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Outline of Text Material

I.
Introduction

A.
The same economic principles that have been studied through the text apply to less-developed countries.

1.
Scarcity is universal.

2.
This makes economic analysis relevant to all nations, regardless of their level of material well-being or ruling political ideology.

B.
Instruments of Economic Management

1.
The United States can effectively use monetary and fiscal policy.

2.
External and/or internal constraints may prevent less-developed economies from using either or both of these instruments.

II.
Life in the Developing Nations: Population and Poverty

A.
Population

1.
In 2006 the world population was over 6.5 billion people.

2.
Most of the 200 countries are developing economies. Those countries contain about 75 percent of total population (about 4.9 billion).

B.
Early 1960s Classifications

1.
The developed countries included most of Europe, North America, Japan, Australia, and New Zealand.

2.
The developing countries (Third World countries) included the rest of the world.

3.
First World countries were the Western industrialized nations, while Second World countries included those formerly in the Soviet Union’s domain.
C.
The 2002 Classifications

1.
Rapid economic progress in many countries changed the economic landscape and required changes in the classification system.

2.
The middle-income (newly industrialized) countries include the formerly developing countries that have developed. These include Argentina and Korea.

3.
Fourth World countries have actually regressed economically, falling even further behind. These include much of sub-Saharan Africa and South Asia.

4.
The countries that used to make up the Soviet Union have developed at varying rates.

a.
Some have declined to the point where they are now developing countries. Albania, Bosnia and Herzegovina, Tajikistan, and Uzbekistan still have low per-capita incomes.

b.
Others have made remarkable economic progress. These include the Czech Republic, Estonia, and Hungary
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The CIA World Fact Book is available for downloading at http://www.cia.gov/cia/download.html. (If that URL doesn’t work, start at http://www.cia.gov/ and look for the link). The Fact Book contains a wealth of information about countries of the world, including economic data. Divide the class into teams, assign each team to a country and have them prepare a short presentation summarizing how that country has progressed economically during the last 10 years. Then they should give one or two theories about why their country has done well or badly.

For starters, Extended Application 2 at the end of this chapter of the Instructor’s Resource Guide includes some data about the former countries of the Soviet Union.
D.
Developing Countries and Developed Countries

1.
Developing countries continue to have some common differences with developed countries.

2.
Economists use gross national income (GNI) to compare income levels in different countries. GNI uses a more accurate way of converting purchasing power among currencies.

3.
Using GNI as the basis for comparison, developed countries have higher average levels of material well-being (including food, clothing, and shelter).

4.
Developed countries also have better health and education than developing countries.

5.
Although difficult to quantify, there is general agreement that citizens of developed countries generally have greater political and personal freedom than those living in developing countries.

6.
Life in developing countries is very difficult.

a.
Most meals are the same and consist solely of the country’s staple crop (rice, wheat, or corn).

b.
Shelter is primitive with many people sharing a small room.

c.
Production is on small family farms. Productivity is low because household plots of land are small and capital is very crude.

d.
Illiteracy remains chronic.

e.
Infant mortality is 10 times the rate in the United States.

f.
There is only one physician per 5,000 people.

g.
Civil and external wars are common.

7.
Poverty dominates the developing world.

E.
Developed Countries

1.
Even though developed countries have one quarter of the world’s population they consume about three quarters of the world’s output. (They also produce about three quarters of the output.)

2.
That leaves developing countries with three quarters of the population and one quarter of the output.

3.
Income distribution

a.
In the United States the poorest 20 percent of families earn 5 percent of total income. The highest income quintile receives about 46 percent.

b.
Worldwide the poorest 20 percent receive about 0.5 percent of total income while the highest 20 percent earn 69 percent of total income.

c.
That means the income distribution must be severely skewed in developing countries.

III.
Economic Development: Sources and Strategies

A.
Background

1.
Economists have been trying to understand economic growth and development since the beginnings of the subject (Adam Smith and David Ricardo).

2.
The actual study of economic growth as it applies to developing countries began after World War II.

3.
Economic development as a field of economics asks one simple question: Why are some countries poor while others are rich?

