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This paper explains structural equations in the endogenous growth model.
These equations are composed of four parts: (1) basic equations that exist in
national accounts, (2) equations that connect the data of national accounts with
those of the Cobb-Douglas production function, (3) three endogenous parameters
hidden in the Cobb-Douglas production function, and (4) variables in reduced
forms that are measured endogenously, some of which are shown in the process
of (3). The author advocates that ‘endogenous’ will hold without partial
approaches or econometrics and, consistently in the short and long run, where
data and model go together. The author earlier started with an exogenous model
of Robert Solow (1956). The author now confirms that a set of endogenous
equations in this paper conscientiously follows what Solow (2008) implicitly
intends to express. The author, however, stresses that Solow’s one sector model

be first divided into the government and private sectors. In the near future, the

* The author is thankful to Dr. Hiroya Akiba for his review of this paper. Dr. Akiba and
the author met at the International Atlantic Economic Conference, Warsaw, during 9" o
12" of April, 2008. He advised the author to explain the contents by defining all termi-
nologies and comparing each definition with that in the literature. This will be
explained more in a separate paper, by taking into consideration his suggestions. For
the processes to formulate endogenous equations, Dr. Toshimi Fujimoto has helped the
author to improve the contents for many years. For example, for the convergence coef-
ficient, lambda, 1 will repeat his statement at the end of this paper, since he did not
accept a coauthor to that related paper. From the earlier stage of my research, Prof. of

mathematics, Dr. Yoshiomi Furuta has helped the author significantly.
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private sector may be endogenously divided into several sub-sectors so as to

match each character of industries.

1. Philosophy of the endogenous growth model and

definitions of terminologies

Before starting, the author will briefly state a philosophy behind and a version
of the author’s model as the endogenous growth model, and also definitions of
terminologies used in this paper.

First, the philosophy and version to the endogenous growth model are summa-
rized as follows: the author’s philosophy is global policy-making by country and
by fiscal year towards peaceful economic growth, with harmonious earth preser-
vation and avoiding enlarging inequality. The author ideally respects a common
basic idea of ‘the optimum’ in the literature that is specified to consumption
optimum and consumers’ behavior. Nevertheless, the author stresses, for its
methodology, that consumption and economic growth should be integrated as a
system towards sustainable growth in the long run, say at least fifty years
ahead. In this respect, the author defines ‘the optimum condition by country’
such that in the long run to attain sustainable growth by the change in the initial
actual parameters by fiscal year. The background is this: if the initial two
parameters at the beginning of a fiscal year (the ratio of net investment to output
and the growth rate of population) are given, the initial three theoretical param-
eters (the relative share of capital, the capital-output ratio, and the capital-labor
ratio) are measured by fiscal year, setting basic data of national accounts consis-
tently with the data used for the Cob-Douglas production function by fiscal year
in the long run. Then, using these five parameters, three parameters implicitly
included in the Cobb-Douglas production function (beta, delta, and lambda) are
measured by fiscal year and also by recursive year in the transitional path of a
fiscal year. The transitional path by fiscal year shows how all the parameters
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and variables of the model change by recursive year, by using the structural
equations in the discrete time.

The initial data are commonly used in a fiscal year and in the first year of
recursive years, where initial and current mean the same expression but initial
emphasizes initial determinants to policy makers. In recursive years of the tran-
sitional path, the data (both parameters and variables) at the first year and the
data at convergence year are calculated by using structural equations of the
model (without relying on recursive programming). The optimum condition is
determined by the combination of related parameters so that the initial two given
parameters present a key to obtain the optimum condition with the three mea-
sured parameters. The endogenous growth model will realize the optimum con-
dition by intentionally changing the initial parameters using policies pertinent in
the long run (ironically but, maintaining a low optimum net investment). And,
the convergence (situation) in recursive years is defined as a steady state that
related variables have the same growth rates as in the literature, apart from exog-
enous or endogenous.

Strictly speaking, due to endogenous characteristics of the model, ‘conver-
gence’ differs from the steady state. The author defines ‘endogenous’ such that
a set of structural equations remain unchanged in the long run just like phys-
ics. Convergence in this paper only indicates the convergence in recursive
years, which differs from the convergence in the literature. The convergence in
the literature is used in fiscal years, e.g., by comparing the average growth rate
of per capita GDP with the first year’s per capita GDP using panel data among
countries or panel data of a country. A definite reason is that there in the litera-
ture have not found endogenous/theoretical equations as in physics. Econometrics
is based on try and error plausible equations that still differ from generality of
physics. When convergence speed or the years for convergence is measured in
the literature, its implication is much less strict than the convergence in this paper.
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Let the author explain the above summary using definitions in detail. The
optimum condition is not limited to consumption alone and sinks wholly into the
structural equations. The optimum condition is determined according to each
level and its combination of wholly related parameters so that sustainable growth
is guaranteed with steady consumption and mitigating inequality. First, for the
changes in the initial actual parameters by fiscal year, a country will look for
and approach the optimum condition for people, by executing urgent policies by
fiscal year. An aspect of the optimum condition, however, is rather compul-
sively given in the economic stage, which promotes the transition of poor, devel-
oping, and developed stages. This is the capital-output ratio at the developed
stage. At the developing stage, the capital-output is free from compulsiveness,
since the capital-output ratio is lower than that at the developed stage. When a
country reached the developed stage due to a high level of net investment by fis-
cal year, its (theoretical) capital-output ratio cannot rise beyond an upper limit,
say 2.5, under global competition.

This limit is proved by using the relationship between technological progress
and the capital-output ratio in the structural or reduced form of related
equations. If the capital-output ratio of the total economy rises highly beyond
this limit, partly due to extreme deficits and debts in the government sector, the
rate of technological progress is difficult to maintain a moderate level in the long
run. Even if the private sector has a high rate of technological progress, the rate
of technological progress of the government sector will offset the efforts of the
private sector. This implies that fiscal policy implicitly obeys global competi-
tion by country. Therefore, if a country could get into one of developed coun-
tries, this country first of all must maintain the capital-output ratio as low as
possible. This implies that the upper limit of 2.5 is a yardstick to optimum on
average among countries. This is a reason why some countries still enjoy a
moderate rate of technological progress in the long run even after reaching the
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developed stage. Furthermore, when the capital-output ratio is low, consump-
tion increases most steadily allowing for a comparatively low level of the rela-
tive share of capital. In this respect, the EMU of 3% deficit and 60% debt each
to GDP is a remarkable criterion that absorbs the spirit of the optimum condition
as well (see Kamiryo, IAEC, Warsaw, 2008c, that proved the background using
the endogenous growth model).

Second, in the transitional path to recursive years at a fiscal year, once given
the initial five parameters, there is no room for manipulating an optimum condi-
tion by country, since each country’s economic, fiscal, and financial policies
were already determined in the last fiscal year and these are reflected in the
above initial five parameters. National taste differs by the level of the propen-
sity to consume that changes only by fiscal year (never by recursive year), where
national taste expresses the relationship between consumption and saving at the
macro level by country. Starting with national taste, the structural equations
(and/or reduced forms of equations) are wholly related to the optimum condition
between sustainable growth and mitigating inequality in the long run.

Two initial given parameters are the ratio of net investment to output, i=1/Y,
and the growth rate of population/employed persons, n= (L, —L,)/ L, in the dis-
crete time, where 1 and O show each fiscal year. Three measured parameters are
the relative share of capital, ¢ =11/Y, the capital-output ratio, Q=K /Y, and
the capital-labor ratio, k=K /L, where a=£-r. The values of & and £ are
theoretically measured at the change in the initial actual parameters by fiscal
year, after clearing the matching and smoothening tests by fiscal year, where data
and model match in the long run. The relative share o varies in the changes of
the initial actual parameters by fiscal year while the ¢ in the transitional path at
a fiscal year remains unchanged by recursive year. Since these five parameters
determine all the variables, the key to maintain stable economies is to change
these five parameters at the beginning of a year, by using useful economic, fis-
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cal, and financial policies and converting physical capital to human capital based
on supreme spirit of human and earth life towards worldwide peace and environ-
ments.

Then, how is the optimum condition clarified in the above five parameters?
The optimum condition will be structurally found from the relationship between
each of the five initial parameters and the three endogenous parameters by fiscal
year. The author will clarify this relationship in detail separately from this
paper, to reveal the optimum condition more generally. Conclusively speaking,
the ratio of net investment to output must be roughly 10-12% (not above 15%)
in the long run and the growth rate of population must be a little bit plus, within
an upper limit of the capital-output ratio, by restricting the range of deficits and
debts so that the financial assets do not stir up the real assets existing as a firm
base of the world economy. For example, if the ratio of money to output
(m = M/Y) stays close to the level of the capital-output ratio, bubbles do not
occur every decade, where the worldwide cooperation of the central banks must
control money stock, similarly to the EMU rule to deficits and debts. This
implies that the financial assets backed up by market principles should be a
supplementary means to strengthen sustainable growth in the real assets. The
deflation/inflation rate and assets-deflation/inflation rate in the real assets consti-
tutes an aspect of the author’s model and will be discussed separately from this
paper, using the ratio of the rate of return to the wage rate and the valuation

ratio.

