate notice of the non-reproducibl e capital
inputs, R, that appears above, in equation (6), and, by total differentiation of the latter with respect to time,
obtain the following relationship for labor productivity growth in the “augmented Solow model” :®

D)oo, (Y*,-L*) = EX + (0" )[Ke* -L*] + (B,)[ H* - L*],

E = O [E*] + 0 «[Eq*]+ OE*],

and the respective average factor-shares in gross output (Y,) over the time interval are taken as
approximating the respective input elasticities during the time interval:

0= € ,0w=¢€ ., 0=¢,.

When a particular index increases with the passage of time, the effect is a proportional
“augmentation” of the productive servicesof theinput in question, when thelatter isconsideredinitsnatural
units. In other words, in thismodel the impact upon aggregate output of a 10 percent increasein the average
efficiency index of our labor input measure would be equivalent to that of augmenting the physical number
of manhoursworked by 10 percent. It should be noted that these input efficiency indexes may decline over
time, rather showing only positive changes; it is quite possible for biased technological changeto /owerthe
efficiency index of one of theinputswhileraising that of another. Such askewing of the productionisoquant
field may be referred to as an “input-using” innovation in the case of the former, whilst it is “input
augmenting” in the case of the latter. An innovation that is, say, reproducible capital-using in this senseis
one that (with everything else held constant) will raise the capital-output ratio that corresponds to a given
real rate of return on capital, supposing that thelatter isequal to the marginal physical product of the capital
goods.

2 For further discussion, see David and van deKlundert's (1965) introduction of thisgeneral formulationin aconstant
elasticity of substitution (CES) model of production.

3 The descriptive term “Augmented Solow model” has become popular in the recent growth theory literature,
following the work of Mankiw, Romer and Weil (1991) and Barro and Sala-i-Martin (1992), and we use it here with the
caution that the “augmentation” towhichit refersissimply the explicit inclusion among the arguments of the production
function of “factors’ additional to conventional labor and capital. The usage here should not lead to confusion with the
specification of the aggregate production function as subject to factor-augmenting innovations reflected by changesin

factor-specific efficiency indexes, such as E, and E;.
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Theflexibility of themodel of production with factor-augmenting technological change permitsthe
relaxing of assumptionsthat usually are made, sometimesimplicitly, asto the effects of such innovationson
therelative productivitiesof theinputs. Thus, thecondition of general Hicks-neutrality (discussedin Endnote
1 to Part Two) corresponds to: E*, = E * = E.+* = E;*. Under the assumption that the elasticity of
substitution between labor and (tangible) capital inputsislessthan unitary, (E * - E«*) > 0 corresponds
to the condition of a Hicksian (relative) labor-saving bias in technological change.

Technical Appendix Note 2:
On the Vintage Effect and Efficiency | mprovements Embodied in Capital

The method of assessing the contribution made to measured total factor productivity growth by
“vintage effects” —on which lines 7 and 8 of Tables 1.1V and 1.IVA (in Part One) are based — is based on
the approach introduced and applied by Richard Nelson (1964). The following is adapted from Nelson's
approximating formula, which partitions the TFP residual into three components:

Ex= v + Oy« + [-Aa0 vy ,

where, using our notation, E* istherefined measure of the TFP growth rate (corresponding to the crude TFP
measure, A* , after adjustmentsfor labor- and capital-quality changes. Therateof disembodied technol ogical
advanceis here denoted by 'y, and for purposes of implementation we take it to be afixed proportion, (1 -
o ), of the refined TFP rate: 'y = (1 - & )E*. Since A, represents the average annua growth rate of
technological change that is embodied in the latest tangible capital goods, and 0, is the gross factor share
estimate of theelasticity of output with respect to tangible capital services, the second term ontheright-hand-
side of the equation (0, represents the contribution of capital-embodied technical change to the refined
TFPrate. Were there to be no alteration in the age structure of the tangible stock, thisterm would constitute
the whol e contribution of embodied technical progress.

The third term on the right-hand-side of the equation is the contribution made by the so-called
“vintage effect”, denoted hereinafter asV*. It istheeffect onthe TFPrate of the average yearly change (over
the indicated period) in the mean age (a) of the tangible capital stock, measured in years of age change per
year: [-Aa]y, is the percentage improvement in embodied capital efficiency due to the reduction of the
tangible capital stock’s age, which increases the weight of the more recent vintages in the aggregate.
Obviously, the vintage effect is negative when Aa is positive.

By substituting our specification for 'y we obtain the decomposition formula:

*
E *

* *
E = (1—oc)E+oc(1 - )+ V

The vintage effect V* = (o« E*){[-Aa]/ [1-Aa]} may be calculated directly, or obtained as aresidua, by
subtracting the first two terms on the right-hand side from E*. The sum of the first two termsisreferred to
as “total age-neutral” technological progressin Table 1.1V and the accompanying text in Part One.
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To apply this formula, three data are needed to obtain the figures that appear in the Addendum to
Tables 1.1V and 1.IVA:

1. E* weidentify with Refined TFP asthisemergesin line 6 of Tables 1.1V and I.IVA.

2. The “ total capital-embodiment fraction” (o ), and its complement (1- o). We assume
conservatively that the latter number is 0.5, but readers can easily substitute higher numbersfor o, thereby
raising the absolute and relative dimension of the portion of the total age-neutral TFP rate that is assumed
to be embodied, and, likewise, of the vintage effect. It is noted below that the division of E* between the
vintage effect and the total age-neutral effect is not affected by the choice of «.

3. The new data required are the average changes per year in the age of the capital stock: Aa. The
Bureau of Economic Analysis* presents figures on average age for total gross private, fixed, reproducible
capital in constant prices and also for Equipment and Structures separately. Thesefigures are derived from
the sums of annual gross investments cumulated over the estimated service lives of detailed categories of
Equipment and Structures. The categories and service lives are shown in the same source, Table B. For our
purposes, however, the average ages of thetotal stock, as presented by BEA, areinappropriate. They reflect
changes in age due not only to changes in the age of particular types of assets but also to changesin the
composition of total capital by assets of different lengths of service life. The main change in composition
istherisein theimportance of relatively short-lived equipment compared with longer-lived structures. We
therefore used the BEA data to construct an alternative set of estimates for the average age of total capital
by calculating a weighted average of the ages of equipment and structures for the terminal years of each
period. Our weights (constant for theterminal yearsof each period) werethe averagefractionsof total capital
made up of equipment and structures.