B.
The Sources of Economic Development:

1.
Capital Formation

a.
Developing countries have insufficient input quantities.

b.
The vicious-circle-of-poverty hypothesis states that, since a developing country must consume most of its income just to maintain its already low standard of living, the cost of forgoing current consumption is too high. Thus, there is virtually no saving and low levels of investment.

c.
If the vicious circle hypothesis were universally true no nation would ever develop. Poverty alone cannot explain capital shortages. Poverty is not necessarily self-perpetuating.

d.
Poverty may be caused more by a lack of incentives to save and invest productively. Capital flight is the tendency for both human and financial capital to leave developing nations in search of higher rates of return in other countries. 

e.
Government policies may also tend to discourage investment activity.

f.
Quoting the text, “Whatever the causes of capital shortages, it is clear that the absence of productive capital prevents income from rising in any economy. The availability of capital is a necessary, but not sufficient, condition for economic growth. The landscape of the developing countries is littered with idle factories and abandoned machinery. Other ingredients are required to achieve economic progress.”

2.
Human Resources and Entrepreneurial Ability

a.
Capital does no good without labor.

b.
Although there tends to be high rates of population growth, the quality of labor may pose a constraint on the growth of income. A productive workforce must be healthy. Disease is one of the major threats to development today. The HIV/AIDS epidemic in sub-Saharan Africa is a major drain on resources as well as decimating the workforce. (In 2005 3.1 million people died of AIDS and another 11.9 million were newly infected.)  Basic AIDS treatment can cost three times a developing country’s per capita gross national income.

c.
Beyond disease, health and nutrition are essential. Programs that encourage health and nutrition are investments in human capital.

d.
The brain drain is the tendency for talented people from developing countries to become educated in a developed country and remain there after graduation. The brain drain siphons off many of the most talented minds from developing countries.

e.
Entrepreneurial activity also seems to be lacking. Entrepreneurial activity is often discouraged by political and economic systems that do not enforce property rights. There is little incentive to be an entrepreneur if the state will take the results of your success by force.

3.
Social Overhead Capital

a.
Also called infrastructure projects, social overhead capital includes building roads, power generation systems, sewer systems, and irrigation systems.

b.
Social overhead capital needs to be produced by the government because the projects are too large for the private sector or there is no way for a private agent to capture enough of the returns to make the project profitable. The free rider problem is also an important factor.

c.
If government takes no action in this area, economic development may be curtailed.

C.
Strategies for Economic Development

1.
No one development strategy is likely to succeed in all nations. Each strategy involves trade-offs.

2.
Agriculture or Industry?

a.
Industrialization has several attractive features as a development strategy. Building factories is an obvious way to increase a country’s capital stock. As countries develop the share of GDP originating in the agricultural sector declines. This also encourages industrialization strategies.

b.
Unfortunately in many countries industrialization has been either unsuccessful or disappointing. Apparently just trying to replicate the structure of developed economies is not enough to guarantee or even promote successful development.

c.
Agriculture has received more attention since the early 1970s.

d.
Some balance between the two seems to lead to the best outcome.

3.
Exports or Import Substitution? 

a.
As part of a development strategy a country must choose which of two trade strategies to use.

b.
An import substitution strategy favors development of local industries that can manufacture goods to replace imports. Most economists believe that import substitution strategies have failed almost everywhere they have been tried. Such policies have created major economic inefficiencies and encourage capital-intensive production, which limits jobs. 

c.
An export promotion strategy encourages development of local industries that produce goods and services for export. Export promotion has seemed to result in higher rates of growth. Japan, Hong Kong, Singapore, Korea, and Taiwan have all pursued such strategies fairly successfully. Such strategies often include keeping the exchange rate low so export prices remain low.

