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1. Economic growth and the factors of production

Exogenous growth models do not include human capital, innovation or knowledge as included in
endogenous explanations of the growth process; and all economic growth that cannot be empirically
explained by production factors such as capital (k), labour (1), land (n), and energy (e) is attributed to
technological productivity (A). In exogenous growth theory, the rate of growth is determined
exogenously through the savings rate in Keynesian theories (also referred to as the Harrod-Domar
model after Harrod (1939) and Domar (1946)) or through technological progress in Neo-classical
theories (also referred to as the Solow-Swan model after Solow (1956) and Swan (1956)). Most
exogenous growth models explain growth in output (Q), through a combination of productivity (A),
capital (k), and labour (I), but some models include non-renewable resources (Solow, 1974; Stiglitz,
1974; Hartwick, 1977; Dasgupta & Heal, 1979; Dixit, Hammond & Hoel, 1980) and energy (e) as
separate production factors (Hudson & Jorgenson, 1974; Kimmel, 1982; Stern, 2000). Environmental
pollution has also been included in production functions, effectively reducing technology’s (A)
balancing contribution to growth (Xepapadeas, 2005; Xepapadeas & Vouvaki, 2009).

In endogenous growth models it is assumed that human capital, innovation, and knowledge are
generated within the economic system itself. Several approaches exist, namely neoclassical
endogenous AK models (Romer, 1986; Barro & Sala-i-Martin, 1995), evolutionary Schumpeterian
growth models of creative destruction (Aghion & Howitt, 1998), with resource, material, and energy
constraints (Ayres & Van den Bergh, 2005; Ayres & Warr, 2005; Bretschger, 2005; Acemoglu et al.,
2009; Warr & Ayres, 2012), and endogenous Unified-Growth long-wave models (Galor & Weil,
2000; Jones, 2001) that focus on explaining the longer-term process of economic development
through a combination of factors such as technological progress and innovation, population growth
and demographics, institutions, and human capital accumulation. In addition, endogenous growth
models that focus on the material basis of economic growth, including the role of energy and natural
resources as well as biophysical limits as governed by the laws of thermodynamics, have also been



developed more recently (Smulders, 1995). Fréling (2011) specifically included energy as an input in

an endogenous long-wave model.

2. Elasticities
Modelling equations for elasticities can be interpreted as follows:
P(dQ, ! dr)
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e Ey, price elasticity of demand, measures the responsiveness of the quantity demanded of a

)

good (Qq) relative to a change in price (P) of that same good (see Equation 1). Outcomes are
inelastic demand (-1<E¢<0), elastic demand (Eq<-1) perfectly inelastic demand (E4«=0) or

unitary elastic demand (Eq=-1).

_ P(dQ, /db)
B, = Q,(dP/dt) @)

e E, price elasticity of supply, measures the responsiveness of the quantity supplied of a good
(Qs) relative to a change in price of that same good (see Equation 2). Outcomes are inelastic
supply (Es<1), elastic supply (Es>1), no response or “fixed supply’ (Es=0) or unitary elastic
supply (Es=1).
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e E,, income elasticity of demand, measures the responsiveness of demand for a good (Qu)

©)

relative to a change in the income (y) of those demanding the good (see Equation 3).
Outcomes are inferior goods (Ey<0), necessity goods (0<Ey<1), luxury or superior goods
(Ey>1), or sticky goods (E,=0).
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e E;ij, cross-price elasticity of demand, measures the responsiveness of the demand for one good

(4)

i (Qu,) relative to the price of another good j (P;) (see Equation 4). Products are either

complements (E;;<0), substitutes (Ei;>0), or independent from each other (E;;=0).
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e Eqy, output elasticity, measures the responsiveness of output (Q) relative to any one input (x,
which can be any of capital (k), labour (1), land (n), energy (e), materials (m), or knowledge
(h)) (see Equation 5). Outcomes are either constant returns to scale (Eqx=1), increasing returns
to scale (Eqx>1), or decreasing returns to scale (Eqx<1) in relation to any one input factor (x),
while other input factors are kept constant. Looking at Equation 6, output (Q) is said to be
‘decoupled’ from the input (x). These output elasticities are denoted as output elasticity with
respect to capital (Eqk=c), with respect to labour (Eqi=8), with respect to energy (Eqe=¢), with
respect to land (Eqn=V), with respect to knowledge (Eqn=77) and with respect to materials (if

modelled as “active partner’ in production process) (Eom=4).