The following Table shows the calculations that underlie the entriesin Table 1.1V:

4See US Department of Commerce, Bureau of Economic Analysis, Fixed Reproducible Tangible Wealth in the
United States, 1925-89. Washington, DC: US Government Printing Office, Jan. 1993, Table A-6.
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Calculation of Age-neutral TFP Rate and Vintage Effect:
U.S. Private Domestic Economy, 1929-1989
(Growth rates in Percentage points per Annum)

1929-48 1948-66 1929-66 1966-89

1. Refined TFP rate: E* 1.43 1.47 (1.68) 1.45(155) | 0.04(0.19)
2. Non-Embodiment fraction: 0.5 05 0.5 0.5
3. Embodied TFP, with o = 0.5: 0.71 0.73 (0.84) 0.72 (0.77) 0.02 (0.09)
4. Rate of changein capital’s age

(inyrs. peryr.): Aa 0.14 -0.25 -0.05 -0.025
5.[1-Aq] 0.86 1.25 1.05 1.025
6. Age-neutra Refined TFPrate 154 131(151) | 1.41(150) | 004(0.18)

a) Embodied: (o E*)/ [1-AQ] 0.83 0.58 (0.67) 0.69 (0.73) 0.02 (0.09)

b) Disembodied: (1-¢ )E* 0.71 0.73(0.84) 0.72 (0.77) 0.02 (0.09)
7. Vintage effect (line 1-6) -0.11 0.16 (0.17) 0.04 (0.05) 0.00 (0.01)
8. Total Efficiency Growth Embodied

in Tangible Capital (lines6a+ 7) 0.72 0.74 (1.01) 0.73 (0.78) 0.02 (0.09)

The figures we reach are, of course, only the roughest of estimates. They rest on rather arbitrary
assumptions whose accuracy is difficult to assess. The Refined TFP from which the calculation startsis not
a pure measure of technological progress and economies of scale, although we believe it to be a useful
approximation. The embodiment fraction is aguess, set on the lowish side, in order to produce figures that
are a lower bound to the estimated Vintage Effect. Further, for lack of evidence, we assume that the
embodiment fraction remains unchanged from period to period, but it may not. We think it likely that the
proper fraction may be larger, but possibly not very much larger, at least for the period 1929-66.

Oneway toindirectly assessthe plausibility of the guesswe madefor the parameter o isto consider
the plausibility of the estimates it yields for the total rates of efficiency change that are embodied in the
tangible capital stock, whichisfoundinLine8 of the Table, asthe sum of Lines6aand 7. For this purpose
we propose acomparisonwith an aternative estimate of therate of technol ogical changesreflected in adated
index of the average productivity efficiency of quality-adjusted tangible capital inputs, E.(t). Thisindex
itself may be thought of as entering the aggregate production function asamultiplier of the quality-adjusted
capital inputs. The growth rate of the latter we denote by ( K* + g,*), the second term in the brackets being
the “capital quality growth rate”; the embodied capital efficiency growth rate itself is E *.

Having defined this magnitude, the question now is how we might obtain an independent estimate
for it. We propose to do so by building upon the hypothesis that aggregate production relationships
(metaphorically summarized by an aggregate production function) in the twentieth century have been
characterized by strong “ skill-technology complementarity.” For the period since 1929, with which we are
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here especially concerned, thishypothesis certainly finds considerable support. A large body of econometric
research pertainingto the post-World War 11 U.S. economy pointsto the existence of strong tangible capital-
skill and technol ogy-skill complementarities at the plant and industry level > Furthermore, in recent reseach
combining census statistics for U.S. manufacturing industries at the 2-digit SIC level with corresponding
micro-level samplesof workers' characteristics(includingformal educational attaintments), Goldinand Katz
(1998) haveshownthat “ capital-skill” and “technol ogy-skill” complementaritiesal ready had emerged at | east
in that sector during the first quarter of the twentieth century.

A stronginterpretation of "the skill-technol ogy, capital-technology" hypothesisinthe present context
isthat (withinany trend period) strict proportionality will bemaintained between theaverage quality adj usted
stock of intangible capital per manhour, on the one hand, and the input of total “quality-adjusted” tangible
capital measured in efficiency unitsper manhour. The U.S. real intangible capital stock, as will be seen
below from Part Two: Table 2.11, is preponderantly made up of human —education and training — capital and
is measured in constant dollar terms; we denote it by H(t), and dropping the time index (t), we write the
intangible stock per manhour ash = H/L. Correspondingly, the quality adjusted tangible stock measured in
efficiency units per manhour is A= (K- * Ex7)/L.

The strict complementarity hypothesis implies that the relationship h* = & must hold over the
courseof eachtrendinterval. From that we obtain asimple expression for the growth rate of tangible capital -
embodied efficiency: (E«+*) = [H* - (Ki* + q¢*)]. All the data required to implement this formula are
readily at hand for the periods 1929-66 and 1966-89: the growth rates K* and H* appear as entriesin Part
Two: Table 2.IA. The underlying estimates of the capital quality growth rate, g,*, may be found, simply by
dividing the entries for the “ Capital quality” contribution to growth that appear in Part One: Table 1.1 —
which correspond to 0,(gc*), by the estimates of the gross tangible capital share, 0, shown in Part Two:
Table 2. IB.

The following Table displays the results:

® Seethe survey of early econometric work on this subject in Hammermesh (1993). Bartel and Lichtenberg (1987)
conclude, fromtheir examination of apanel of manufacturing industriesover the 1960-80 period, that the share of highly-
educated labor in total costswas significantly greater where the capital -stock was younger (taking the latter as a proxy
for greater use of recent embodied technology). Berman, Bound and Griliches (1994) find that across U.S.
manufacturing industries, skill-upgrading during the past 30 yearswas positively associated with thelevel of investment
in R&D and computer equipment, as well aswith high capital-output ratios. For studiesthat find positive correlations
between utilization of formal company training on the one hand, and technological change and sectoral capital intensity,
seealso Bartel and Sicherman (1995), Mincer (1989). Thelatter isas pertinent in the present context asisthe evidence
for the complementarity of formal educational attainmentswith greater use of the latest embodied technol ogies, because
inimplementing the hypothesis at the aggregate, we use measures of total intangible capital stock per manhour input per
labor. While education and'training capital have remained the preponderant components of the total intangible stock
H from the opening of the century onwards, it istrue that the R& D component of the latter more than doubled inrelative
importance between 1948 and 1990, as can be seen from Part Two: Table 2. |1 - Parts A, B.
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Speculative Estimates of the Growth Rate of Total Tangible Capital-Embodied Efficiency:
U.S. PDE
(Average growth rates in percent per annum)

1929-1966 1966-1989

1. [H* - K*] 1.48 0.90
2. g¢* 0.67 0.89
3. Ex+* (line 1 minusline 2) 0.81 0.01

The rough concilience of the speculative estimates of E.; * for these two periods with the
independently derived figuresin Line 8 of the preceding Table—.81 versus0.73 (.78) percent, and .01 versus
.02 (.09) percent, respectively —is quite striking, both as to the magnitudes and their temporal movement.
It suggests our partitioning of the refined TFP growth rate may not be so wide of the mark, however arbitrary
the underlying assumptions might seem.

Our judgment, therefore, is that the estimates of the Vintage Effect presented above, and in Table
1.1V, should be regarded as realistically illustrating the possible importance of changesin the rate of gross
tangible capital formation as it affects both the growth of the flow of physical capital services and the
concomitant average efficiency effect of changesin capital’ saverageage. Themainlessonto bedrawnfrom
those estimates, and the point underscored by the text in Part One, is that “vintage effects” may well exert
important influences on the comparative growth rates of TFP in successive intervals of perhaps 20 years
duration, and then probably only in exceptional circumstances — as in a comparison between a period of
severe depression or war, and the rebounding growth enjoyed when peace returns. But, over longer periods
which embrace epi sodes of depressed capital formation and an ensuing rebound, such asisthe casefor 1929-
66, the accompanying transient vintage effects are seen to be offsetting, so the overall effect fadesout. This
provides afurther, and concrete point supporting our focus upon the trends manifested over such extended
periodsin the nineteenth century (where we have combined 1855-71 with 1871-90), aswell asthe extended
twentieth century period 1929-66.