Next for each definition in detail, the author first of all defines the endogenous
growth model as a model that uses structural and reduced equations and remains
unchanged over centuries just like the case of physics. The author, thus, uses
‘endogenous’ in the most narrow sense. All the models in the literature are not
‘endogenous’ in this sense. The endogenous growth model, first of all, mea-
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sures the rate of technological progress by fiscal year and also by recursive year
in the transitional path at a fiscal year. The transitional path to recursive years
at a fiscal year (hereafter the transitional path) is defined as the path that shows
how parameters and variables of the model change by recursive year, starting
with the initial situation at recursive year t=1, where two parameters (n, )
remain unchanged and, three parameters (i, 2, and k) change while measuring a
set of three parameters (see the next paragraph) hidden in the Cobb-Douglas pro-
duction function by recursive year. Note that the initial ‘/’ is fixed but ‘i, by
recursive year changes since output changes by recursive year. If the rate of
technological progress is externally given in the transitional path by recursive
year, the model is ‘exogenous’ in the author’s definition.

For example, if the rate of technological progress is measured using such as
‘learning by doing’ (Kenneth J., Arrow, 1962) and ‘R & D’ (Paul M., Romer,
1990), the model is exogenous. ‘Education’ (Robert E., Lucas, 1988) is most
representative among representative endogenous models. No one denies that
when education is vividly alive in labor and capital the rate of technology is sus-
tainable in the long run. ‘Learning by doing,” ‘R & D,” and ‘education,’ to the
author’s understanding, cannot explicitly be traced back to technological
progress: these aspects are not specified in the three hidden parameters (beta,
delta, and lambda) that change by recursive year in the model. These aspects
are only indirectly absorbed into the related parameters so that the above example
models are not endogenous in the strictest sense. This is because all the flows
and stocks are each a mixture of quality and quantity, which is divided into qual-

)

ity and quantity only by using beta." Besides, the endogenous model in this

1) This paper does not explain for simplicity but, for example, the propensity to con-
sume is divided into qualitative and quantitative propensity by fiscal and recursive year,
and labor or capital (each stock) is divided into qualitative and quantitative labor or
capital by fiscal and recursive year, using beta, where the above learning by doing,” ‘R

& D,’ and ‘education’ are wholly spread over.
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sense requires its necessary condition that the data of national accounts are con-
sistent with the data used for the Cobb-Douglas production function by fiscal
year in the long run, where the equivalent of three aspects exists: output =
expenses = income. The necessary condition is guaranteed by satisfying the
matching test and the smoothening test for national accounts data by fiscal year
for at least thirty to forth years in the past (see the next section below).

For the transitional path to recursive years at a fiscal year, the author princi-
pally confines this model in the Cobb-Douglas production under constant returns
to scale. Then, diminishing returns to capital (DRC) turns to constant returns to
capital (CRC) at the point of time of convergence, where DRC and CRC are each
measured by the rate of return (returns divided by capital) by recursive
year. Convergence is defined as the situation that the growth rates of output and
capital are the same and constant in the transitional path, where convergence may
spread for some recursive years if DRC is mild. This definition in the endog-
enous growth model differs from the definition of the steady state in the
textbooks. In the Cobb-Douglas production function, DRC converges to CRC
according to the speed of convergence measured by country. In the author’s
model, however, increasing returns to capital (IRC) exceptionally holds starting
at the initial situation and turns to CRC at the point of time of convergence.
Why does IRC hold under constant returns to scale? IRC and a minus growth
rate of population works for constant returns to scale by recursive year; IRC is
justified only at the sacrifice of a given minus growth rate of population (see
Figure 1). In the literature, IRC holds by removing constant returns to scale,
which is moderate. The author (JES 11 (2), 64, 2008) also proved IRC by trans-
forming the production function and using total factor productivity, but this
paper focuses the Cobb-Douglas production function. This is because the
marginal productivity of capital and the marginal productivity of labor are each
connected with the rate of return and the wage (note returns and wages are theo-
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ticular before reaching convergence measured by the years for convergence.

holds before at convergence, DRC turns to IRC after convergence.

holds before at convergence, IRC turns to DRC after convergence.

Douglas production function under constant returns to scale, IRC holds at the sacrifice of a

minus growth rate of population.

Figure 1 Examples of DRC, CRC, and IRC before reaching the point of time of con-

vergence
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retically measured) under constant returns to scale.

The author distinguishes ‘the transitional path to recursive years at a fiscal
year’ with ‘the changes of the initial actual parameters by fiscal year,” where the
economic stage hopefully shifts from poor to developing, and from developing to
developed, in the long run. For each of the transitional path and the economic
stage, the author’s model commonly starts with the initial/actual/current situa-
tion. First, the initial/current situation has the transitional path to recursive
years at a fiscal year, where the current situation gradually moves by recursive
year and reaches the point of time of convergence. Convergence only holds in
the transitional path. In this sense, this convergence differs from the conver-
gence in the literature, which is observed in the economic stage in the short or
long run in the past. The speed of convergence determines the point of time of
convergence using three new parameters, beta, delta, and lambda. After the
point of time of convergence, however, the situation moves further by recursive
year. If DRC turns to CRC before convergence, CRC turns to IRC after con-
vergence by recursive year. If IRC turns to CRC before convergence, CRC
turns to DRC after convergence (see Figure 1). The literature does not clearly
specify the convergence after convergence. This is because the convergence in
the literature is explained by using the capital-labor ratio instead of recursive
years.

Second, in the changes of the initial actual parameters by fiscal year, the cur-
rent situation at the end of a fiscal year moves to the next current situation after
one year: for example, consecutively 2005, 2006, 2007, and 2008. If the length
of fiscal years is five to ten years, it is called ‘in the short run,” and if the length
is thirty to forty years, it is called ‘in the long run.” Each year has its transitional
path by recursive year, where the author does not use the terminology of ‘in the
short run’ or ‘in the long run.” Instead, the author uses the speed of convergence
or the years for convergence in the transitional path. ‘Forecasting’ in the litera-
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ture is used in the changes of the initial actual parameters by fiscal year, by
extending the past trend to the future. When forecasting is taken into the transi-
tional path, forecasting is replaced by the transition by recursive year, where
ex-ante= ex-post, assuming the two initial given parameters are fixed throughout
the transitional path. Ex-ante= ex-post implies that when econometrics method-
ology is used in parallel to the data by recursive year in the transitional path, its
correlation coefficient will be 1.0. The structural equations in this paper and its
data in the transitional path by recursive year hold without using econometrics
yet the author, to find strict hypotheses, does not deny the use of econometrics
approach to the data obtained in the changes of the initial actual parameters by
fiscal year.

Now, what is the definite difference between the above convergence in the
endogenous growth model and the steady state in the literature? Assume that
the growth rate of population is plus and that DRC is close to CRC in the transi-
tional path or the speed of convergence is enough long (say, the years for con-
vergence are more than 100 years). Then, the steady state is well expressed in
the endogenous growth model by country. This finding is shown in Figure 1.
In the literature, convergence is only observed by using fiscal years in the past

by country and/or among countries.

2. Basic equations that exist in national accounts

Basic data items in national accounts the author uses are consumption, C, sav-
ing, S, net investment, /, the balance of payments, S—/, and national disposable
income (NDI), Y=C+S. If the balance of payments is zero, it shows a closed
economy while it is plus or minus, it shows an open economy. By taking into
consideration the balance of payments, the equilibrium at the macro level holds
by fiscal year, where supply equals demand by country. Related ratios are the
propensity to consume, ¢=C /Y, the propensity to save, s=S/Y, where s = 1—-
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corc=1-s. This framework differs from that in the literature. For example,
George Crowther (1957) and Paul De Grauwe (2005) show each representative
framework using GDP, while the author’s framework uses national disposable
income as an endogenous base. Then, ‘equivalent of three aspects,” first
designed by Meade, J. E. and Stone, J. R. N. (1969, 344—-345) holds, where Y =
output = expenses = national disposable income.

The relationship between known/given and unknown data in the above frame-
work is summarized as follows: Given actual data are the balance of payments
and net saving as a base. Then, net investment is derived by / = S—(S-1). If
net saving is unknown, the propensity to consume, ¢=C /Y, and consumption C
must be given. Then, Y is derived by Y = C/c, where saving is derived: S = Y-
Cby Y=C+S. Consumption, saving, and national disposable income consti-
tute a base of all accounts.