4.
Central Planning or the Market?

a.
A country must decide how its economy will be directed. The basic choice is between markets and central planning.

b.
In the 1950s and 1960s development strategies relying on central planning were popular. Even the United States supported some central planning.

c.
The economic appeal of planning lies theoretically in its ability to channel savings into productive investment and to coordinate economic activities that private actors in the economy might not otherwise undertake.

d.
The reality is that central planning is technically difficult, highly politicized, and a nightmare to administer.  Central planners rarely know which sectors of the economy offer the highest rates of return on investment.  Even worse the central planners are political creatures, meaning they can sometimes be bribed to channel funds to an area in which rates of return are low.
e.
The failure of many central planning efforts has brought increasing calls for less government intervention and more market orientation in developing countries. These are frequently recommended by the International Monetary Fund and the World Bank.
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The New York Times article “Your Farm Subsidies Are Strangling Us” is excerpted in the text.  This article gives a powerful, cogent statement about the relationship between agricultural subsidies in the developed economies and farm profitability in the less-developed countries.  The class will probably leap at a chance to discuss this issue.  Make sure they understand the basic point that agricultural interests are the prototypical small group whose political influence far exceeds their membership.
D.
Growth Versus Development: The Policy Cycle

1.
Growth and development are not the same.

a.
A country can achieve higher levels of income (growth) with little or no benefit accruing to most of its citizens (development).

b.
Income distribution becomes an important issue.

2.
“Trickle down” strategy

a.
This strategy was popular in the 1950s and 1960s.

b.
The underlying theory is that increasing per capita income will shift the income distribution upward, raising the income of the poor.

c.
Thus this strategy implies that growth leads to development.

3.
“Trickle down” is discredited

a.
A 1974 World Bank study concluded that “a decade of rapid growth in underdeveloped countries has been of little or no benefit to perhaps a third of their population. …”

b.
New development strategies try to target poverty specifically.

c.
These new strategies favor agriculture over industry, call for income redistribution, and encourage programs to satisfy basic needs like food and shelter.

4.
More recent efforts

a.
During the 1980s and 1990s the United States and the World Bank began to demand structural change in developing countries.

b.
The specific changes included privatization of government programs, reductions in government spending, reining in inflation, and tax reform to encourage private saving and investment.  These are called structural adjustment programs.
c.
The changes were directed toward development of market economies. This will encourage growth. Whether it will encourage development is still an open question.


TEACHING TIP: It is hard not to draw parallels between less-developed countries on the one hand and the former Soviet Union and Eastern Europe on the other. It is worth taking the time to point out the similarities and the differences. 


Similarities include: high levels of debt; obsolete or inadequate capital stock and social infrastructure; low standards of living; serious environmental degradation; and in some cases, an unstable political and economic environment. 


But several characteristics make the former Soviet-bloc countries unique, giving their situation somewhat more hope than that of the poorest developing countries. Among these characteristics are the high levels of literacy and human capital; potentially formidable armed forces, including nuclear capability; and the importance attached to successful reform by the developed nations.
IV.
Issues in Economic Development

A.
Population Growth

1.
Population growth is a major problem for developing countries.

a.
In developing countries population growth is 1.7 percent per year versus 0.5 percent per year in the industrial market economies.

b.
At a growth rate of 1.7 percent per year population will double from its 1990 level by the year 2031. It will take the industrialized countries 139 years to double their population.

c.
Economists have been worrying about population growth at least 200 years. Malthus is usually credited with being the first to study this problem.

d.
The basic theory is simple. Population growth is exponential because a constant growth rate implies an exponentially growing level. However, the law of diminishing returns says food supplies should grow more slowly. Therefore mass starvation must result.

e.
Malthus failed to take technological improvements into account. Even today technological change continues to improve productivity so that output grows faster than population.


TEACHING TIP: Malthus’s ideas have been replicated many times since he first proposed them. One of the most interesting is the “limits to growth” model developed by Dennis Meadows and sponsored by the Club of Rome. Students might enjoy a brief presentation on this subject. Start with www.clubofrome.org/archive/reports.php, the basic report by Meadows and company. A 1992 update is available at http://www.context.org/ICLIB/IC32/ Meadows.htm. Then take a look at http://www.outsights.com/systems/theWay/slg/ lg.htm. Be sure to read the critique by Lomborg and Rubin in Foreign Policy (available at 
http://www.foreignpolicy.com/ issue_novdec_2002/limitstogrowth.html or in the November-December, 2002 printed issue).
2.
The Consequences of Rapid Population Growth

a.
Predicting the effects of high population growth rates is harder to determine than many people think.

b.
Rapid population growth may limit saving and investment, restraining increases in labor productivity and income.

c.
High population growth rates reduce the average age of the population, further reducing saving.

d.
But large increases in population also increase the labor force, increasing output.