Technical Appendix Note 3:
Estimates of Trend Growth Rates of Efficiency of Intangible Capital I nputs

Theinterpretation of twentieth century macroeconomic trends as having been shaped in significant
part by the emergence of a bias towards technological and organizational innovations that were intangible
capital-using can be supported by numerical estimates of the growth rate E* ;. Thelatter designatesthat rate
of “intangible capital augmenting” innovation, and should carry a negative sign when the changes in
efficiency are such asto raise the desired ratio (H/Y), given the same rate of return on the real intangible
stock, H. Therefore, finding the sign condition (E*,, < 0) to be fulfilled for the U.S. private domestic
economy from 1929 onwards is an important point of quantitative substantiation for the argument we
advance.
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For the reasons given by the text of Part 2, Section 2.3, it is not possible to infer the sign of E*,
immediately from the behavior of the input ratios and their shares in total product. Hence, a direct

computationisrequired. Thisreguiressolving thewholesystem of relationshipsdescribing theinput specific
rates of efficiency change.

These are: E*, E*,, , E*_ for the inputs of pure tangible manhours, intangible human capital, and
tangible and intangible labor, respectively;

E*«+, E*uc and E*, for inputs of tangible capital, intangible, non-human capital and tangible and
non-human, intangible capital combined;

and E*, itself.

We thus have seven unknowns, and the following directly measurable magnitudes:

K*, H* E*,,0,0,(=1-0),0 (=0, - ), 0"« (=0, - &), 0,, = & + &t,c and g* ., from Appendix Note
2.

Given seven equations in these magnitudes, the system can be solved from the seven unknowns.
Beginning with the residual, from Appendix Note 1, equation (7), we first write the definitional identities:

0] Exa=0 B, + OB+ 0,E;

(i) E*, = (0/ 0,) E*,y + (00 / 0,) E* i ;

iy B =©0/0)E+(a/0)E* . ;

(iv) B¢ = (0 0,) (B s+ g) + (00 0,) E* .

Then, from the specification that the bias of innovation is atime invariant parameter, we have
(v) A=(E* -E*)),,foralt.

which, under suitable separability conditions, can be obtained by regression estimation for the constant
elasticity of substitution production function:

(0%, - 0%, =[(1-0) / o] [K* - L*];-[(1-0) /0] A..

Fromthe specification based onthestrict skill-technol ogy complementarity hypothesis, in Appendix
Note 2, we have;

(vi) E* it =H* - (K*; + g*y) -

Finally, we specify a proportionality constant 3> 0 in the relationship

(Vi) Ef=PEry.

A little algebrais needed to solve for E*,, in terms of the known magnitudes and the parameter 3.
One may first substitute from definitions (iii) and (iv) into equation (v) and solvefor E*| ’; next substituting

(vi)in (i), we can solvefor E*,intermsof E*,’ and the other known magnitudes, whence we can eliminate
E*,’ and obtain:
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(Viii) E*H = {A - (E*A/ GL) - Z(G,KT/ 6H) [H* - K*T - q*KT]}/ [1 - (GH/ eL) - B6]1
where 0 = [ (ot / 0,) + (0t/ O,7) ]

Referring back to equation (vi), we directly obtain E* ;. Using (ii) and (iii) to eliminate
E*,., and (iv) and (v) to eliminate E* , one obtains:

(ix) E . ={(A+E*y) O+ E*y [0y - B1}/ 6L

Substitution of the values of E* . from (ix) back into (ii) and (iii) provides uswith E*,, , and thence
E*,, whence using (v) we obtain E*; and using (iv) we can find E* ., to complete the solution.

The following Table shows the solutions for E*, obtained from equation (viii) using the indicated
valuesfor g*, E*«; and 3, aswell asthe E* , estimates from Part Two, Table 2.IV-Part A, and applying the
invariant parameter estimate A = .007 obtained by David and van der Klundert (1965) for the whole period
1899-1960. The magnitude of the shares, 0,, are those shown for the relevant intervalsin Table 2.111, with
the 1890-1927 interval value found as the weighted average of the sub-periods 1890-1905 and 1905-27.

Given the heroic specification assumptions, and the use of “speculative” magnitudes obtained in
Appendix Note 2, we can do no less than caution the reader by labelling the resultsfrankly as* speculative”.

TableA3:1
Speculative I nput Specific Efficiency Rates (Per Annum): PDE, 1890-1989
E*./ 0, a*« E*«r [1-(0,/6,)-0p] E*y, E*..

Periods Assuming: p=1
1890-1927 .0223 .0026 .0120 0.744 (0.742)* .0116 .0293
1890-1905 .0221 0 .0079 0.834 (0.833)* .0008 .0179
1905-1927 .0228 .0046 .0146 0.682 (0.679)* .0193 .0400

Assuming: B =2
1929-1966 .0155 .0067 .0081 -0.491 -.0079 .0212
1966-1989 -.0021 .0089 .0010 - 0.492 -.0215 .0027

*Note: Valuesin parentheses are found with 3 = 2, essentially identical to those for 3 = 1 in these sub-periods.

The computed ratesin Table A3.1for E*,, and E* |’ are conadlitional on the specification used
in Appendix Note 2 to find E* ., and conseguently the share-weighted sum of thesetwo ratesis not
constrained to yield the same value as will be found by subtracting [0’ ., (E* ;)] from the residual
estimates shown for E* , in Table 2.IV-Part A. To insure consistency of thefull set of input specific
efficiency growth rates, we normalize the computed values of E* , and E* . by multiplying each by
the normalizing ration=[E*, - 0’ E*;] / [E*A - 0" s E*«] =N, WhereE*, =0’ E*. + 0’
E* ., + 0, E*,,, usingthevauesenteredin Table A3.1. Thefinal estimatesare shownin Table A3.2.
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Table A3:2
Normalized Speculative Efficiency Growth Rates
Periods n nE* . nE*, E* r
1890-1929 0.534 0.156 .0062 .0120
1929-1966 0.307 0277 -.0103 .0081

1966-1989 0.273 .0007 - .0059 .0010
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4. Appendix Tablesand Statistical Notes and Sour ces

4.1 Statistical Appendix for Part One

This Appendix is arranged as follows. Section 1 contains Part One Tables |A through IVA, the Tables of
“Measures Over Long-Swing Intervals’. Section 2 is a description of the Sources and Procedures that lie back of the
figures for the nineteenth century. These are the figuresin Frame | of each table, including Tables I-1V, the tables of
“Mesasures Over Long Periods’ which appear in the text itself. Section 3 contains the descriptions of Sources and
Procedures that lie back of the twentieth-century figures, thosein Frame Il of each table, including Table V.

Section |: Appendix Tablesto Part One

(We follow the numbering convention in the text, in which each (roman) numbered table is preceded by the
(Arabic) "Part" number.)