Y=C/lcand S = Y-C. (1)
In statistics, additional items in detail and also statistical discrepancies stir up the
simple form of Y =C+S. Nevertheless, the model in this paper strictly sticks
to Y=C+S. As aresult, data and model (including all the parameters and
variables by sector) are consistent by fiscal year in the long run. The criterion
of these tests is the maintenance of equilibrium by year and by sector and also
the smoothness of business cycle with less depression. This criterion never con-
tradicts optimum policies in a broad sense. This is the implication of the con-
sistency of data and model under the endogenous growth model.

By the rule of aggregate/sum, an item value of the total economy is the sum of
the corresponding value of the government sector and that of the private
sector. For example, the balance of payments of the total economy, S—1, is the
sum of budget surplus/deficit of the government sector, S; — I, and the differ-
ence of private saving and private net investment, Spg; — Ipg;, Where S = Sg + Sprs
and [ = I + Ipg; holds.  The literature does not relate deficit Sg — I < 0 to gov-
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ernment wages and returns due to the use of GDP. The author advocates, from
the viewpoint of sub-system (see AAA, Anaheim, Aug, 2008) the importance of
distinguishing the government sector with the total economy. The author also
appeals the importance of comparing actually paid values such as wages/compen-
sation and taxes with those theoretical in the author’s model. These are
explained briefly as follows:

In the government sector by fiscal and recursive year, wages equal consump-
tion and returns equal saving simultaneously (see the labor function of consump-
tion at the government sector below). Government output equals the actual sum
of consumption and saving, where government output equals taxes as the theo-
retical sum of wages and returns. However, if government returns are minus,
theoretical taxes decrease by the minus returns and minus saving. This will
cause assets-deflation and decrease the government share of output. Then, what
is the difference between the taxes in the model and the taxes actually paid in the
SNA? People and policy makers must be alert at this difference to examine the
performances of government activities. Likewise, in the total economy, for
example, what is the difference between the theoretical wage rate in the model
and the wage rate actually paid in the SNA? In recursive years, there is no
wage inflation under a fixed relative share of labor. However, if the wage rate
actually paid is more than the theoretical wage rate by fiscal year, there is a room
for wage inflation. The theoretical wage rate exists completely in the real assets
while the wage rate actually paid is influenced by financial assets to some extent
due to financial policies. The author just indicates here the importance to com-
pare the data of the SNA with the data used in the endogenous growth model.

The author’s framework differs from the two sector model (divided into pro-
duction/capital and consumption goods) as shown in Hirofumi Uzawa (1959,
1964). The author’s framework basically formulates the equations using the
total economy but these equations are applied to those of the government and pri-
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vate sectors each as well. The two (government and private) sector model in
this paper will basically be an endogenous version of Solow’s (1956) one sector
model, where the author divides the total economy into the government and pri-

vate sectors, each sector divided into consumption and saving.

3. Equations that connect national accounts with the

Cobb-Douglas production function

Data and model must be consistent between wages, returns and capital (stock)
by fiscal year. Wages, W, and returns, I, are to be theoretically measured
based on national disposable income by fiscal year: W + IT = Y. Otherwise, the
relative share of capital, o =1I1/Y and the relative share of labor, 1-ac=W /Y,
are still unknown under the equivalent of three aspects. Macroeconomics has its
own characteristics that differ from those in microeconomics as advocated by
Robert Solow (2008, p. 244), where the Ramsey’s model does not directly
hold. The author uses the consumption coefficient, (p/r), where p is the dis-
count rate of consumption and r is the discount rate of wages each for people of
the total economy that is composed of the two sectors at the macro level. The
underlying idea is that the present value of consumption that uses p equals the
present value of wages that uses r each in the infinite time (in recursive
years). The equality of the two present values leads to Eq. 2 formulated
below. Theoretical wages are originally used for consumption and saving, but
in Eq. 2 consumption and theoretical wages are determined at the same
time. The preference is whether people of the total economy consume or save,
which is shown by p/r. When people want more consume than wages, p>r may
hold at the sacrifice of saving, where returns and saving turn to minus
values. Thus, the theoretical relative share of labor 1- « is formulated by

(Kamiryo, 2005a):
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_ P
1—0!—6/(7), 2)

(p/r) is another expression of utility at the macro level and the author calls
(p/r) ‘national taste.” (p/r) shows a benchmark of the preference between con-
sumption and saving. In particular, when the consumption coefficient, (p/r), is
1.0 as set in the government sector, consumption equals wages and saving equals
returns, regardless of whether saving is plus or minus. (p/r) differs by fiscal
year while it is constant in recursive years of the transitional path. Saving is
composed of government saving, undistributed profits, saved dividends, and
households saving: saving is the sum of government saving and private
saving. Wages and returns are the sources of consumption and saving in the
real world, but once consumption and saving are actually given, theoretical
wages and returns are derived in the model, by using Eq. 2. The upper limit of
the propensity to consume, ¢ = C/Y, will be a little less 1.0 in the long run since
net investment cannot be zero. However, from the viewpoint of sustainable
growth and the optimum consumption, the propensity to consume will be speci-
fied roughly at 90% in the long run and under an open economy. Growth
becomes sustainable when growth and inequality are balanced at the ratio of net
investment to output i = 10% (as shown in Eq. 8 below).

It is possible to ‘calibrate’ the correlation coefficient R? (between unknown 1—
a and actual ¢) to be closer to 1.0, by changing the value of p/r at the Y axis to
the value of the propensity to consume at the X axis by fiscal year and in the long
run, consecutively 30 to 50 years. This is exceptionally a calibration in the
author’s data and model. Under global competition by country, a common
labor/wages function of consumption is ‘calibrated’ among many countries,
except for some countries that adopt specified tax systems to people as in
Singapore and Malaysia. Then, the difference of national taste or preference
under globalization mostly depends on the difference of the propensity to con-
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sume and the marginal propensity to consume by fiscal year that varies by coun-
try influenced by different economic, fiscal, and financial policies. Note that
the government sector is neutral to the preference so that the author sets p/r = 1
to the government sector. This implies that government consumption equals
government returns, where p; = 1. Then at the total economy, using theoreti-
cally derived 1- o,

W = (1-)Y and II = a-Y hold. 3)
Referring to Robert Solow’s (1958) “A Skeptical Note on the Constancy of Rela-
tive Shares,” the author indicates that the relative shares are constant by recur-
sive year in the transitional path while it changes by fiscal year in the economic
stage in the long run.

Next, capital is measured using the capital-labor ratio, k = K/L, multiplied by

labor or employed persons, L (Kamiryo, 2006a).

k_a/(l—a) _oc/(l—a)'
HSRNCE
w w

where r is the rate of return (that corresponds with the natural rate of interest)

r K L, (€]

and w is the wage rate: r=II/K and w=W/L. Eq. 4 is an accounting identity,
which differs from such a similar equation as shown in the two-sector model by
Hirofumi Uzawa (ibid.). The two sector model and the literature usually use (w/r)
as the reversed number of the above (r/w). Eq. 4 measures theoretical capital by
year (using the matching test) and also tests the sustainability of the capital-out-
put ratio in the long run by using the smoothening test. Under global competi-
tion, the capital-output ratio has its upper limit at the private sector, say 2.0—
2.2. Because of this, capital should be consistently measured consecutively in
30-50 years, where no later adjustment is required. ~As a result, wages, returns,
and capital are theoretically put into the Cobb-Douglas production function,
where o-W=(1-o)I1, ¢-S=(1-¢)C, and K-W(Lj =L-IT each hold. Note that
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stocks such as capital and labor are each composed of qualitative and quantita-
tive elements which cannot be separable. In this respect, the author, at the ear-
lier research towards ‘endogenous,’ avoided the use of physical and human capi-

tal, opposing Mankiw Gregory N., David Romer, and David N., Weil (1992).

4. Three hidden parameters found in the Cobb-Douglas

production function

The Cobb-Douglas production function holds under constant returns to scale,
assuming diminishing returns to capital (DRC) at the current situation and
accepting Ken-ichi Inada’s (1963) condition for K and L to become each zero or
infinite.”? These presumptions are erased when the Cobb-Douglas production
function reveals such implicit parameters, beta, delta, and lambda, as each mea-
sured below. Structural equations work completely by recursive year in the
transitional path. Each parameter directly or indirectly needs initial/current five
given and measured parameters: Two given parameters by recursive year are the
ratio of net investment to output, i =/, /Y,, and the growth rate of population/
employed persons, n= (L1 —L,)/ Ly, where L, is labor before a fiscal year and
L, is labor after the fiscal year. Both i and n are constant by recursive year in
the transitional path, but note that {,=i-y, changes by recursive year since y,
changes by recursive year. Three measured parameters by recursive year are the

relative share of capital, o= 11/Y, the capital-output ratio, 2=K /Y, and the

capital-labor ratio k=K /L, where ao=£2-r. In the transitional path, neverthe-

2) Barro, R. J., and Xavier Sala-i-Martin (1995, 16—17) summarizes the properties of
the Cobb-Douglas production function and explains the Inada’s condition with other
properties. In the author’s model, diminishing returns to capital (DRC) at the initial
year holds in the transitional path and DRC is not an assumption. ~However, the lit-
erature will doubt increasing returns to capital (IRC) at the initial year in the transitional
path, despite of constant returns to scale. This fact is justified by having a minus

growth rate of population (see Eq. 9 below).
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less, measured o is constant by recursive year, while measured 2 and r each
change by recursive year. Along with the transition of the economic stage in
the long run, the capital-output ratio has its upper limit under the smoothening
test. From the optimum viewpoint, the minimum (2 implies the maximum r,
assuming that the relative share of capital « is fixed as it is set so in recursive
years. Therefore, if the capital-output ratio at convergence is set equal to the
initial/current capital-output ratio, £, = €, the capital-output ratio at conver-
gence is minimized. This presents an expression of the optimum condition in
the broad sense.