3. Macro-substitutability

Elasticity of substitution between two factor inputs or goods is measured as the percentage response
of the relative marginal products of the two factors to the percentage change in the ratio of their
quantities, as per Equations 7 and 8:
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The marginal product (MP) of an input factor is the extra output that can be produced by using one

more unit of the input, keeping the quantities of other inputs to production constant.

In the case of two factor inputs, functions for the elasticity of substitution are straightforward, such as
the elasticity of substitution between capital and labour (Ex.), between capital and energy (Exe),
between energy and labour (EgL) or between energy and materials (Eem). In the case of three or more
factor inputs, nested functions are needed, such as the elasticity of substitution of capital/labour and
energy (Exie), capital/energy and labour (Exe,), energy/labour and capital (Ee k), capital/labour and
energy/materials (Ex.ewm), capital/labour/materials and energy (Exum.e) or capital/labour/energy and
materials (ExLem).

4. Technical substitutability

From a technical point of view, substitution from one type of energy to another is rarely simple.

Important factors include:



o which raw energy types (fossil fuels, renewables, etc.) or energy carriers (electricity, refined
liquid fuels, hydrogen, etc.) are being substituted,

o whether sufficient reserves of previous or new energy types are available,

o whether machines (wind turbines, solar panels, oil wells and refineries, etc.) are available at
low enough cost to produce the new energy types,

o whether machines (the electric grid, tankers, etc.) are available with enough capacity to
transport the new energy types, and

e whether machines (factory machines, consumer goods, etc.) are available at low enough cost

to consume the new energy types.

How long do economy-wide energy transitions take? Fouquet (2010) noted that, historically, primary
energy substitutions (such as wind-to-coal and coal-to-oil) take several decades from the beginning of
diffusion into the economy to dominance in the economy. Previous energy substitutions were
accomplished because new forms of energy were perceived by consumers to be both (a) better and
cheaper for achieving human needs and (b) worth the investment in new energy conversion devices. It
takes time to transition from one energy source to another, in part, because of the need to convert
emplaced capital (from sailed ships to coal-burning ocean liners, for example). And, historically, total
energy consumption was greater after major energy substitutions occurred. (For example, see Figure 7
in Fouquet and Pearson (2006) which shows that consumption of lighting increased dramatically in

the United Kingdom after the change from tallow candles to gas.)

If integrated energy-economy modelling is to focus on understanding pathways and policies for
transitions from fossil fuels to renewable energy sources, recent work by Jacobson and Delucchi
(Jacobson, 2009; Jacobson & Delucchi, 2009; Delucchi & Jacobson, 2011; Jacobson & Delucchi,
2011) is salient. They evaluated requirements for a complete world energy substitution to wind, water,
and solar (WWS) primary energy sources and a fully-electric energy carrier system. Their work
highlights the nature of the challenges of capital dependencies. With some exceptions (such as ocean
shipping, long-distance road freight transport, and air travel), the substitution to an all-electric energy
system is technically achievable today but requires massive infrastructure investments and comes with

significant cost.

An incomplete list of factors involved in the WWS substitution proposed by Jacobson and Delucchi
(2011) includes:

e Capacity and reliability of the electrical grid when significantly higher penetration of
intermittent sources (wind and solar, in particular) and increased power transmission
distances (required when generation locations are far from consumption locations) are

present.



e Complete substitution in the transportation system from internal combustion engines
using refined liquid-fuel energy carriers (gasoline, diesel, and aviation fuels) to electric
motors with storage batteries.

e Auvailability of investment capital, especially for constructing millions of new wind
turbines, billions of solar panels, millions of electric motors, millions of fuel cells, and a
significantly-enhanced electrical grid required by the WWS plan.