Table1: IA. The Growth Rates of the National Economy and the Private
Domestic Economy, 1800-1989
M easures Over Long-Swing Intervals

Framel The Nineteenth Century

GNP GPDP Population Per capitarates I ntensive growth fractions
(%)
GNP GPDP GNP GPDP

1800-1855 3.99 3.93 3.03 0.93 0.87 23 22
1855-1871 2.92 2.69 2.55 0.36 0.14 12 5

1871-1890 4.92 4.97 2.30 2.56 2.61 52 53
1890-1905 3.80 3.80 191 1.85 1.85 49 49
1905-1927 3.40 3.30 161 1.76 1.66 52 50

FRAME Il THE TWENTIETH CENTURY

1890-1905 4.29 4.25 191 2.34 2.34 55 55
1905-1927 3.42 331 161 1.78 1.67 50 50
1929-1948 2.44 221 0.98 144 121 59 55
1948-1966 3.97 3.95 164 231 2.29 58 58
1966-1989 2.69 2.86 1.00 1.67 1.84 62 64

Note: Here and in Tables 1. 11-A through IV-A, the dates 1855, 1871, 1890, 1905 and 1927 are the midpoints of five year
averages ending with the peak year of a“long swing.” Thus the period 1855-71 is properly 1853-57 to 1869-73; 1871-90
stands for 1869-73 to 1888-92, and so on. Other terminal years are single years chosen to represent the peaks of long
swings.
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Table 1: I1A. The Contributions of Labor Input and Labor Productivity
to the Growth of Output per Capita. Private Domestic Economy, 1800-1989

(Compound Growth Rates per Annum)

1800-1855
1855-1871
1871-1890
1890-1905
1905-1927

1890-1905
1905-1927
1929-1948
1948-1966
1966-1989

M easures Across Long Swing Intervals

Output per Manhours
capita per capita

Framel The Nineteenth Century

0.87 0.48
0.14 0.00
2.61 0.75
1.85 0.49
1.66 -0.77

Framell The Twentieth Century

2.34 0.36
1.67 -0.36
121 -0.74
2.29 -0.82
1.84 0.60

Output per
manhour

0.39
0.14
1.84
1.36
2.45

1.93
2.05
1.96
311
1.23
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Table 1: I11A. Decomposition of the Growth of Manhoursper Capita
M easures Across Long-Swing I ntervals, 1800-1989

(compound growth rates per annum)

1800-1855
1855-1871
1871-1890
1890-1905
1905-1927

1890-1095
1905-1927
1929-1948
1948-1966
1966-1989

Manhours
per capita

0.48
0.00
0.75
0.49
-0.77

0.36
-0.36
-0.74
-0.82
0.60

Labor Force Per sons Engaged

per capita

I. The Nineteenth Century
0.19
0.15
0.48
0.31
0.05
I1. The Twentieth Century
0.31
0.06
0.19
-0.38
112

per Member of
the Labor Force

0.14
-0.02
0.14
0.21
-0.43

0.16
-0.09
-0.14
-0.35
-0.11

Manhours
per Persons
Engaged

0.15
-0.13
0.14
-0.03
-0.41

-0.11
-0.33
-0.80
-0.06
-0.37
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Table1: IVA. Sources of Labor Productivity Growth, Private Domestic Economy, 1800-1989

1. Output per manhour
Sources
2. Capital stock per manhour
3. Crude total factor productivity
4. Labor quality
5. Capital quality
6. Refined total factor productivity
Addenda
7. Gross factor share weights
a. Labor
b. Capital
8. Vintage effect

9. Age-neutral refined
total factor productivity

1800-1855 1855-1871

0.39

0.19

0.20

0.20

0.65
0.35

I Nineteenth Century

M easures Across Long-Swing I ntervals

1871- 1890- 1905-
1890 1905 1927
0.14 1.84 1.36 245
0.53 0.84 0.45 073
-0.39 1.00 0.91 172
- - 0.10 0.19
-0.39 1.00 0.81 1.53
0.54 0.55 0.54 0.54
0.46 0.45 0.46 0.46

1890-
1905

1.93

0.55

1.38

0.10

1.28

0.56
0.44

Il Twentieth Century

1905- 1929-  1948-1966
1927 1948
2.05 1.96 3.11
0.48 0.07 0.81
1.57 1.89 2.30
0.19 038  043(0.22)
- 0.08 0.40
1.38 143  1.47(168)
0.60 0.63 0.65
0.40 0.37 0.35
- 011  0.16(0.17)
- 154  1.31(151)

1966-1989

1.23

0.57
0.66
0.31 (0.16)
0.31
0.04 (0.19)

0.65
0.35
0.00 (0.01)

0.04 (0.18)
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Section 2: Sour ces and Proceduresfor Nineteenth-Century Data (in Framel)

With some minor revision, the following description first appeared as an Appendix to a paper by Abramovitz, “The
Search for the Sources of Growth: Areas of Ignorance, Old and New.” Thiswas published in the Journal of Economic History,
53, No. 2 (June 1993). A more detailed description of sources and procedures behind the output and labor input data for the
period 1800-60 is provided in David, “Real Income and Economic Welfare in the Early Republic,”1996 (see Genera
Bibliography). In Part One, Endnote (1) these estimates are compared with the alternative figures available from Robert
Gallman’s Chapter in Volume 2 of the Cambridge Economic History of the U.S.

Thetablesin Frame | include periods (1890-1927 in the long period measures, 1890-1905 and 1905-27 in the long-
swing measures) which provide an overlap between Frames | and I1.

The estimates presented in Frame | rest on the Abramovitz-David figures first published in 1973 and, after minor
revision, in David, “Invention and Accumulation” (1977). Those estimates, whichin the earlier papersreferred to the Domestic
Economy, are now revised to refer to the Private Domestic Economy; and other revisions have been made since then aswell.

Real Gross Private Domestic Product (RGPDP)

The growth rates were computed from an underlying constant dollar series, expressed aternatively in 1860 dollars,
which wasformed from chained Laspeyres output indices, using 1840 (censusyear) price weightsfor the period 1800/40, 1860
(census year) price weights for 1840/1909, and 1929 price weights for 1909/29.

RGPDP was estimated by subtracting estimates of real government product (in corresponding constant prices) from
estimates of real gross domestic product (RGDP). The latter series consists of the 1977 vintage Abramovitz-David estimates,
on a comprehensive scope (so-called Variant I1) basis, which includes the estimated value of home manufactures and
improvements made to farmland. The latter series are those that underlie the tables in David, “Invention and Accumulation.”
They differ notably in the 1800 to 1834/36 interval from the estimates reported for real gross domestic product earlier by the
authors due to revisionsin the method of constructing estimates for the pre-1840 era— principally the substitution of estimates
of labor inputs on a full-time equivalent manhours basis for those on a gainful worker basis.

Estimates of real government product, expressed in 1960 constant dollars, were derived from a chained Laspeyres
index. The constituent series for the period 1890/1929, in 1929 prices, is from Kendrick, Productivity Trends in the United
States, Table A-l11, col. 5 (“Government Purchases’). These were extrapolated from 1890 to 1840 on estimates of constant
dollar government expenditures, in 1860 (censusyear) prices. Thelatter serieswasderived by deflating the sum of current dollar
estimated federal government expenditures and expenditures on public education, from Lance E. Davis et al., American
Economic Growth, New York: Harper & Row, 1972: Tables 17.1, 17.2. The deflator used for this was the David-Solar
Consumer Price Index (From Table 5.A in P.A. David and P. Solar, “A Bicentenary Contribution to the History of the Cost of
Living in America’ in Research in Economics History, Paul Uselding, Ed., Vol. 2, Greenwich, CT, 1997, pp. 1-80). The
resulting series was extrapol ated from 1840 to 1800 on estimates of constant dollar gross purchases of the federal government,
derived by employing the David-Solar CPI as a deflator for current dollar estimates from Paul M. Trescott (“The U.S.
Government and National Income, 1790-1860,” Trendsinthe American Economy inthe Nineteenth Century (Studiesin Income
and Wealth, Vol. 24), Princeton, NJ: Princeton University Press for the N.B.E.R., 1960: Table 2, p. 339.