3.
Causes of Rapid Population Growth

a.
The cause of rapid population growth is fairly obvious. The incentives to have larger families are not so obvious.

b.
The natural rate of population increase is the difference between the birth rate (fertility rate) and the death rate (mortality rate).

c.
Historically low rates of population growth were the product of high fertility rates combined with high mortality rates.

d.
Improvements in nutrition, public health, and medicine reduced the mortality rate without lowering the fertility rate. As countries develop, the fertility rate also declines and the population growth rate falls. However, there is a transition period in which the population growth rate is very high because improvements in health have reduced mortality but the demand for children remains high.

e.
High birth rates in developing countries are due to a high demand for children. Children supply labor and have both cultural and religious value.

f.
Any nation that wants to slow its rate of population growth will probably find it necessary to have in place economic incentives for fewer children as well as family planning programs.


TEACHING TIP: Prof. Lawrence Summers has estimated the rate of return on educating a woman in a developing country is over 20 percent. Part of that stems from the smaller family size educated households produce. The rest is increased productivity caused by more human capital.
B.
Developing-Country Debt Burdens

1.
Between 1970 and 1984 developing countries borrowed heavily from developed countries, increasing their debt burden to $700 billion.

a.
Brazil, Mexico, and Venezuela had loans from Citibank, Chase-Manhattan, and Manufacturer’s Hanover that were more than double the net worth of those financial institutions. (Manufacturer’s Hanover was acquired by Chemical Bank.  Then in 1996 Chase acquired Chemical. The bank holding company is now called J.P. Morgan Chase & Co.)

b.
Many developed countries experienced recessions in the early 1980s. This slowed the growth of exports from developing countries. Many had difficulty repaying these loans.

2.
Default on international loans is problematic for both borrowers and lenders.

a.
Unlike many domestic loans, international loans are rarely collateralized.

b.
Some countries rescheduled their debt, meaning the time they had in which to pay back was extended (often with some of the debt written off).

c.
These countries also agreed to undertake stabilization programs that provided incentives to increase exports and reduce imports.

3.
Southeast Asia in 1998

a.
During 1998 the currencies of several rapidly growing Southeast Asian countries collapsed.

b.
The countries included Indonesia, Thailand, and Korea.

c.
Short-term loans were called by lenders and there were large capital outflows.

d.
Currency depreciation made it even more difficult to pay the interest on foreign loans.

e.
The IMF made emergency loan guarantees to many of these countries.

f.
However, similar problems in Brazil and Russia led to the Russian default in August 1998.

4.
Update to 2003

a.
Between 2000 and 2003 worldwide interest rates fell dramatically.

b.
This reduced the burden of interest payments on developing countries.

c.
The IMF and World Bank committed $41.5 billion to their Heavily Indebted Poor Country (HIPC) initiative.

d.
In September 2005 the World Bank and IMF agreed to cancel up to $55 billion owed by some of the poorest countries.

V.
Economies in Transition

A.
The Cold War

1.
Between 1946 and the mid-1980s the Soviet Union and the United States were powerful opponents.

2.
This era was called the Cold War because the two countries never actually fought a war with each other. (Such a war would presumably have been the Hot War.)

3.
With both countries holding large arsenals of nuclear weapons, the dominant international strategy was called “mutually assured destruction” with the appropriate acronym MAD.

4.
The Soviet Union began to disintegrate in the mid-1980s, finally collapsing in 1991. What was one country became 15 separate states. The Cold War was over.

5.
As of 2003 there were 25 countries in what had once been the USSR.

B.
Reflections on Historical Political Rivalries

1.
The Cold War was primarily a struggle between market-based capitalism (the United States) and centrally-planned socialism (the Soviet system).