¢ Auvailability of investment energy for manufacturing new energy production and
consumption machines.

e Availability of raw materials such as rare earth metals for electric motors, lithium for

batteries, and platinum for fuel cells.

A partial list of factors that are underestimated or not considered by Jacobson and Delucchi (2011),

and will increase the costs of a WWS system, includes:

e compensation for owners of obsoleted but still-useable assets (fossil fuel power plants,
gasoline and diesel vehicles, oil and gas pipelines, gas ovens, etc.) (Tverberg, 2009)

e erosion of value for owners of stock in companies with obsoleted assets (Tverberg, 2009)

e an unspecified amount of energy storage at extremely low cost (Brook, 2011)

e significant underestimate of costs for an enhanced electrical transmission grid (Preston,
2011)

e operations and maintenance costs (Moriarty, 2011)

e underestimate of future electricity consumption rates (Moriarty, 2011)

The Global Energy Assessment (GEA) (Johansson et al., 2012) suggests the following policies to
achieve energy substitutions from fossil fuels to renewable energy carriers:

e Removal, or at least substantial reduction, of subsidies to fossil fuels without carbon
capture and storage.
¢ Stimulation of development and market entry of new renewable options.

e Emphasis on energy efficiency in all end-use sectors.

The GEA’s plan would require additional investment in the energy sector amounting to 2-3% of GDP
per year for the next 40 years (or longer). If we accelerate the GEA plan to match the timescale of the
WWS plan (20 years) and if we assume that the costs scale linearly, the GWS plan reaches 4-6% of

GDP per year. Thus, the WWS and GEA plans are roughly comparable in terms of investment cost to

purchase substitutability of renewable energy sources for non-renewable energy sources.



5. Energy cost share

The components of energy cost share in a given time period (CS) are energy type (i), energy price for
each type (pi), energy consumption rate for each type (Qi), and GDP. The energy cost share for an
economy at a given time t is calculated by Equation 9.

ZP ney
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Additional research is needed to (a) isolate the economic effects of energy cost shares for different
energy types (coal vs. oil, for example), (b) assess differential energy cost share effects for regional
economies, (c) understand the evolution of energy cost shares as an economy develops, and (d)
understand the dynamic system interactions with other elements of the economy that lead to a stable

corridor of energy cost share over time.

6. Power plant efficiency

Power plants are heat engines that take in heat at a given rate (Qw) at high temperature (Tw) and reject
heat at a different rate (Qc) at low temperature (T¢) as they produce a rate of final energy, work (W) in

the form of electricity.

The thermal efficiency of a power plant’s heat engine is given by Equation 10:

n=—— (10)

The theoretical maximum efficiency of a heat engine (Carnot efficiency) is a function of its operating

temperatures and is given by Equation 11:

T
Ncamot = 1- T_C (11)

H

The existence of an upper (Carnot) limit to heat engine efficiency indicates that increasing the
efficiency of heat engines cannot, by itself, completely address the challenge of depleting non-

renewable energy sources.



A finite-sized plant that operates at the maximum efficiency (77 camot) for a given Ty and Tc has no

output: the rate of production of sellable energy (W) is zero. Thus, there is an efficiency—power
tradeoff. For an existing plant with non-zero fuel, operations and maintenance, or capital recovery
costs, there is an economic incentive to produce energy at a high rate (W), thereby obtaining revenue
to cover costs and turn a profit. Thus, the efficiency—power tradeoff is made in favour of power at the

expense of efficiency in real-world plants.

Curzon and Ahlborn (1975) were the first to quantify the efficiency of a heat engine operating at
maximum power output, i.e. a heat engine operating at the point where it is producing sellable energy

at the maximum possible rate (Equation 12):

TC

—1- |Zc
TH

A power plant maximises revenue when it operates at maximum power (77 max power). IN CONtrast, a
power plant that operates at maximum thermodynamic efficiency (77 camot) has no revenue. Real-
world power plants operate near the maximum power conditions (77 max power), because there is an

economic incentive to do so.

The difference in efficiency for power plants operating at maximum power (77 max power) @nd maximum
efficiency (77 camot) fOr the same Tw and Tc is significant: a hypothetical coal-fired power plant
operating with Ty = 565°C (838K) and Tc¢ = 25°C (298K) will have 77 camot = 0.64 and 77 max power =
0.40.