Full-Time Equivalent Manhoursin Private Domestic Economy

Estimates of FTE manhours of 1abor input have been derived by subtracting estimated manhour employment estimates
for government, military, and education sectors from the FTE manhours estimates underlying the tables in Abramovitz and
David, “Reinterpreting” (1973). The latter estimates were obtained from estimates of the distribution of the gainfully occupied
work force among ten one-digit standard industrial classification sectors, assuming that constant within-sector ratios between
FTE manhours and gainful workers were maintained between 1800 and 1900. The level of the resulting series for the total
national (also domestic) economy was linked in 1900 to the FTE manhours estimatesin Kendrick, Productivity Trends, 1961,
Table A-x.
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Theunderlying Abramovitz-David sectoral estimatesof thegainful work force, whichwerebuilt ontheearlier estimates
of Lebergott and of Gallman and Weiss (See General Bibliography) contain adjustments designed to reduce the
noncomparability between census observations up to 1860 and those after 1860. T he adjustments were needed due to the U.S.
convention of not including free married women as part of the farm work force, which resulted in the complete elimination of
female former slaves from the agricultural work force counts. For dates from 1869 onward, estimates of black female workers
on farms were added to the agricultural work force figures. For the period before 1840 only three major occupational sectors
could be distinguished on a gainful worker basis: farm, nonfarm commodity production (with estimated interval weights for
forestry and fishing, mining, construction, and manufacturing), and noncommaodity production. Themanhoursper gainful worker
coefficients for those aggregates in 1840 were applied in extrapolating the estimates backward to 1800. To obtain manhours
estimates for the private economy for the pre-1840 period, the difference in the national and private economy manhourstrend
over the interval 1840/60 was assumed to have applied in the entire 1800/60 period.

Real Reproducible and Nonreproducible Capital Stock Index: C

Indices of the constant dollar net stock of reproducible tangible capital (inclusive of improvements to farmland), K,
and of theconstant dollar nonreproducible stock (unimproved farmland), R, were aggregated to form awei ghted geometricindex
of real capital inputsfor each trend period. The factor share weights used were the imputed returns to each type of property as
a fraction of the gross income from all (domestic) tangible assets. The weights, and the per annum growth rates of K and R,
respectively, arethose givenin Abramovitz and David, “Reinterpreting” (1973): Table 2, p. 31. The growth rate of theresulting
aggregate index, C, isequivalent to aDivisiaindex, as the weights change each subperiod. The entriesfor Cin Table 1V were
obtained by the following operation: 1 + C = anti/{ O{In(1 + R)} + 0,{In(1 + K)}]; they differ slightly from those shown for
the same variable in Abramovitz and David, “Reinterpreting” (1973), where the percentage growth rates were erroneously
directly aggregated using the indicated weights.

Gross | ncome Share of Tangible Property

Average grossfactor sharesfor reproducibl e tangible capital inclusive of farm improvements (net stock basis), K, and
for land exclusive of farm improvements (R), from Abramovitz and David, “Reinterpreting” (1973): Table 2, were summed to
obtain the gross share of tangible property in grossdomesticincome. Trend period averageswere computed as geometric means
of grossfactor share estimates for the terminal dates.

The estimates cited here were made by imputation, using average real net rates of return and depreciation rates for
private reproducibleassets, and real net ratesof return on private nonreproducibl e assets, multiplying each by the corresponding
ratio of the real net stock of capital to gross private domestic income. They are, therefore, entirely consistent with the GPDP
basis for the computations reported in Tables 1V and IVA.

The estimates for the nineteenth century described here are clearly not the only treatments of the available evidence
that deserve consideration. Others are cited in the General Bibliography.

Theperiodsfor which measureswere originally cal cul ated arethose showninthe Measuresover Long Swing Intervals.
They are meant to be measures between comparabl e phases of successive “long swings.” The earliest date, 1800, issimply the
initial year of our data. In the rest of Frame 1, with one exception, growth rates were cal culated from the average standing of
each series during the five years immediately preceding the onset of major business depressions. Thus “1855" refers to the
midyear of thefive-year period from 1853 to 1857, 1871 standsfor 1869 to 1873, and so on. 1835, however, representsathree-
year period, from 1834 to 1836. The same system was followed through 1927 (1925 to 1929).

The growth rates over the “long swings’ so distinguished in Frame | were then combined to form the Measures over
Long Periods. The rationale behind these combinations as they apply to the nineteenth century is set forth in the text.
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Section 3: Sources and Proceduresfor the Twentieth-Century Data (in Framell)

The twentieth century tables contain periods (1890-1927 in the long-period measures, 1890-1905 and 1905-27 in the
measures over long swings) which provide an overlap between Frames| and I1.

The terminal dates of periods beginning 1929 are single-year data for the peaks of the business cycles that mark the
termini of long-swing expansions and, in the measures over long periods, the termini of long periods.

In the twentieth century, the major decision involved in combining growth rates over long-swings into long-period
measures is also set forth in the text. In addition, we view the long period from 1890 to 1927 as the era of electrification. It
combines an early subperiod (1890 to 1905), when the potentials of electric power and internal combustion were only being
slowly realized and applied, with alater subperiod (1905 to 1927), when American manufacturing was being rapidly electrified
and when gasoline-powered tractors, automobiles, and trucks came into their own. Finally, there are the years since 1966, the
years of productivity slowdown. It remainsto be seen whether these years were also atime of backlogged potential, like 1929
to 1948, to be followed again by a sustained period of rapid realization of potential productivity growth.

The remainder of this Section of the Appendix provides Sources Notes for Frame |1 table by table.
Tables1: 1 and IA

GNP 1890-1927: John Kendrick, 1961, Table A-X1X, Real gross product.

GPDP 1890-1927: John Kendrick, 1961, Table A-XXIl, Real gross product.

GNP 1929-1988: National Income and Product Accounts of the U.S., 1929-88, vols. | and |1, Washington, D.C.,
Government Printing Office, 1992, 1993, Table 1.10.

GNP 1989: Economic Report of President, Jan., 1993, Table B-20, deflated by implicit deflator for Gross Domestic
Product, ibid., Table B-2.

Population: 1929-1966 Historical Statistics, Colonial Timesto 1870, Table A-7.
1966-1989 Economic Report of the President, Jan. 1993, Table B-29.

GPDP: GNP - Government Product
1929, 1948 NIPA 1929-58 Table 1.8
1966, NIPA, 1959-88 Table 1.8.
1989 Economic Report of President, Jan. 1993, Table B-9.

Tables1: Il and I1A

Output and output per capita: from Tables 1: | and A
Manhours:
1890-1948: Kendrick, 1961, Table A-XXI]I.
1948-1989: National Income and Product Account (NIPA), 1992 and 1993 and Survey of Current Business,
July 1992.
Aggregate manhoursin the Private Domestic Economy were estimated from NIPA as the sum of aggregate manhours
of full-time and part-time employees (NIPA Table 6.9) and the aggregate manhours of self-employed persons (family helpers
not included).

Aggregate manhours of self-employed persons were calcul ated as the product of the number of self-employed (NIPA
Table 6.7) and the average hours of full-time employees. The average annual hours of full-time employees were derived by
dividing the aggregate hours of full-time and part-time employees in each sector by the number of Full-time Equivalent
Employees (NIPA Table 6.5).
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Output per manhour:
1890-1948. Calculated directly from Kendrick 1961, Table X XII.
1948-1989. Calculated from NIPA data for aggregate output and manhours.

Tables1: Il and I11A
Population; Tables1: | and A
Manhours: Table 1: |1
Labor Force:
1890-1905. Estimates by authors using Gainful Workers as a proxy.
1905-1927, from Lebergott, 1964, Table A-3.