The three hidden parameters, beta, delta, and lambda, are measured step by
step in each reduced form. Let the author first summarize the relationship
between these parameters. The first parameter, beta, is defined as the quantita-
tive net investment to the sum of quantitative and qualitative net investment.
Beta is expressed as (i, n, &, ). And, 1-beta is the qualitative net investment
to the sum of quantitative and qualitative net investment and expressed as
(1-P)(, n, o, ). The author distinguishes the beta at the current situation ()
with the beta at convergence (8). B and B' = (1— [3*)/ B* at convergence is
measured immediately using an equation, while f, at the current situation
is measured after measuring the second parameter of &, at the current
situation. And in the transitional path, beta by recursive year ¢, f3,, is calibrated
in recursive programming, with the second parameter of &, and the third param-
eter of 1/4, based on B,(i, n, ¢, 2, k,, 8,, 1/A), where Q,, k,, §,, or k% are calcu-
lated by recursive year under a fixed speed of convergence, 1/A. The second
parameter of & neutralizes diminishing returns to capital (DRC) in the transi-
tional path and realizes constant returns to capital (CRC) at convergence. The
third parameter of 1/A shows the speed of convergence or the years for conver-

gence and lambda is the convergence coefficient (see Figure 1).
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For beta in the transitional path:

‘Endogenous’ begins with the measure of beta. The value of " is measured,
after formulating the growth rate of capital-labor ratio and the growth rate of per
capita output in the transitional path. For explanation, the author starts with the
increase in capital, AK, but AK is replaced by /, to distinguish the AK in the lit-

erature with the dividable net investment in the author’s model.

B" is defined as quantitative investment to total net investment: B =i/
(ix +iy)=ixli, where i=1y/Y,, i=igx+i,, ix=i-B, and i, Ei(l—ﬁ*), but
i #1, (see below). B is derived as Eq. 8, using Egs. 5, 6, and 7, starting with
the capital-labor ratio, k, =K,/ L,:

_ K, +AK, _ K +ig Y,

= = _kf+iK'y1
(+n)L,” ™" (+n)L,

and accordingly, k., = ()
+n

1+1
e y—n-k .
Then, Ak, =% using Ak, =k, —k,.
where iy -y, =i,-B dueto i,=i-y, and y,=Y,/L,.

Therefore, the growth rate of per capita capital is (Kamiryo, 2005b):

il('yz_n'kz 1 -1 1 iK 3
=2 T _ 7 — A = | K _ )
8k(r) (14 n)k, and S = 1+n(lK A -k n) or 8k 1+nl n
Q)
1 krl_a 'kfa_l 3 kl—a
[y S S A . ka 1 . A 0t .
where Et Q ,*K:  since A Q, (see Kamiryo, 2003).

Using growth accounting, gy = g+ ®" &, in the Cobb-Douglas produc-
tion function, as shown in the literature,

g:= gt =g /(1—o) holds at convergence. (6)

3) For the growth rate of capital, gx., =AK,/K,;:AK,=I¢,=ix A K L™ =i;-Y,.

Accordingly, gk, =ix A - k*" and gy, = ﬁ(gm)—") hold.
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Set Eq. 5 to be equal to Eq. 6, where Eq. 5 turns to the equation at convergence:

1 ix 8i "
———n|= ===
1+n(9* ) 1—a

N . i B-a)
Thus, Q —7Z.Al(l+n)+n or Q =B )1+ my+n—a) (7)
—o

Therefore, by setting 8 on the LHS, " = Q (n(l—a):—z.(l+n)) , ®)
il—a)+Q -i(1+n)

Note that optimum/minimum £y, at convergence is equal to €.

Eqgs. 7 and 8 at convergence present good suggestions to approach the opti-
mum condition and accordingly to people and policy makers. In particular, the
level of the ratio of net investment to output at the initial situation, i=1,/Y,, is
closely related to the propensity to consume, with the balance of payments. The
most useful relationships are derived using these equations. The examples by
country using the author’s data sets (KEWT 10.7, see Kamiryo, 2007b, c) are
shown in Figure 2.

Next, the beta at the current situation and the beta in the transitional path are
formulated likewise using the above process, except for the rate of technological
progress, gan. The gu in the transitional path is measured by introducing the
relationship between delta (8) and the relative share of capital (&0). The §is a
parameter hidden in the Cobb-Douglas production function and changes dimin-
ishing returns to capital (DRC) to constant returns to capital (CRC) at conver-
gence in the transitional path (for the equation, see the next section below). In
the transitional path, if §,> ¢, the situation is under DRC and if <0, the situa-
tion is under increasing returns to capital (IRC). If §,= «, the situation is under
constant returns to capital (CRC). The speed of convergence formulated by
Robert Barro and Xavier Sala-i-Martin (1995) or earlier Xavier Sala-i-Martin
(1990a, b) assumes DRC condition in the transitional path under an exogenous
growth.
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0 beta” to i=I/Y by country 2005
X.g , S
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The capital-output ratio, 2=K/Y

Note: Top of this figure shows that if the ratio of net investment to output is less than 10%,
the quantitative net investment to total net investment bera” is unstable and that if it is more
than 10%, the level of i does not influence beta” so much.

Bottom of this figure shows that if the capital-output ratio is more than 3.0, the qualitative
to quantitative net investment at convergence B" becomes extremely low, which implies
that it is difficult to maintain the rate of technological progress at a moderate level. This

characteristic indicates no difference between countries.

Figure 2 The relationship between the ratio of net investment to output and beta"

and between the capital-output ratio and B*=(1-8")/8"

The rate of technological progress is defined as g =(A1 —A)/ A, in the
transitional path by recursive year. Using AA,=(i,-y,)/ k% or AA=A, i, k%%,
)

where under conver-

_ a=6;
8ay =la kT

. . . iy
Similarly, using growth accounting, =
y gg g, 8k a —Oz)kf’""
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i

gence d—a = 0, and setting Eq. 5 to be equal to the above, g, = W R
— )k’
Q(n(1- o)k +i(l
Bi== (et ?)k' l.( 1) {1 the transitional path or,
il-a)k*+Q,-i(1+n)
— do-a 4 5
Bo= Q(n(1 = 00k " + i1+ m) at the current situation. (10)

i(1— o)k + Q,-i(1+n)

Note that for beta in the transitional path, recursive programming is required
except for the beta at the current situation () and the beta at convergence (ﬁ*),
which are measured by using each equation. Finally, let the author define the
qualitative net investment to quantitative net investment as B=(1-£)/8. In

this case, the B at convergence is measured as,

i)+ Q" i(14+n) - 2 (n(1 - ) +i(1+n))

B :
Q (n(1-a)+i(1+n))

Y

Eq. 11 is used for measuring delta as shown soon below.

For delta that leads DRC to CRC in the transitional path:

The value of delta by recursive year makes the Cobb-Douglas production func-
tion to hold consistently in the transitional path and without assumptions.
Instead of using a few assumptions in the (exogenous) Cobb-Douglas production
function, the author uses one assumption in the (endogenous) Cob-Douglas pro-
duction function. This assumption is needed for measuring delta in the transi-
tional path. The idea for formulating delta comes with endogenous measures of
total factor productivity (A, or TFP,) in the Cobb-Douglas production
function. The author (2008b) finds that TFP, is not a ‘residual’ but measured by
using f3, or B, with the capital-labor ratio, k. Total factor productivity is com-
pletely measured at a flow level in the Cobb-Douglas production function.
Total factor productivity is also measured at three stock levels by using B, and
k. However, these stock levels are not directly consistent with the Cobb-Dou-
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glas production function.

A base for measuring TFP in the Cob-Douglas production function comes
from TFP. =A=k""/Q, as an accounting identity as proved in the Coob-
Douglas production function. The above equations (Eqs. 5 to 11) prove that
TFP is not a residual. This proof is done by introducing Eq. 7 into
TFP, = A= k"] Q, , where TFP, is formulated using i, n, o, £2, B, or B,, k;, and
O, with the speed of convergence (soon below). As explained soon below,
12 B ™. Q" exists in the Cobb-Douglas production function. Nevertheless,
the assumption of 1= B Q" s required for measuring delta to erase all
other assumptions in the (exogenous) Cobb-Douglas production function. The
value of delta absorbs discrepancies in the Cobb-Douglas production function.