2.
The Cold War ended abruptly because the economy of the Soviet Union literally collapsed.

3.
In 1991 market-based capitalism was the winner of the Cold War.
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It’s often said that the only remaining purely Communist countries are Albania, Cuba, North Korea, and the People’s Republic of Berkeley (California). Ask your students to find other examples (Vietnam may qualify). Also ask them to find out about economic conditions in those countries.
C.
Eastern Europe’s Transition to Capitalism

1.
The transition has not been smooth.
2.
Some countries have done well while others have collapsed into bitter ethnic warfare.

3.
Between 1989 and 1997 output fell more than 40 percent in some of these countries including the former East Germany, Albania, Poland and Romania. Output fell 30 percent in Russia.

a.
Formerly prosperous people found themselves with annual real incomes approximating those in developing countries.

b.
Survival became a real issue.

4.
East Germany: A Special Case

a.
East Germany merged with West Germany into just plain Germany.

b.
After lengthy negotiations the two governments agreed on a conversion ratio between ostmarks (the former East German currency) and deutschemarks (the former West German currency). The exchange rate was quite favorable to East German citizens.

5.
The Countries of Central Europe

a.
These countries included Hungary, Poland, the Czech Republic, Bulgaria, and Romania.

b.
By 1995 they had achieved basic stability and begun to grow.

c.
Poland’s growth rate was about 4.5 percent per year, the highest of the group. Poland’s secrets were allowing foreign investment, privatizing former government enterprises, and encouraging entrepreneurship.


TEACHING TIP: Point out to students that there are problems with comparing GDP across nations. One such problem—the index-number problem—is explored in the Extended Application found later in this chapter of the Instructor’s Resource Manual. Most international comparisons today use an “equal purchasing power” basis.
VI.
Political Systems and Economic Systems: Socialism, Capitalism, and Communism

A.
Every society has both a political system and an economic system; unfortunately the two are often confused.

       1.  Two major alternative economic systems that exist in the world today are  socialism (one in which most capital is owned by the government) and capitalism (most capital is privately owned).

2.    A purely theoretical economic system is communism, in which the people control the means of production directly without the intervention of a government or state. Countries that call themselves “communist” today have mostly forgotten Marx’s dictum that the state should wither away and die.

3.
There are no countries that are either pure capitalist or pure socialist.

4.
The mix of political and economic systems seems to encompass the entire spectrum of possibilities.

5.
While some economists follow Hayek and believe capitalism and democracy go hand in hand, the real world doesn’t seem to behave so neatly.  Singapore is but one example of a country that has a successful market-oriented economy but a fairly undemocratic political system.
B.
Central Planning Versus the Market

1.
How are economic decisions made?

2.
Market economies rely mainly on price signals.

3.
Socialist economies tend to favor central planning.

4.
However, the former country of Yugoslavia was a socialist country that relied heavily on markets. Such economies are called market-socialist economies.

VII.
The End 0f the Soviet Union

A.
Mikhail Gorbachev implemented reforms in 1986 and 1987 that moved the Soviet economy partially to a market-based economy.

1.
Unfortunately his reforms did not work.

2.
Output growth slowed to near zero.

3.
In 1991 the economic system collapsed.

B.
The Coup of 1991

1.
In August 1991 a coup by Kremlin hard-liners ousted Gorbachev.

2.
The coup was met by demonstrations in Red Square. The Soviet army refused to follow the orders of the new dictators.

3.
The coup lasted three days.

C.
The Yeltsin Years

1.
After the Soviet Union dissolved in 1991 Boris Yeltsin became the first president of Russia.

2.
Yeltsin was committed to market reforms and political freedom.

3.
He called for deregulated prices, privatizing public enterprises, and stabilizing the macroeconomy.

4.
Yeltsin stayed in office until 1999.

5.
His reforms took time but were eventually successful. Russian GDP began to grow starting in the spring of 1997.

6.
The biggest ongoing problem faced by the Russian economy was crime and corruption.

D.
President Putin

1.
Vladimir Putin became president in January 2000.

2.
He immediately declared his commitment to continue Yeltsin’s reform program.

3.
The article in the text box “Russia’s Economy in 2005” discusses the recent upturn in economic growth in that country.  But President Putin appears to have taken a bit of a turn against markets and toward central planning and state ownership.