Energy services efficiency (77es) can be defined as follows (Equation 13):

ES
Nes =

- (13)
Eprimary
where ES is the rate of energy service provision (such as passenger-kilometers/year) and Eprimary iS the
rate of primary energy (in units of GJ/year) needed to supply the energy service, its primary energy
footprint. Heun, Owen, and Brockway (2018) have developed new techniques to calculate the primary

energy footprint of energy services.

7. Energy services efficiency



The energy intensity of an economy (1) during period t is defined as follows (Equation 14):

E .
|, = Pt (14)
GDP,

where Eprimary,t IS primary energy consumed by the economy and GDP: is gross domestic product in
time period t. We note that when the first derivative of energy intensity with respect to time (dl/dt) is
less than zero, an economy exhibits relative decoupling of economic activity from energy

consumption. If the following (Equation 15) is true

1 _ Q(dEprimary,t/dt) _

= = 15
EQe Eprimary,t(dQ/dt) ( )
then the economy is said to exhibit absolute decoupling from energy consumption.
The rebound effect (RE) is defined as follows (Equation 16):
S
RE=1- bf—ﬁ“” (16)

where Sacwal IS the actual energy savings and Sexpected IS the expected energy savings from an energy
services efficiency intervention. A 10% rebound effect indicates that only 90% of an expected energy

reduction has been achieved for the same level of service provided.

References

Acemoglu, D., Aghion, P., Bursztyn, L. and Hemous, D. 2009. The environment and directed technical
change. NBER Working Paper No. 15451, October.

Aghion, P. and Howitt, P. 1998. Endogenous growth theory. Cambridge, Mass.: The MIT Press.

Ayres, R. and Van Den Bergh, J.C.J.M. 2005. A theory of economic growth with material/energy
resources and dematerialization: Interaction of three growth mechanisms. Ecological Economics 55 (1):
96-118.

Ayres, R. and Warr, B. 2005. Accounting for growth: the role of physical work. Structural Change and
Economic Dynamics 16 (2): 181-209.



Barro, R.J. and Sala-i-Martin, X.X. 1995. Economic growth. New York: McGraw-Hill.

Bretschger, L. 2005. Economics of technological change and the natural environment: How effective

are innovations as a remedy for resource scarcity? Ecological Economics 54 (2-3): 148-163.

Brook, B. 2011. Critique of ‘A path to sustainable energy by 2030°. Awvailable at:
http://bravenewclimate.com/2009/11/03/wws-2030-critique/ (accessed on 11 November 2012).

Curzon, F.L. and Ahlborn, B. 1975. Efficiency of a Carnot engine at maximum power output. American
Journal of Physics 43: 22-24.

Dasgupta, P. and Heal, G. 1979. Economic theory and exhaustible resources. Cambridge: Cambridge

University Press.

Delucchi, M.A. and Jacobson, M.Z. 2011. Providing all global energy with wind, water, and solar
power, Part Il Reliability, system and transmission costs, and policies. Energy Policy 39 (3): 1170-
1190, doi:10.1016/j.enpol.2010.11.045.

Dixit, A., Hammond, P. and Hoel, M. 1980. On Hartwick's rule for regular maximin paths of capital

accumulation and resource depletion. Review of Economic Studies 47: 551-556.
Domar, E. 1946. Capital expansion, rate of growth, and employment. Econometrica 14 (2): 137-47.

Fouquet, R. 2010. The slow search for solutions: Lessons from historical energy transitions by sector
and service. Energy Policy 38: 6586—6596.

Fouquet, R. and Pearson, P.J.G. 2006. Seven centuries of energy services: The price and use of light in
the United Kingdom (1300-2000). The Energy Journal 27 (1): 139-177, doi:10.5547/issn0195-6574-
ej-vol27-nol1-8.

Froling, M. 2011. Energy use, population and growth, 1800-1970. Journal of Population Economics
24 (3): 1133-1163.