(1-6¢) . .
Q7 is required for

Explaining in detail, the above assumption, 1=28
determining the initial delta, &. The LHS of this equation shows that 1=k
holds at convergence, where 8,=o due to 8, >« at constant returns to capital
(CRC). In the Cobb-Douglas production function, both 1% B{™%’.Q, and
12 B ™. 0" exist. These contradict 1=B""".Q", and this is needed to
solve the relationship between DRC/IRC and CRC under constant returns to
scale. Once, d, is measured with the speed of convergence, the transitional path
from DRC/IRC to CRC is guaranteed by recursive year in the transitional
path. Using the above equation of 1= B Q" (Kamiryo, 2006b),

_I_LN(I/Q*)

o= IN(B) is derived. (12)

Without this equation, the Cobb-Douglas production function remains exog-
enous.
Let the author show a different TFP, as a stock level, for comparison. This

case reduces to a Ak model by defining (see JES 11 (Feb, 2), 2008),
TFF, = B’[l;(ls”(l—&l—a:[-'[NAL}z ' erZ- As a result,
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1

TFP, -6
BTFP(I—B,]—(I:FINAL)[ = ( kla’j . Note that TFF, = erx/ Q,.
1

Then, y, = Byrpii_s1-o: rivarye ke and Lrepieivarye =1/ Brepii_s i-a: Finasy-

This production function exactly shows an Ak model and corresponds with the
AK model in Hussein Khaled and Anthony P. Thirlwall (2000). The author
stresses that even the AK model in the literature is expressed endogenously by
using related parameters such as , and J,, being released from the karma that

total factor productivity is a residual.

For 1/lambda that controls the speed of convergence in the transitional path:

The speed of convergence shows how many recursive years an economy needs
to reach CRC. This speed differs by country and by the economic stage. If the
recursive years for convergence is short (e.g., 20 to 40 years) as in China and
India, these countries remain at the developing stage while if it is enough long
(e.g., 100 to 150 years as in Japan) the country stays at the developed stage. If
DRC at the initial situation is significant, the speed of convergence is fast and if
not the speed of convergence is slow. If CRC prevails by recursive year in the
transitional path, it implies that the CRC situation continues in the infinite recur-
sive years.

The difference between the exogenous and endogenous Cobb-Douglas produc-
tion functions is typically shown by the speed of convergence. Endogenous
implies that the rate of technological progress is completely measured within the
Cobb-Douglas production function while exogenous, not. There are empirical
papers that measure the speed of convergence, but based on panel data among
countries and econometrics approaches. Nevertheless, the relationship between
the exogenous speed of convergence and the endogenous one is tightly
related. The endogenous speed of convergence replaces two items used in the
exogenous speed of convergence with the rate of technological progress (Eq. 6)
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and delta (Eq. 12) (see, Kamiryo, 2006b).

Exogenous case: the convergence coefficient, f=(1-o)(n+x). (13)
Endogenous case: the convergence coefficient, A =(1-o0)n+(1-03y)gs . (14)
Let the author explain the differences between Eq. 13 and 14. & in Eq. 14 cor-
responds with one ‘e’ of two in Eq. 13 that would appear under CRC. g; in
Eq. 14 corresponds with an exogenous rate of technological progress, ‘x,” in Eq.
13. When a=§, and x =g}, both equations completely overlap. Also, the
years for convergence of Eq. 13 are 0.69/f, where ¢™=0.5 if x=0.69, assuming
the half level to the situation of CRC, while the years for convergence of Eq. 14
are precisely calculated as 1/, without any assumption.

Barro and Sala-i-Martin (ibid.), under DRC, measures the exogenous speed of
convergence by assuming that the horizontal asymptote of DRC curve will hold
at an infinite time of the transitional path (See Inada (ibid.)). If Barro and
Sala-i-Martin (ibid.) could find the parameter of delta that is measurable, the dif-
ference between the two equations only comes from whether or not the rate of
technological progress is endogenous. However, without an endogenous rate of
technological progress, the value of delta cannot be measured. By these rea-
sons, the author is able to take the same methodology to measure the speed of
convergence as Barro and Sala-i-Martin’s (ibid.) methodology. Dr. Toshimi
Fujimoto (for his proof, see pp. 158-161, Appendix, Sep, 2006) helped the
author to prove and review the formulation of Eq. 14. The results of the endog-
enous speed of convergence measured by country in 1960-2005 are much shorter
than those of the exogenous speed of convergence in the literature.

After calculating the speed of convergence by country and by fiscal year,
related parameters and variables are calculated by recursive year using recursive
programming. By using structural and reduced equations formulated in this
paper, related parameters and variables are directly measured only for the cur-
rent/initial situation and at convergence. Related parameters and variable by
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recursive year in the transitional path (except for the current/initial situation and
at convergence) must be calculated by using recursive programming. When a
set of theoretical equations (which holds just like physics or mathematics) is used
in the macro level equilibrium by year, calibration reduces to calculation. The
author has been stimulated by Robert Solow’s (pp. 243-246, Winter 2008, JEP)
in that he indicted the importance of calibration in the macro level and that his
whole version to the macro level really corresponds with the author’s.

When the two parameters, beta and delta, use the same speed of convergence,
each constant discount rate is calculated. For example, the distance between f3
and B" divided by the years for convergence determines the discount rate,
rconvercence@- Using LN in the Excel for convenience, where /n = LN

(Kamiryo, 2006b),

# 1
T'CONVERGENCE (B) = (LN(ﬁ )= LN (B, )) / (Zj (15)
*)
For confirmation, 7coyysreence 5= POWER (2.7 18281 S(Wﬁl)/;lv(ﬁ“))) -1.
1
TCONVERGENCE ) = (LN(O‘) —LN(6,) )/ (;j . (16)

LN(a)— LN(S,
For confirmation, Zcowyercence ¢, = POWER [2.7 18281 3((>(0)D 1

/A

Similarl (n(m) o[ /(1 17

mmuarly, FcoNvERGENCE (r/w) = Wl W \ Z . )
Then, by recursive year (f) in the transitional path,

B, =B+ rCONVERGENCE(ﬁ))[ . (18)

0, = 8o (1 + Teonveraences))' - (19)

=[S a+r )
W I— W), T'CONVERGENCE(r/w)) . (20)
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Or, (’WJ = (’T;)O(l"' g;)[v where g} = rC()NVERGENCE[‘%]'

‘
Eq. 17 is used for the theoretical rate of return to the theoretical wage rate by
recursive year assuming that this ratio is linear when the rate of return to the
wage rate at convergence, (%) , is measured. And, if the wage rate at conver-
gence, w*, is measured, the capital-labor ratio at convergence, k*, is measured,
and accordingly, TFP* and y* as well. When it is difficult to measure w’,

rCONVERGENCE[ ] is replaced by g; since g; changes most steadily in the transi-

r
w

tional path. Note that ry =, which corresponds with Q, = Q.

5. Variables in reduced forms that are measured endogenously

Among variables, the growth rates at the current situation and at convergence
were formulated already when the author formulated beta and delta above. This
section formulates the rate of return and related variables, including the relation-
ship between the rate of return, r*, and the growth rate of output at convergence,

g; (Kamiryo, 2007a).

o a[i(l —BHA+n)+n(1-0)

iﬁ*(l—a) ), where r = a/Q2 . 21)

Note that K = IT 220( ) or K=IT/r" holds.

1+

M+n,b}’using g = 8 , Or g;=w+n' (22)

-« -« -«

gr =

Let the author show the relationship between Eqs. 21 and 22. This relation-
ship will reveal the difference between the author’s endogenous golden rule and
the exogenous golden rule established by Edmund Phelps (1961, 1966).
(z‘(l—B‘g‘y)—Ag; )(1+n)

l-o

g = +n using gi=i(1-B.)~A.=i(1-B),
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i(1—B1+ Q (1+n
where A Ew and B.= ( )

. | g;=m) are used just to offset

some parameters.

When Eq. 22 is reformulated using the above equations, A,

and B, the

relationship between Eqs. 21 and 22 simply reduces to,

r= (“] g or g = [”’).,-*. (23)
i-p o

The author calls o/(i-B") he Petersburg coefficient. Eq. 23 presents useful
fundamentals to economic, fiscal, and financial policies. This is because, the
three parameters of «, i, and " are able to control the relationship between r*
and g;. Furthermore, the above relationship is expressed by the cost of capital,

r“—g;, since the yearly flow of returns grows by g: under a constant relative

share of capital: — ! . =Zio[l+gn)-

r—gy 1+
P
r =8y :gy[i-ﬁ*_l} 24)

The cost of capital above is theoretical and measured by sector and differs from
the user cost of capital, which is developed by Dale Jorgenson (1963) and
Jorgenson and et al (1967). The user cost of capital uses econometrics with the
market data only to the corporate sector.