VIII.
The Transition to a Market Economy

A.
Six Basic Requirements for Successful Transition

1.
Macroeconomic stabilization

2.
Deregulation of prices and liberalization of trade

3.
Privatization of state-owned enterprises and development of new private industry

4.
The establishment of market-supporting institutions such as property and contract laws

5.
A social safety net to deal with unemployment and poverty

6.
External assistance

B.
Macroeconomic Stabilization

1.
Inflation has been a problem in each of the countries.

2.
Since tax collection systems are often not in place, the government runs a budget deficit.

3.
Unable to borrow, they print money instead.

4.
The government must find a way to stabilize the money supply and balance their budget.

C.
Deregulation of Prices and Liberalization of Trade

1.
Individual prices must be deregulated so they can serve as signals to buyers and sellers.

2.
Trade barriers must also be removed, including eliminating tariffs and subsidies.

D.
Privatization

1.
Private ownership provides a strong incentive for efficient operation, innovation, and hard work.

a.
The tragedy of the commons is the idea that collective ownership of a resource may not provide the proper private incentives for efficient use of that resource because individuals do not bear the full costs of their own decisions but do enjoy the full benefits.

b.
This is an extreme example of what can happen when a resource is commonly owned.

2.
Privatization also creates an environment in which entrepreneurship can thrive.

E.
Market-Supporting Institutions

1.
Markets require many supporting institutions including banks, stock and bond markets, and brokerage houses.

2.
There must be other institutions that support private property. These include courts and other aspects of the legal system.

3.
Laws must provide for the enforcement of contracts.

4.
Having a set of accounting principles is also necessary.

5.
Insurance is also required to hedge some risks.

F.
Social Safety Net

1.
Some workers will end up unemployed.

2.
There must be a safety net (probably including unemployment insurance) to help these workers until they can find new jobs.

G.
External Assistance

1.
A newly freed economy will lack people with knowledge and experience in markets and capitalist institutions. Most people agree that it’s good to help countries with this.

2.
The extent to which financial assistance should be given is another issue. Some economists believe it is essential to encouraging reform, while others say it is pouring money into a black hole.

H.
Shock Therapy or Gradualism?

1.
Much debate exists about the sequence and timing of specific reforms.

2.
Shock therapy (the Big Bang approach) advocates rapid deregulation of prices, liberalization of trade, and privatization.

a.
Those who favor this approach say the pain will be severe but at least it will be over quickly.

b.
They point to the success of Poland.

3.
Gradualists believe the best course is to build market institutions first, then gradually decontrol prices. “Privatize only the most efficient government enterprises first,” they urge.


TEACHING TIP: World history has provided a quasi “controlled experiment” for the economic performance of Soviet-type socialism. In 1939, there were actually four Baltic States: Lithuania, Latvia, Estonia, and Finland. All of these “states” had approximately the same income per capita. Lithuania, Latvia, and Estonia were absorbed into the Soviet Union during World War II, whereas Finland was able to chart its own economic course, which included significant elements of market capitalism. By 1989, the output per capita of Finland was six times greater than that of any of its three neighbors.

TEACHING TIP: Government authorities attempting to move their economy from central planning to a market-based system often fall into the transition trap of continually subsidizing enterprise by running budget deficits and rapid monetary growth. Such policy leads to inflation. Some transitioning economies have different experiences than Russia and other CIS (Commonwealth of Independent States) nations. The following statistics might be of interest. The money supply data are from the International Monetary Fund, International Financial Statistics. The inflation-rate data are from the European Bank for Reconstruction and Development, Annual Economic Outlook, September 1993. The budget deficit data are from the “Statistical Tables,” The Economics of Transition 1, 4 (1993). 