Galor, O. and Weil, D.N. 2000. Population, technology, and growth: From Malthusian stagnation to the

demographic transition and beyond. American Economic Review 90 (4): 806-828.
Harrod, R.F. 1939. An essay in dynamic theory. The Economic Journal 49 (193): 14-33.

Hartwick, J.M. 1977. Intergenerational equity and the investing of rents from exhaustible resources.
American Economic Review 66: 972-974.

Heun, M.K., Owen, A. and Brockway, P.E. 2018. A physical supply-use table framework for energy
analysis on the energy conversion chain. Applied Energy 226: 1134-1162.



Hudson, E.A. and Jorgenson, D.W. 1974. U.S. Energy Policy and Economic Growth, 1975-2000. The

Bell Journal of Economics and Management Science 5: 461-514.

Jacobson, M.Z. 2009. Review of solutions to global warming, air pollution, and energy security. Energy
& Environmental Science 2 (2): 148, doi:10.1039/b809990c.

Jacobson, M.Z. and Delucchi, M.A. 2009. A path to sustainable energy. Scientific American 301 (5):
38-45.

Jacobson, M.Z. and Delucchi, M.A. 2011. Providing all global energy with wind, water, and solar
power, Part | Technologies, energy resources, quantities and areas of infrastructure, and materials.
Energy Policy 39 (3): 1154-1169, doi:10.1016/j.enpol.2010.11.040.

Johansson, T.B., Patwardhan, A., Nakicenovic, N. and Gomez-Echeverri, L. (eds). 2012. Global energy
assessment: Toward a sustainable energy future. Cambridge: Cambridge University Press. Available at:

http://www.iiasa.ac.at/web/home/research/researchPrograms/Energy/GEA-Summary-web.pdf.

Jones, C.1. 2001. Was an industrial revolution inevitable? Economic growth over the very long run.

Advances in Macroeconomics 1 (2): 1-43.

Moriarty, T. 2011. Scientific American’s ‘A path to sustainable energy by 2030: the cost’. Available at:
http://climatesanity.wordpress.com/2009/11/13/scientific-americans-a-path-to-sustainable-energy-by-
2030-the-cost-2/ (accessed on 11 November 2012).

Kimmel, R. 1982. The impact of energy on industrial growth. Energy — The International Journal 7:
189-203.

Preston, G. 2011. Comment on critique of ‘A path to sustainable energy by 2030’. Available at:
http://bravenewclimate.com/2009/11/03/wws-2030-critique/ (accessed on 11 November 2012).

Romer, P.M. 1986. Increasing returns and long-run growth. Journal of Political Economy 94 (5): 1002—
1037.

Smulders, S. 1995. Entropy, environment, and endogenous economic growth. International Tax and
Public Finance 2 (2): 319-340.

Solow, R.M. 1956. A contribution to the theory of economic growth. Quarterly Journal of Economics
70 (1): 65-94, d0i:10.2307/1884513.

Solow, R.M. 1974. The economics of resources or the resources of economics. Lecture by Richard T.

Ely. American Economic Association May: 1-14.

10



Stern, D.1. 2000. A multivariate cointegration analysis of the role of energy in the US macroeconomy.
Energy Economics 22: 267-283.

Stiglitz, J.E. 1974. Growth with exhaustible natural resources: the competitive economy. Review of

Economic Studies. Symposium on the Economics of Exhaustible Resources 139-152.

Swan, T.W. 1956. Economic growth and capital accumulation. Economic Record 32 (2): 334-361.
doi:10.1111/j.1475-4932.

Tverberg, G.E. 2009. Scientific American’s path to sustainability: Let’s think about the details. The Oil

Drum, 9 November. Available at: http://www.theoildrum.com/node/5939.

Warr, B. and Ayres, R. 2012. Useful work and information as drivers of economic growth. Ecological
Economics 73: 93-102.

Xepapadeas, A. 2005. Economic growth and the environment. Handbook of environmental economics
3:1219-1271.

Xepapadeas, A. and Vouvaki, D. 2009. Total factor productivity growth when factors of production

generate environmental externalities. FEEM Working Papers 281.

11



	1. Economic growth and the factors of production