1929-1989, President’ s Economic Report, Feb. 1991, Table B-32. Figuresfor 1929-1948 arefor persons 14 and over;
thereafter, 16 and over.

Persons Engaged:

1890-1927, Kendrick, 1961, Table A-XXII.

1929-1989, 1929-1988 from NIPA, 1992 and 1993, Table 6.8; 1989 from NIPA tablesin Survey of Current Business,
Table 6.8.

Manhours per Person Engaged:
Manhours from Table 1: Il. Persons Engaged as above.

Tables1: 1V and IVA
For 1890-1927:
Gross output and manhours from Kendrick, 1961, Table A-XXII.
Capital stock per manhour: Net capital stock from Kendrick, 1961, Table A-XV. Manhoursfromibid, Table A-XXII.

Labor quality: Based on figuresfor the contributions of Age, Sex, and Education inthe National Economy in 1909-29
from Denison 1962. The figures are adjusted for the difference between Denison’s share weights for labor
in National Income and the share weights for labor in Gross National Income in the Private Domestic
Economy. There arefurther adjustmentsto conformto Denison’ slater proceduresand to allow for the slower
growth of workers' education between 1890 and 1909.

Factor shares: Capital’s gross factor share is capital’s net share in Kendrick, 1961, Table A-10 plus an estimated
depreciation rate of 9 percentage points. The allowance for depreciation is the difference between capital’s
gross compensation as a fraction of gross national income and its net compensation as a fraction of net
national income as shown in Kendrick, 1973, Table A-V. Labor’s share is 1-minus capital’s share.

For 1929-66:

Gross output per manhour: From National Income and Product Accounts, of the U.S. (NIPA), as described in the
Sourcesfor Tables 1: | and 11, above.

Capital stock per manhour: Capital stock growth rates calculated from the sums of fixed private, reproducible, gross
non-residential capital stock and private residential capital stock from Bureau of Economic Analysis, 1993,
Tables A-6 and A-9. Manhours growth rates. See Table 1: I, Source, above.
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Labor quality contribution: Calculated as the product of the growth rate of the labor quality index and the share of
labor, from Denison’s (1985, Table 7-1) figuresfor the contributions of Age, Sex and Education in the Non-
residential businesseconomy. Thefiguresare adjusted for the difference between Denison’ snet shareweights
and the gross "labor's share weights' used in this table.

Capital quality contribution: Calculated from Jorgenson, 1973, Table 15. The growth rate of the average quality index
is multiplied by the gross income shares for total capita (i.e. for reproducible capital and rent on non-
reproducible captial combined).

Factor shares. Capital’ s gross income shares were calculated as the quotients of Private Gross Capital Compensation
in the Private Domestic Economy divided by the Gross National Income. Private capital compensation was
obtained as the sum of total capital consumption plus proprietor’s net income (less the imputed labor
compensation of self-employed persons) plus net rental income plus net corporate profits plus net interest
income. Underlying figuresfrom Bureau of Economic Analysis, NIPA, op.cit. Labor shareis1 minuscapital’s
share.

For 1966-89:

Output per manhour and capital stock per manhour, asin 1929-66.

Labor quality: Estimatesare based onfiguresfor the growth rates of “ L abor Composition”, which representsthe effects
of Sex, Experience and Education, as given by Bureau of Labor Statistics (BLS) computer printouts
underlying BLS Bulletin 2426 (dec. 1993). Theresulting growth rateswereraised by theratio of the growth-
rate level of the Denison figures to that of the BLS figures in the overlapping period, 1948 to 1966. The
original BLS figures are in parentheses.

Capital quality: Estimates are from the BL S figuresfor “Capital Composition” in the BLS computer printout referred
to above. Theresulting growth rate was virtually identical with that of the Jorgenson figure used aboveinthe
overlapping period, 1948-66; so no adjustment was made.

Factor shares: See the description for 1929-66.

Addendum onthe Vintage Effect and Age-neutral refined TFP, 1929-89. Seethe Appendix Note onthe Vintage Effect
in Technical and Statistical Appendices, Appendix 1 (above).

Y
For sources of underlying data:
Left-hand frame: from the figuresin Table 1: V.

Right-hand frame: The bases of the percentage figures are the growth rates of gross private domestic product per capita
from Table 1: 1.

The formula from which the sources of per capita output growth are calculated can be derived from Equation (1) in

the text in Part One, by subtracting the growth rate of population from each side. So derived, A*, the residual in the equation
isthe growth rate of crude TFP. The contributions of Factor Composition changes(i.e., Labor Quality plus Capital Quality) are
then added to the right-hand side, and E*, asthe residua in the equation, is then Refined TFP.

The sources of the figures underlying the numerators in the right-hand frame in the table are as follows:

Manhours per capita: Tablell.
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Capital per capita: The growth rates of the capital stock itself are from the date sources shown for capital in Table V.
Population growth used to cal culate the growth of capital stock per capitaisfrom Tablel.

Factor composition from Table IV.

Factor shares used to weight manhours per capita and capital per capitafrom Table V.

4.2 Statistical Appendix for Part Two: Notesand Sourcesfor Text Tables
Notesand Sourcesto Table 2: |I-Part A:

For 1929-90, Parts A and B: Underlying datafrom JW. Kendrick, "Total Capital and Economic Growth," Atlantic Economic
Journal 22(1), 1996: Tables 1A, 2B.

For 1900-10, Part A:

Line 1. The conventional tangible total stock was extrapolated to 1905 from the 1929 level, using the estimate of K;* for
1903/07-1925/29 from Table 2: I.

Lines 2 and 3 The sum of the tangible reproducible stock was found for 1900-10 as the difference of estimates of Lines 1 and
4. Theallocationbetween Line 2 (structuresand equi pment) and Line 3 (inventories) wasdetermined fromthe geometric average
of two estimates of the share of inventoriesin the total: Gallman (1986: 204) gives 0.197. For 1900 in 1900 prices, and other
sources, see Abramovitz and David, “ Statistical Appendix to Chapter 5 — Growth of the U.S. Capital Stock,” Table V-A-1
(unpublished memo, August 1964) for full details.

A corresponding estimate of thisratiowasobtained for 1912 (in 1954 prices) based on datain Goldsmith National Wealth Table
A-46.

Line4 Natural resource stock estimate was obtained from Line 1 multiplied by the ratio of non-reproducible to total domestic
(non-monetary) wealth) in 1900, as given by Gellman (1986: 204, Appendix Table 4.A.1) in current prices.

Line 5: The non-conventional non-tangible total was extrapolated to (1900-10), centered on 1905 from the 1929 level, using
the estimate of H* for 1907-27 from Table 2: 11.

Line 6 The education and training stock denoted here as H, was extrapolated from the 1929 level, using our estimate of the
growth rate of Hy*, the stock of educational capital (schooling only) for 1900-29. This assumesthat H,* = H,*. See Appendix:
Statistical Notes to Part Two, Table 2: 11: The Intangible Capital Stock Growth before 1929.

Line 72 The 1929 ratio of Line 7 to Line 6 was applied to Line 6 in 1905, asit isfound to be very constant for later datesin the
table.

Line 8 R&D stock in 1905 was found as a residual from Lines 5 minus the sum of lines 6 and 7.

Theaverage annual growthratesfor Hy* inthefollowing periodsare estimated (in percent per annum) as: 4.05in 1900-29; 3.27
in 1929-48; 4.17 in 1948-73; and 3.75 in 1973-90.