	
	
	
	Year
	
	
	

	Country
	1989
	1990
	1991
	1992
	1993
	

	Russia
	
	
	
	
	
	

	
Budget deficit as share of GDP
	NA*
	NA
	–21.2
	–4.3
	–10 to 15
	

	
Annual money supply growth rate
	14
	18
	99
	610
	NA
	

	
Inflation rate
	2
	6
	93
	1354
	900
	

	Czech Republic
	
	
	
	
	
	

	
Budget deficit as share of GDP
	–2.4
	0.1
	–2.0
	–3.3
	0.0
	

	
Annual money supply growth rate
	5
	0
	 4
	26
	24
	

	
Inflation rate
	1
	10
	58
	11
	21
	

	Poland
	
	
	
	
	
	

	
Budget deficit as share of GDP
	–7.4
	3.5
	–6.2
	–7.0
	–4.8
	

	
Annual money supply growth rate
	137
	556
	66
	31
	20
	

	
Inflation rate
	251
	566
	70
	43
	35
	

	*NA = Not available
	
	
	
	
	
	


Other Resources


Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).
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Application 1: Illustrating Development Problems with ppfs

Production possibilities frontiers (ppf) can help students visualize the problems associated with economic development in the developing nations and provide a unifying theme to your lecture.

Draw the diagram below, with “consumption goods” measured along the horizontal axis, “capital goods” along the vertical axis, and a ppf with standard curvature. 
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Three points on the axes need to be stressed here. Point D (depreciation) on the vertical axis shows the level of capital production needed just to replace the capital that wears out each year. When capital production falls short of Point D, the capital stock will shrink over time, and the production function will shift inward. When capital production exceeds Point D, the capital stock grows and the production function shifts outward over time, as shown in the diagram. But the fact that the production function shifts outward does not guarantee a rise in living standards because population is growing as well.

Point N shows the level of capital production needed to increase productivity (and therefore living standards) with a growing population or workforce. If the workforce is growing at 10 percent per year, then the capital stock must grow by 10 percent per year just to keep the level of productivity constant. When capital production exceeds N, the production function shifts out faster than the population is growing, so living standards rise.

Finally Point S represents the level of consumption goods needed for the survival of the population.

A developed economy (like that in the diagram) has a large capital stock and consequently a highly productive workforce, so its ppf lies far from the origin. Such an economy can produce consumption goods well in excess of Point S and still produce capital goods well beyond Point N. Thus, the production function of developed economics shifts out faster than the growth in the population, and living standards continue to rise.

In the “vicious circle” view, the problem faced by some developing nations is that, with such a small capital stock to begin with, production possibilities are very limited (the ppf is close to the origin), as shown in the following diagram.
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Pushing capital production above Point N would require moving along the ppf to a point like E, which means pulling resources out of consumption goods industries and dropping below Point S on the horizontal axis. This would be morally and politically intolerable.

You might want to mention that Stalin—who was not bothered by moral implications and was able to crush his political opponents—simply moved the USSR along its ppf from Point A to Point E during the 1930s. In practice, this was accomplished by organizing farmers into low-consumption collectives and confiscating their crops in order to feed capital-producing workers in the cities. In the process, millions of rural Soviets starved to death or were executed outright. 

Critics of the vicious circle view point out that many developing nations are able to produce consumption goods beyond Point S with enough resources left over for capital production beyond Point N, but that this additional capital production never takes place. These critics stress the lack of incentives for domestic investment. This, too, can be illustrated on a ppf diagram:
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Here, production of consumption goods exceeds S and capital production is stuck at N—the level that just maintains productivity and living standards—because of a lack of incentive to create domestic capital. The excess consumption goes to provide luxury goods for the wealthiest members of society, whereas any saving goes abroad, where it finances capital growth in other countries.

Consider the options for development. There are two basic types of assistance from the West. In the first type the developed world provides consumption goods so that developing nations can shift resources into the production of capital and still provide for the basic-consumption necessities. This is a common feature of U.S. aid to developing nations that consists heavily of food shipments. The key point is that Western aid enables a developing country’s production to differ from its “absorption” of the two types of goods. In the diagram below, the developing nations moves production from Point A to Point B. Absorption, however, moves from Point A to Point C. The horizontal distance from B to C represents consumption goods provided by the West.
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The second type of assistance, commonly provided by the World Bank and other international institutions, is funding for capital. Here, production continues at Point A (so the nation is producing its own consumption goods), but absorption once again moves to Point C. In this case, the vertical distance between Points A and C represents capital goods provided by outside assistance.