The valuation value of capital, V, and accordingly, the valuation ratio,
v=V/K , are now measured by using the rate of return and the cost of capital,
assuming that returns by recursive year is constant.

V=I/G"—g)andv=r"/ (" —g) (25-1)
The valuation value Y differs from the market valuation value or fair value in that

Eq. 25-1 is theoretically measured, not depending on the market in the short

*

. . r . .
run. The valuation ratio, v=———, is reformulated as a hyperbolic curve of
r =8y
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8y
r=g
is zero setting the cost of capital at the X axis (see Figure 3). This implies that

where the horizontal asymptote is 1.0 and the vertical asymptote

when the cost of capital remains minus, the valuation ratio is below 1.0, after the
valuation ratio turns to a plus from a minus. Note that the valuation value has
both minus and plus values, if the cost of capital is minus close to the
origin. The valuation ratio is maximized at both deficit = 0 and debt = 0, and
then the valuation value decreases along with the cost of capital becomes posi-
tively higher. And, the valuation ratio never reaches 1.0, since it implies an
infinite cost of capital, plus or minus. The condition for solvency in De
Grauwe’s (ibid, 225) corresponds with the above vertical asymptote, where the
nominal interest rate equals a given growth rate of GDP.

The valuation ratio is, more importantly, expressed technologically or qualita-
tively since the Petersburg coefficient is shown by at/(i-B8"):

#

o r —-ali

= - = R * or = * .t
o—i-p r*—r*("ﬁ) B ali (25-2)

o

v

This implies that technological changes are definitely involved in the valuation

ratio at convergence in the transitional path, where the initial o and the initial

The valuation ratio v=1+(g,"/(r"-g,"))
to the cost of capital, r*-g,", where r’=0.05
3 \
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Figure 3 The hyperbolic curve of the valuation ratio to the cost of capital
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are also used at convergence.

Technology is related to capital gains in the financial assets. Nicholas Kaldor
(1961, 1966) and Tobin James and William C. Brainard (1977) discussed capital
gains, which are now digested in the above Eq. 25-2. Capital gains are well jus-
tified by the valuation ratio and the theoretical capital, consistently measured in
the long run (with the matching test and the smoothening test in the endogenous
growth model). Egs. 24 and 25-2 show the essence of the endogenous golden
rule. As a result, the Petersburg paradox (historically discussed by David,
Durand (1957)), where r"=g; and v = impossible, is avoided by taking urgent
policies to change the related three parameters, a, i, and 8", as shown in Egs. 23
and 25-2.

However, in the case of the government sector, if national debt, D, is zero, vg
is maximized, if D>0 (which means national lending), vz>1.0, and if D<O0, the
valuation ratio v usually lies between 0.55 and 0.95, depending on the level of
budget deficit to national income, Ad =AD /Y. Whenever deficit exists, V;<Kg
exactly holds in the government sector. And, this influences the valuation ratio
of the total economy.

In this respect, is debt national equity/wealth (as raised by Robert Barro

(1974))? Underlying equations at the stock level are shown as (Kamiryo,

2008c¢),
E=v-K+D=V+DandE; =v; - Ks+D=V;+D. (26)
-D -D
For leverage 1, =-D/E,1,, =——— and 1 =—, 27
g€ lpy EV V+D EV(G) V,+D 27

If debts D are minus, it implies D reduces equity E and if debts are plus, it
implies lending. When debts are more minus, the more v<1.0 and Vs<Kg
hold, resulting in a higher leverage due to its definition as above. Debt = 0
shows that v is maximized in the government sector. This proves that debts
reduce equity.
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In an open economy, v, vg, and vpg; changes by year. This is qualitatively
traced back to the change in 1-f¢, 1—Bpg;, and accordingly, 1-f, although quali-
tative elements occupy roughly 20-30% of the sum of qualitative and quantita-
tive (see Eq. 9 and EQ. 25-2). Therefore, it is important to compare the f3 of the
total economy with the f3; of the government sector at the current situation and
at convergence. When the output share of the government sector is low (i.e.,
Y;/Y is between 0.1 and 0.15 under a small government), the conditions of B <
B and B; < B often happen while the output share of the government sector is
high (i.e., Y5/Y is between 0.15 and 0.30 under alarge government), the condi-
tions of Bg>B, Bi>B", and/or Bz>1.0 and B >1.0 usually occur.
Nevertheless, the conditions of Bz< B, Bi < B, and/or Bz<1.0 and B; <1.0
sometimes occur, even if v<1.0 is shown under a significant level of
debts. These imply that the government sector is not monopolistic. For stable
economic growth, 1—f; must be compared with 1—fpg;, where 1-f of the total
economy is the weighted average of two sectors. The literature that treats
exogenous growth models has not discussed the comparison of these betas by
sector.

Finally, the author connects the capital-output ratio, £2, in the real assets with
money supply (as a stock similarly to capital), M, in the financial assets. This
is because the author sets real assets as a theoretical base of endogenous growth
and because the author asserts that economic growth is stable and sustainable
only when the trend of money matches that of the capital-output ratio in the long
run.

Q,=0Q((Y,~Y, )/ Y,)+ 2, (Y, )/Y) or,

Q.= AQ- gy s + 2 (= gvackwarny)» Where (28)
Notation of BACKBWARD is used for connecting the average with the marginal
(For the first appearance of the relationship between the marginal and average,
see Kamiryo, 1990).
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Y=Y,

AQ=AK | AY, gy packwarp) 5( ] and &y(packwarp) = 8y/ (1+gy).

i

Paul Du Grauwe (ibid., 225) assumed marginal money stock is zero in formu-
lating his condition for solvency of national debts: dM/dt = 0. To mitigate this
assumption existing in the real assets, the author takes advantage of the level of
money M and m=M /Y, whose original idea comes from the Marshall’s k
(Milton Friedman, 1957).

m, = Am- g packwarp) + M1 (L= §packwarp) )» Where Am =AM [ AY. (29)
Furthermore, if the coefficient of neutrality in financial assets is defined as

cy =m/L,
&

C(ﬂ)z = AC(M/K)r * 8 K(BACKWARD) T C(
K

Mo (1= gk(sackwarp)) , where (30)
K

Kr _Kr—l

K J and accordingly, gxsackwarp) =8&x/(1+8&k).
t

8K (BACKWARD) = (

The real assets work for equilibrium and the financial assets evaluate or supple-
ment the real assets (as advocated by Robert E., Lucas, 1995), by the market
principle and within the range that £2=K/Y is able to control m=M /Y. In
this sense, Eq. 29 is most important to policy-makers in the long run.

In terms of two types of agent-cutting directions towards a general equilib-
rium, Weidenbaum Murray (2008, pp. 248) pointed out that one starts with a
single type of agent and boost it to three types while the other (i.e., Solow) starts
with eight types of agents and cuts back to three types. For detail, see Solow
(2004, p.661, 2008, p. 244) that cited Brainard William C., and James Tobin
(1968). The author asserts that the above types of agent-cutting should be based
on the real assets, starting with three agents (namely, the government, private,
and total as an aggregate), where the differences between the real and financial
assets are absorbed into the real assets or the balance of payments. Thereby
agents in the financial assets are expressed using the real assets and national
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debts (see Eq. 26). This direction will be wholly justified by Robert Solow (pp.
243-246, 2008). The optimum condition of the real assets appears when Eq. 27
completely overlaps Eq. 28. If prices of products and services rise, the arbitrage
in the market works well while if prices fall down the arbitrage does not work
and, bubbles burst open every ten to twelve years as shown early in 2008. In
this respect, some restrictions on money supply (after 1974) are directly required
for stable growth comparing Eq. 27 with Eq. 28, similarly to the Maastricht Con-
vergence Criteria for deficits, debts, inflation rates, and interest rates, as shown

in the EMU rule, where ‘endogenous’ must be a base among countries.

6. Concluding remarks

This paper endogenously formulated a set of structural and reduced equa-
tions of the total economy in the real assets, with the proof to each equation.
These equations are applicable to those in the government and private sectors as
shown in the discussions on deficits and debts. The related equations guarantee
the ex-post equilibrium by fiscal year in the short and long run, supported by the
matching and smoothening tests and guaranteed by the three wage-rates growth
test, where the economic stage changes by country. The three wage-rates
growth test will be discussed in a coming paper that arranges the data-sets of
KEWT 2.08, 1990-2006, to 58 countries by sector, similarly to KEWT 1.07,
1960-2005, to nine countries by sector (Kamiryo, 2007b, ¢). When a model is
more general and long-oriented the more steadily it works, regardless of whether
calibration, recursive programming, and/or econometrics are well designed or
not. The model in this paper is the endogenous growth model in the narrowest
sense in that each equation remains unchanged like physics in the natural world.
The author understands that Solow (2008) suggested this direction.