Notes and Sourcesfor Table2: 111

For Frame |, 1800-90:

Gross Factor Sharesin Gross Private Domestic Income are estimated by imputation of the average netrental rate
on non-reproducible capital (unimproved land), multiplied by the corresponding current capital-output ratio, and average
grossrental rate on tangible reproducible assets, multipled by the corresponding current dollar capital output ratios. This
was done to obtain indexes of the shares at census dates up to 1909, and the level of the respective shares was fixed by
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reference to Denison’'s (1962) estimates for the net shares, and an estimate of capital consumption from Kuznets (1955),
Table 9.

The averages for the periods shown were obtained by interpolation to the decade mid-points in the cases of 1835
and 1855, and interval averages of the shares were calculated from the terminal year estimates.

For Framell, 1890-1989:

The Conventional Gross Factor Shares of Labor and Capital described in the Sourcesto Table 1: IV and 1: IVA
were adjusted, respectively, in order to remove the imputed returns to intangible human capital from labor income, and the
imputed returns to intangible non-human capital from property income. The adjustment method made use of augmented
gross product and comprehensive capital stock estimates in Kendrick (1994). For further description, see Paul A. David, “A
Tale of Two Traverses’ (1998): Appendix Note on Statistical Sources for Estimates of Gross Product Elasticities with
respect to Inputs of Human Intangible and Non-Human Intangible Capital Services.
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General Bibliography

|. Statistical sources, trends and fluctuations

The most convenient, authoritative compilation of long-term statistical information isthe U.S. Bureau of the Census,
Historical Statistics of the United States, Colonial Timesto 1870, Washington, D.C., Government Printing Office, 1975.

The following sections contain references to outstanding sources of statistics on particular subjects together with
discussions by the compilers of the estimates and of the forces governing their trends and fluctuations.

A. National Product

Paul A. David, in “Real Income and Economic Welfare in the Early Republic,” Discussion Paper in Economic and
Social History No. 5, March 1996, University of Oxford, presents the basic estimates of national product used in this chapter
for the period 1800 to 1840. Alternative estimates may be found in Thomas Weiss, “U.S. labor force estimates and economic
growth, 1800-1860" in American Economic Growth and Standards of Living Beforethe Civil War edited by Robert E. Gallman
and John Joseph Wallis, Chicago and London: University of Chicago Press, 1992. The figures underlying the estimates used
in this chapter for the decades from 1840 to 1890 were made by Robert Gallman, “ Gross national product in the United States,
1834-1909" in Output, Employment and Productivity in the United States After 1800 edited by Dorothy S. Brady, National
Bureau of Economic-Research, Studies in Income and Wealth, vol. 30, New Y ork: Columbia University Press, 1966. These,
however, have now been superseded by his chapter in Val. Il of the Cambridge Economic History of the United States,
“Economic Growth and Structural Change in the Long Nineteenth Century.”

Thebasic datafor the decades 1890 to 1930 areto befound in John Kendrick, Productivity Trendsin the United States,
Princeton, N.J.: Princeton University Press for National Bureau of Economic Research, 1961. Beginning 1929, the standard
figures are those of the U.S. Bureau of Economic Analysis as presented in Department of Commerce, National Income and
Product Accountsof theUnited States, vol. I, 1929-1958 and vol. 11 1959-1988, Washington, D.C.: Government Printing Office,
1992 and 1993. The figures are carried forward in the Department’s Survey of Current Business.

B. Population, Immigration and the Foreign Born

A classic publication on the growth of the U.S. population is that of Conrad and Irene B. Taeuber, The
Changing Population of the United States, New Y ork: Wiley, 1958. The historical dataare reviewed and discussed by Michael
R. Haines in “The population of the United States, 1790-1920" in this volume. His chapter has a useful bibliographical note.
Another analysis of the forces governing long-term trends and fluctuationsisthat of Richard A. Easterlinin hischapter in This
Volume (CEHUS, val. 3).

Simon Kuznets and Ernest Rubin, “Immigration and the Foreign Born”, National Bureau of Economic
Research, Occasional Paper 46, 1954, is a valuable paper of statistics and analysis bearing both on population and the labor
force.

C. Labor Force, Employment, Manhours.

Stanley L ebergott’ sManpower in Economic Growth: The American Record Since 1800, New Y ork: McGraw
Hill, 1964 is a basic source of |abor force figures together with an insightful analysis. See also the references above to David
and Weiss for the nineteenth century, to Kendrick for the early twentieth century and to the National Income and Product
Accounts for the period since 1929. All are cited above in Section |.A of this Bibliography.

D. Capital Stock

Thebasic estimatesfor much of the nineteenth century arethework of Robert E. Gallman, “ The United States
Capital Stock inthe Nineteenth Century” in Long-term Factorsin American Economic Growth, edited by Stanley L. Engerman
and Robert E. Gallman, Chicago and London: University of Chicago Pressfor National Bureau of Economic Research, Studies
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in Income and Wealth, vol. 51, 1986. For more recent data from 1890 to 1950 see John W. Kendrick, cited abovein Section
[.A. Underlying Kendrick’s estimates are those of Raymond Goldsmith, A Study of Saving in the United States, vol. 111,
Princeton, J.J.: Princeton University Press, 1956. The U.S. Department of Commerce, Bureau of Economic Analysis, “Fixed
Reproducible Tangible Wealth of the United States, 1925-89. Washington, D.C.: U.S. Government Printing Office, Jan. 1993,
containsthe basic official estimates of the total and its principal components. The seriesis continued annually in the Survey of
Current Business.

I1. Long Swingsin Economic Growth

The pioneering studies of this subject were made by Simon Kuznets in Secular Movement in Production and Prices,
Boston: Houghton-Mifflin, 1930 and Arthur F. Burns, Production Trendsin the United States Since 1870, New Y ork, National
Bureau of Economic Research, 1934. Brinley Thomas, Migration and Economic Growth, Cambridge: Cambridge University
Press, 1954 is a thorough study of the inverse relations between long swings in British and American growth and their
connections with the movements of population and capital.

Simon Kuznets' Capital in the American Economy, London: Oxford University Press for Nat. Bur. Econ. Research,
1961, Ch. 7 is a more mature and rounded statement of his view. Moses Abramovitz in “The Nature and Significance of
Kuznets Cycles’, Economic Development and Cultural Change, IX, No. 2 (April, 1961), 225-48, presents a quite different
hypothesis about the underlying causes of thelong swings. Thisarticle also offersabrief survey of the preceding literature and
extensive reference to the relevant evidence.

Notable studies of particular aspects of long swings may be found in Kuznets, “Long Swings in the Growth of
Population and Related Economic Variables’, Proceedings of the American Philosophical Society, February 1958, 25-52;
Kuznetsand Rubin, “Immigration and the Foreign Born”, op.citin Section 1.B, above; Jeffrey G. Williamson, American Growth
and the Bal ance of Payments, Durham, North Carolina: University of North CarolinaPress, 1964; Richard Easterlin, Population,
L abor Force and Long Swingsin Economic Growth, New Y ork: National Bureau of Economic Research, 1968 (distributed by
Columbia University Press, N.Y . and London); and Moses Abramovitz, The Monetary Side of L ong Swingsin U.S. Economic
Growth (1973), reissued as Publication No. 471 by the Center for Economic Policy Research of Stanford University, 1997.