With either of these two types of assistance, the addition to the domestic capital stock (it is hoped) is greater than N, so the production function shifts outward at a pace faster than the population is growing. Ideally, the production function will also shift out fast enough for the developing country to pay interest on loans from developed countries and still leave room for an improvement in living standards.
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Finally, an important step that developing nations can take on their own is limiting population growth. This moves Point N vertically downward, from N to 
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 in the diagram, signifying that in the long run the same level of capital production can be used to increase capital per worker, because the workforce will eventually grow more slowly. Production remains at Point A, but now living standards can rise.

Application 2: The Countries of the Former Soviet Union

As noted in the text and previously, the countries formerly part of the Soviet Union have varied widely in their responses to market capitalism. The table following is drawn from the CIA World Fact Book 2003 (available for downloading at http://www.cia.gov).

Countries that have done well under independence include the Czech Republic, Estonia, and Hungary as well as several others. Countries that have fared poorly include Albania, Bosnia and Herzegovina, Tajikistan, and Uzbekistan.

You may want to make this data available to your class to encourage discussion.

	Country
	Population growth rate
	Real GDP growth rate
	Real GDP per capita growth
	Real GDP per capita ($)
	Inflation Rate
	Government type

	Albania
	0.52%
	5.60%
	5.08%
	$4,900 
	3.20%
	Emerging democracy

	Azerbaijan
	0.59%
	9.80%
	9.21%
	$3,800 
	4.60%
	Republic

	Belarus
	-0.09%
	6.40%
	6.49%
	$6,800 
	17.40%
	Dictatorship

	Bosnia and Herzegovina 
	0.44%
	5.00%
	4.56%
	$6,500 
	1.10%
	Emerging federal democratic republic

	Bulgaria
	-0.89%
	5.30%
	6.19%
	$8,200 
	6.10%
	Parliamentary democracy

	Croatia
	-0.02%
	3.70%
	3.72%
	$11,200 
	2.50%
	Presidential/parliamentary democracy

	Czech Republic
	-0.05%
	3.70%
	3.75%
	$16,800 
	3.20%
	Parliamentary democracy

	Estonia
	-0.65%
	6.00%
	6.65%
	$14,300 
	3.00%
	Parliamentary republic

	Georgia
	-0.35%
	9.50%
	9.85%
	$3,100 
	5.50%
	Republic

	Hungary
	-0.26%
	3.90%
	4.16%
	$14,900 
	7.00%
	Parliamentary democracy

	Kazakhstan
	0.30%
	9.10%
	8.80%
	$7,800 
	6.90%
	Republic; authoritarian presidential rule

	Kyrgyzstan
	1.29%
	6.00%
	4.71%
	$1,700 
	3.20%
	Republic

	Latvia
	-0.69%
	7.60%
	8.29%
	$11,500 
	6.00%
	Parliamentary democracy

	Lithuania
	-0.30%
	6.60%
	6.90%
	$12,500 
	1.10%
	Parliamentary democracy

	Moldova
	0.22%
	6.80%
	6.58%
	$1,900 
	11.50%
	Republic

	Poland
	0.03%
	5.60%
	5.57%
	$12,000 
	3.40%
	Republic

	Romania
	-0.12%
	8.10%
	8.22%
	$7,700 
	9.60%
	Republic

	Russia
	-0.37%
	6.70%
	7.07%
	$9,800 
	11.50%
	Federation

	Serbia and Montenegro
	0.03%
	6.50%
	6.47%
	$2,400 
	8.80%
	Republic

	Slovakia
	0.15%
	5.30%
	5.15%
	$14,500 
	7.50%
	Parliamentary democracy

	Slovenia
	-0.03%
	3.90%
	3.93%
	$19,600 
	3.30%
	Parliamentary democratic republic

	Tajikistan
	2.15%
	10.50%
	8.35%
	$1,100 
	8.00%
	Republic

	Turkmenistan
	1.81%
	7.50%
	5.69%
	$5,700 
	9.00%
	Republic; authoritarian presidential rule

	Ukraine
	-0.63%
	12.00%
	12.63%
	$6,300 
	12.00%
	Republic

	Uzbekistan
	1.67%
	4.40%
	2.73%
	$1,800 
	3.00%
	Republic; authoritarian presidential rule
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