Definite differences between exogenous and endogenous growth models in the
literature and the author’s model are: (1) The literature essentially needs econo-
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metrics while the author’s model directly obtains theoretical equations and results
such as the growth rates of technological progress, output/income, capital, per
capita income and capital, and the rate of return and, by sector. (2) The litera-
ture assumes that government should not earn its returns, plus or minus, while the
author’s model separates government wages and government returns, cooperating
with the total economy under the rule of aggregate. Note that for the test of
hypotheses the author does not deny the use of panel data.

The endogenous growth model in the narrowest sense is flexible to cooperate
with economic, fiscal, and financial policies by presenting several or more
aspects. Some of these aspects are the relationship between the economic stage
(Kamiryo, 2007d) and business cycle (Kamiryo, 2007¢), the review of capital
stock by sector, comparing it with capital stock in national accounts statistics
(Kamiryo, 2007f), and the cooperation between the government sector with the
private sector for earth environments and sustainability (Kamiryo, 2008a).
These were already discussed in separate papers. For useful policies, it is also
important to compare the actual data in national accounts with the theoretical
data in the author’s model. For example, in the literature the deflation/inflation
rate has been discussed using the output-inflation tradeoffs (or reverse Phillips
curve), indicating that if the variance of nominal output is more wide and
unstable the relationship between the inflation rate and real output is less reliable
(see Robert E., Lucas, 1973, 333-334). This issue will be solved when the
magnitude of diminishing returns to capital (related to the growth rate of popula-
tion, employed persons, and the unemployment rate) are analyzed using delta and
alpha, where the speed of convergence differs significantly by country and by
year. Also, the assets-deflation/inflation is only solved using the valuation ratio
as in this paper, where deficits and debts must be restricted globally by
country. And, the Marshall’s k in the financial assets and the capital-output
ratio in the real assets are closely related to the rate of technological progress
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(with elasticity analysis of the three parameters hidden in the Cobb-Douglas pro-
duction function). These are all policy-oriented and will be discussed separately
each by each.

The author’s conclusion is that the endogenous and consistent data and model
make it possible for an economy to find an optimum balance between sustainable
growth and stop-inequality. This is because the endogenous rate of technologi-
cal is deeply involved in sustainable consumption. When the economy is more
human capital-oriented and wage-oriented (though it seems ironical), the capital-
output ratio remains low and competitive globally (see Figure 2). By politically
adjusting the relative shares of capital and labor (¢ and 1—0) using the wage/
labor function of consumption (Eq. 2), consumption will be given a base for
more qualitative. The parameter of 1-f3 prevails not only in net investment but
also similarly in other items such as consumption and wages. Qualitative con-
sumption and wages supported by philosophy of earth preservation are much
more important than nominal growth of output, where growth shows a result

only.

AERREETILOME (Abstract)

1. H4Efp S (BREED) AEMREET A L <7 aiiB ) 20 ERREE 7V
EWNENREET NV E OREWHEL, BRESREINPS525NH (20
%1%, Solow, R. M., 1956), ETF VO LN THNETE L0 THb, Lo L,
WA ZET NV ThHoTh, RFEEKFLDBDH L, T EONEREEET IV
i, learning by doing (Arrow, K. J., 1962), R & D (Lucas, R. E. Jr., 1988),
ZL T, #E [Romer, P. M., 1990) ® X 912, Bfi3Ic5h < &0 < |
HE, EFVROLPICANT, WEMICHRGESREZNET 5, Zhbid,
RTEFETH b0 BRFZOPENEEET IV (UT, REFN) &, KFHEE D
&2, partial ZHEELC, general IO T AHWET N E T — ¥ LEEGHITE
FTETL, ZOETFTVICETNDINENT A= 2T, HilfERsez e
WETDEIBRETNTH D, [T—F LEEGNETIV] LI, ERBHREH
J% (System of National Account of United Nations) {Z/RENDE Y — A « F—
YHREDEFAT - T T AEERBICBWTREL ShbF—r &, KFHEE
TS, BHRICD 2o THEAEEIICHRFTE L L W) ETVTH S, THIIE
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R T A 2 R ARERE R RS 290 Ik & oG LOE
REFDO, 22T, EM=BH=FEL ), BHEIEEINIHMA (£
DikEJEI%, Meade, J. E. and Stone, J. R. N., 1969, 344-345) % EF NV OHIHE
FMEICHEZ B0 REMEEBOME LOFEE T — 5 1%, sub-system & L COHG
M7 —% -ty MIBETRRE 22, 20L9) BREFONENEEET IV
O, KETFN) TIE, FETE OV - M - SRIBOR L B SRR 2 I T O
ETDEROEB L OMFRE, T, EFVHNOBELRVHAENNG XA =5
(alpha, beta, delta, and lambda) DEBIFEDNDF, TENLD/INT XA —F (T,
R & D - #F - BREOBROMR L T RTINS T 5,

RETFICE T 258 & 198 & OBR @ BRI, KEHEERIC, BT 7 VI3
BIIZHALT 5785, ZOHEIZIE, HUOIEID 5, REHEIL, ZORBOBH
NHThb, ZOHYHLE, EMROTa— kDb LICH-TH, —HI
& OFFFE RE 7 R L AL R IR 2 RIIISER T2 L9 b ) HTH D, X
Wk Lok, 370D - HISHT 2R E FIIRT A, ZOlEZe Rk
DYATADRPT, EOIHIMEIT N, EDLIIEET L OBOREH
UL O, BILIZES T3V, =7 UDREIE, SFHEEI LI, FHkm
Brob LICHIETE, 370 - R—AFEROER - £il & iZ—HEm3Lw
IR D, REFIVIE, <27 OO (partial % I 7 TIZNET 50D
POEHEEZTRTHKETAHIEICEI-T, I70EIZBNEIhEL0) IS
%o HEORER - BREZZ, s - RN REOMRIEN 258 TH
HLRHILTVD, Lid, HEOHWERE, WAERNZREANELRSR & BEART
BTHB. BERORE, HBEPBINEDSHRIEIND &) HEEERIE, B
WHNZIIFEP I L 22 LB L TV b, WER, TOEMIE, JLEERWNS (7
O— NV ARV EE5) FREEICEZ N, EOREERIS T, Mk
WCHEMAMET 20 BAICIbBoBIE, MmN EAR - BRI, HF - A
IBEARPLIZY T ML, WWEROEIED LERIND WM LW REAFER R
5528 ThHD, TUE, HERHAEEORE - gHEL D, BEVWDOIIT 5,
51T, AEFNVTIE, ERNCE, EWEELERISES, SRMEEL, Thic
A BHHER - BIEN - FHMIMSIRICE £ 5, Za—kiciE, =Y v
Dk=M/Y L EWEEDOEAR - BIILE Q=K/Y L OBRE 70— IV IZHIH
5 FERS Y 72 BV — VAL BEARTT R TH 5o

SEEEIEDERNIE L EERENE & OXF @ SCHk Lo e FIRES
steady state equilibrium (%, PSR EARDS —FROBNMRTHET 2HETH S
A%, exogenous-oriented DT L & F B, FEHITHIE T 2 NAMREER DR
K TH 72720 TH 5D, REF IV, endogenous-oriented DI % RT o A
EFTNVOHMIE, KFHEEI LI, FENIOELT 5, T, DEDOORFHEE
2BV TIE, K (recursive years) T &2, HEIMY =BT T %,
WAIHEERD S 572012, TRTO/RT X —F LB D recursive yearZ & 12
HWEshsd, Zhi, NAENEITER endogenous transitional path &9, &

— 168 —



Hideyuki Kamiryo: = Structural Equations Formulated in the Endogenous Growth Model

DBFEIBNT, FIER AR —FROBINER THRE T 2 PORKRE L, ffEic
Lo ThESI NG, PORKEIL, XHKIZBIT S steady state DFEEF L X9
WCHET %0 LA L, XBKTIE, WHZRICIE T, EA - Sz sl
WCED—RUEADP OIS 2 L W) RIIC L & E 5, RETVOIULTIE,
K¢ recursive year % X 2 M, BA - FEIHLERTIE R, EA - ELR
K, L7zhoT, BRGEHE =GR « I XERIEEE &) KDFEaIE
PNb. ZOHMNZ, WANBMERSRIOEES K EE 525 DOWER -
PEIIRTH 5720 TH 5, EEHFNIBNT, HLEN;HGH LOEAR - EL
HREZMOEOZR L Y HLRERT5 I 81E, Wbz Bk 5 (G4 - Nl
LR L L FIROETE) o BARGERIZ, KEHEE I LICETT 528, BT
METIE, —ELEND, bL, BA - ENHLEEZ 1.0 L3528, REREE
£ (total factor productivity) (&, &HA - JFHHL=7ZF THWTE 555, gen-
eral N HHE D%,