[11. Growth Accounting and the Sour ces of Growth

Jan Tinbergen, “Zur Theorie der langfristigen Weltwirschaftsentwicklung”, Weltwirtschaftliches Archiv, 55, No. 3
(1942), was the first to present growth accounts leading to an estimate of the growth of crude total factor productivity. Moses
Abramovitz, “Resourceand Output Trendsinthe United Statessince 1870", American Economic Review, May 1956 and Robert
Solow, “Technical Change and the Aggregate Production Function,” Review of Economic Statistics (August, 1957) were the
papers that first captured awide interest in growth accounting among economists. Solow’ s paper presents the basic theory of
the subject, and both papers revealed the dominant role of total factor productivity in accounting for growth in the twentieth
century. John Kendrick’ s Productivity Trendsin the United States, op.cit. in Section |.A above, isafull length quantitative study
of economic growth in the growth accounting framework. It presents basic statistics for the United States between the 1870s
and the 1950s and is carried forward in his Postwar Productivity Trendsin the United States, 1948-1969, New Y ork: National
Bureau of Economic Research, 1973.

Magjor studies that have led to the estimation of the contributions of education and other aspects of labor quality and
of capital quality and thusto the refinement of total factor productivity growth are: Edward F. Denison, Accounting for United
States Economic Growth, 1929-1969, Washington, D.C.: The Brookings Institution, 1974; Dale W. Jorgenson, Frank Gollop
and Barbara Fraumeni, Productivity and U.S. Economic Growth, Cambridge, MA: Harvard University Press, 1987, and U.S.
Department of Labor, Bureau of Labor Statistics, Labor Composition and U.S. Productivity Growth, 1948-1990, Bulletin 2426.

V. Historical Studiesof U.S. Technological Progress
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Thereisavery large historical literature dealing with the technol ogical progress of particular industries and processes
and another large theoretical literature. Good sel ections of work bearing on these subjects may be found in Nathan Rosenberg,
The Economics of Technological Change, Harmondsworth, England: Penguin Books, 1971, and Exploring the Black Box:
Technology, Economics and History, Cambridge: Cambridge University Press, 1994. David Mowery and Nathan Rosenberg,
“Technological Change in the United Statesin the Twentieth Century,” in The Cambridge History of The United States, S.L.
Engerman and R.E. Gallman (eds.). This volume is an authoritative survey of major twentieth-century developments.

Thefollowing are anumber of important historical studies of technological progressthat have abroad significancefor
American growth.

H.J. Habakkuk, American and British Technol ogy inthe Nineteenth Century, Cambridge: Cambridge University Press,
1962; Nathan Rosenberg, Technology and American Economic Growth, New Y ork: Harper and Row, 1972; Paul A. David,
Technical Choice, Innovation and Economic Growth, New Y ork: Cambridge University Press, 1975; GavinWright, “ TheOrigin
of American Industrial Success 1879-1940," American Economic Review, 80, No. 4 (September 1990), 651-68; Paul A. David
and Gavin Wright, “Increasing Returns and the Genesis of American Resource Abundance,” Industrial and Corporate Change,
6(2), 1997, pp. 203-45.

V. The Slowdown

The sdower growth of productivity during the last quarter-century has generated an outpouring of papers and books.
We notice here afew contributions to the subject, following the outline of discussion in the text.

On mismeasurement: Martin Baily and Robert J. Gordon, “Measurement | ssues, the Productivity Slowdown, and the
Explosion of Computer Power”, Brookings Papers on Economic Activity, 18, No. 2, 347-420.

On impediments to investment and innovation, F. Denison (ed.), Accounting for Slower Economic Growth,
Washington, D.C.: TheBrooking I nstitution, 1979; Michael L. Dertouzos, Richard K. Lester and Robert M. Solow, andtheMIT
CommissiononIndustrial Productivity, Madein America: Regainingthe Productive Edge, Cambridge, MA, London: MIT Press,
1989.

Onthe potential for technological progress and the shift of technological regimes: Zvi Griliches, “ Productivity Puzzles
and R&D: Another Non-explanation”, Journal of Economic Perspectives, 2, No. 4, Fall, 1988, 9-21; “Patent Statistics as
Economic Indicators— A Survey,” Journal of Economic Literature, S. Gilfillan, The Sociology of Invention, Chicago, 1934;
C. Freeman and C. Perez, “ Structural Crisesof Adjustment, Business Cyclesand Investment Behavior,” in G. Dos et al., (eds.),
Technical Change and Economic Theory, London: Pinter, 1988; Paul A. David “Computer and Dynamo: The Modern
Productivity Paradox in aNot-too-distant Mirror,” in Technology and Productivity: The Challengefor Economic Palicy, Paris:
OECD, 1991; Elhanan Helpman, ed., General Purpose T echnologiesand Economic Growth, Cambridge, MA: MIT Press, 1998.

V1. Thelnternational Perspective

Angus Maddison’s Monitoring the World Economy, 1820-1992, Paris. OECD, 1995 is the most important general
survey of data bearing on economic growth over along period of time. It is the culmination of work stretching back over a
quarter of a century which yielded arich series of books and papers. Maddison’s work follows on that of Simon Kuznets who
wasthe pioneer of suchinternational comparative studies. Kuznets' work led up to hisclassic book, M odern Economic Growth:
Rate, Structure and Spread, New Haven and London: Y ale University Press, 1966.

For more recent years, readers should also consult the Penn World Tables, prepared under the direction of Robert
Summersand Alan Heston. TheTables, Mark V, appeared inthe Quarterly Journal of Economics, 1991. Theseand later versions
of the Tablesare available on computer diskettesfrom the authors at the Department of Economics, University of Pennsylvania.

All these data render the current price accounts of national income and product expressed in national currenciesinto
a common monetary unit based on the relative purchasing powers of the national currencies. This procedure is carefully
explained in the series of volumes written by Sidney Kravis, Robert Summers and Alan Heston for the United Nations
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International Comparison Project. Important work on purchasing power parity ratios is now carried on by the OECD and
Eurostat.

Analytical studies in recent years have been heavily concerned with the theory and empirical foundations of the
hypothesisthat thelevel s of GDP per capitaand GDP per manhour of countriestend to converge and that laggard countriestend
to catch up with aleading country or countries. Thorstein Veblen, Imperial Germany and the Industrial Revolution, New Y ork,
1915, and Alexander Gerschenkron, “Economic Backwardnessin Historical Perspective’ in The Progress of Underdevel oped
Countries, B. Hosdlitz (ed.), Chicago: Chicago University Press, 1952, were early anticipations of contemporary work. Edward
Denison, Why Growth Rates Differ, Washington, D.C.: The Brookings Institution, 1967, was a notable empirical study of
postwar experience in Europe and the U.S.A.

Contemporary interest in the subject begins with papers by Moses Abramovitz, “Catching Up, Forging Ahead and
Falling Behind”, Journal of Economic History, 466, No. 2 (June 1986) and William J. Baumol, “Productivity Growth,
Convergenceand Welfare,” American Economic Review, 766, No. 5 (December 1996). Among the studiesthat followed, there
has been an effort to identify the limits of the simple, or unconditional, hypothesis and the conditions prerequisite to strong
convergence and catch-up. See Robert J. Barro, “Economic Growth in a Cross-Section of Countries,” Quarterly Journal of
Economics, 106, No. 2 (1991), William Baumol, Sue Anne Batey Blackman and Edward Wolff, Productivity and American
Leadership: TheLong View, Cambridge, MA: The MIT Press, 1989 and Moses Abramovitz and Paul A. David, “ Convergence
and Deferred Catchup,” in The Mosaic of Economic Growth, edited by Ralph Landau, Timothy Taylor and Gavin Wright,
Stanford, CA: Stanford University Press, 1996.
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