EXATERPT & ERFEERFT & D28 - BUFEEM OME D EEE, RET N &K LEDE
TNEDMEZBEL D, 77— 5 OEFHE, &M =BUFEEM + RHEFM TH
%o FEBE GOV —R - Ty, WAFHEEOEBRIGE, TH, HoHEL
HHFE B 5 WIETHMIE, BUFEMOMEE LMlirEd 5 vidhiig, A 2okl
WRTH D, HMBIONRE, AFE, EARD, EFVHICBWT, Hiiis LT
EEMICHEI N L E, $TXTOF—FIE, EBRMEEHOT, M Lo
7—4% + v h&7% % (Kamiryo Endogenous World Table; KEWT1.07 &
2.08) o BUTHCZ PREIECIX, ERZEFEHIE (SNA) ob &I, BOFHS
MZ, IR - MBRFEZFET 512300057, BUFIERIEE S zw
$F, EEOMBIIRVWATIT, RICLv, BHNT—5 - £y TR, K
MO ES L TO~YA F AR5 L, EEbHREO~ A F ALY, L
% 2= Ly | W2 BUFFEEME L, ~ A F AL L, #El Y = 7 — 136
N B (B MBORTZZ, 77 VORKER) o MBORTOM/ - dEEH5
1, EBRSBLG & M LoBiE L OEFOEIC K o T, BEMICHEEEET
H%. BLEMU OV —)viZ, EU BNOEDFSLXE 3 % (surplus/deficits to
GDP) &£60% (debts to GDP) % &7, ZOMEIHEX, KT TNV OB
WMAENC L o TR SNz, BELEBORE ZOMR L IE, SFHEERIC, AR
WEETH B, EMU V=R ENTA ¥ 7 LGS, BEfEL— 1, DORL
DEFAR PR & OB, ERSIESR MG LoEeR L oERELH W
T, BORLKRITHU D BNE, S5, BUFEMEN =8 LofMBith 5
ZEns, MEKHIEERRE LToORHRIREZEER L OlRE, FEECR
v b TEICHE - HRETE %,

REFNEDT - 4TS REERBR: a7 - ¥ 77 AAEREL, BB 5
INHEAZ constant returns to scale (CRS) O#l# % Fo, REF N ITHE D
T F 7T ZEERBICEBT 5 0% ? BITERICB VT, CRS 1, L H
KL DOERYLEBZRD o £D LI % CRS IE, EARICPE S N7z ERDEER
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(diminishing returns to capital, constant returns to capital, 3 & O increasing
returns to capital (DRC, CRC, and IRC)) & ED X ) IZEAMIZIFTE LD
M RETFVOWEE, WAENICHE S NZEARDAERIZ, BRAEARLEENE
marginal productivity of capital {Z—3§ %, EAPREZHEMH] recursive years
EEBITWA LT, CRC REICIORT 254, PIHIMHIZ, ACRERST T X
ThoH2»ED, DRCIREPORY — 1§ 5, W2, EARPEEHRANEE recursive
years & & DIZHWINT A4, WHIMEIE IRC RE»HAS — 1T 5, XHT
iE, IRC HREEIZ, CRS O b LIZBWVTiE, BIVHLV, REFLVTIE, AL
WD A F A TH DA, IRCREZHIMT 5720, CRS Oz
L%V, ZORXHZANGE, REFADAT - 575 ZEERBIZRINTWS
=DOPI8F X =% (beta, delta, lambda) %5 L 72 LIZX > TR L7z =
DDINTG A — 5 PRERERND % I AR ENIZ72012, CRS & WwHflfyz o)
T—T&EZDTHb, L72h>T, BITERIIBWTE, WAENICHESNS
lambda % FITHURA Y — F - SEHEZ EMEISEX 729, PURA Y — FIiE, At
RULPORTH 00 %, [FHEE I LIWNITRIEY 5, T EOPORA ¥ —
F (k 25 A2 % — bF % Sala-i-Martin, Xavier, 1990a, b; Barro, Robert., and
Xavier, Sala-i-Martin, 1995 ; y #*5 A ¥ — 3 % Mankiw Gregory N., David
Romer, and David N. Weils, 1992) 1%, #MER$F#ESRE CRC IKEDETF
WV (delta DARFEHR) \CE L F 57012, KFHEE T L OREY - B - SRBOR
DREWZRILL - P - FHIICIE, HEBSTE 2,

Appendix: An equation to the speed of convergence

Toshimi Fujumoto”

Only skeletons of the Kamiryo model of endogenous economic growth as discussed above

in the text are presented here.

Main features of the model

It is obvious that the model depends upon the Cobb-Douglas type production function

Y=BK°K'"% where Y, B, K and L are output, technology level, capital input and labor input,

respectively. In order to treat B as of labor-augmenting type and to base the model on the

efficient labor basis throughout this appendix for convenience of analysis, we redefine

B = Al—oz7

4) I am thankful to the continuous support of Dr. Toshimi Fujimoto in the past. This

time, he allowed me to raise his study in this Appendix. The author repeatedly asked
him to be the co-author at the earlier paper (JES 10 (Sep, 1): 131-166, but he would

not.
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y = Y/AL,

k = K/AL,
_dA/dt

8a = a

dk/d
g(h) = %

so that the model can be represented compactly as
(1 y=£
dk
— =i k" —g,k—nk,
2) a 8a
(3) gy = [Ak—(é—u)’

where, as already defined in the text
dL
n=—

L,
dt /

P saving appropriate to increasing K
K — i)
Y

i saving appropriate to increasing A
L=
Y

Thus, the system of nonlinear differential equations (2) (3) determines the dynamics of the
model.
Clearly, from (2)
4) gk)=ixk " —(g,+n)
is obtained and from the definition k = K/AL, it follows that
g(k) = g(K)—= (g4 +n)

so that, comparing this with (4), it is evident that
(5) g(K)=ick .

Now, let us analyze the structure of the model.

To begin with, substituting (3) into (2),
©6) % =ik =ik~ —nk,

(7) glk)=i k™" = k™% —p,

are obtained. The so-called steady-state value of the pivotal variable & of the model is, as

dk
is well-known, nothing but the value, k-, which makes — =0 in (6).

; Le., k« is the
solution of

®) igks " —i kO —n=0.
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Diagram

m& k

K

The moving process of k toward k« can be sketched in the above diagram in case of
6>a. It seems sufficiently apparent at a glance for the process to be stable that the gradi-
ent of g(K) be steeper than that of g,. In this connection, when §<a, the stability neces-
sarily holds, because g, then comes under the increasing function of k, and g(K) as a
decreasing function of k always cuts g, from above.

Before proceeding to solve (8), let us mention how to determine the steady-state values
of the other endogenous variables, g, and y. It is almost self-evident that by inserting k-
in (3) and (1), g4+ and y- are determined respectively as follow,

9) gy =ik,

(10) y. = ke

How to determine k-
The solution method adopted here is of a kind of linear approximation by way of com-

parative statics. That is, first of all, put n = 0 in (8) to obtain
1

i Y-8
(11) km=(l.i) .

In short, k+«; is the value of k- in the condition of a constant L.
Secondly, totally differentiate (8) with respect to only (k«, 1) to deduce

[~(= )ik + (8= )ik |dk. = dn

and evaluate it at (n = 0, k« = kx), then after rearranging,
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nkiy®
(8- 0)i kg’ —(1— )i

(12) ke = k| 1+

follows, which is found to give what we want to obtain, i.e., k~. Here, note that

(13) dk. =k.— k., dn=n-0=n
are assumed as a matter of course.

Lastly, substitute (11) in (12) to lead to the final or reduced form of the endogenous
variable k- in the sense of expressing endogenous k- exclusively in terms of parameters and
exogenous variables such as @, 6, i, iy, n. However, the reduced form thus obtained is
found too much complicated to deduce any additional meaningful outcomes from it, but
substituting (11) in only the denominator of (12) seems to make much contribution to sim-
plify (12) as follows,

kl*ll
14) k= kg 10|,
(1) { (l_m}

Convergence analysis

First, from the Taylor expansion of (6) at k = ks, a linear approximation

dk 0 (dk
(s) - = &(E)‘L:A*(k —k*)

is obtained. Second, taking (8) (9) into consideration

(16) %(%J‘k:k\ = [(1—Of)n+(1+6)gA,]

is found. Now, define for convenience
(17) A=[1-am+1-8)g, |
(18) x=(k—k.)
to lead to a differential equation of the simplest type, in place of (15),

dx
19) —=—
(19) o Ax

so that its solution is given as follows, expressing here each time concerned, ¢,
x(t) = x(0)e ™™,
or more concretely,

e—[(l—a)m(l—&).’:f]

(20) k(t)—k. = (k(0)— k.).

This is the instrument appropriate for convergence analysis.
(by Toshimi Fujimoto)

Reprint from Journal of Economic Sciences 10 (Sep, 1), 158-161, 2006.
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