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Economic growth is an important determinant of a nation's average standard of living. If output grows more quickly 
than the population, the average living standard increases; likewise, if output grows more slowly than the 
population, the average living standard decreases. The three major sources of economic growth are increases in 
employment, increases in the capital stock (both physical and human capital), and technological change. 

Growth in employment occurs when the demand for labor or the supply of labor increases. Government policies can 
help to increase employment. Income tax rate reductions and reductions in government transfer payments are so-called 
supply-side policies (as in aggregate supply) that increase the supply of labor. Other supply-side policies are those that 
educate and train the supply of labor, and by doing so increase labor productivity. Government policy can also 
subsidize employment directly through wage subsidies and corporate employment tax relief; such policies increase the 
demand for labor. Increasing employment does not necessarily raise a nation's standard of living, since living 
standards are closely tied to labor productivity. When employment increases but the capital stock remains constant, 
the amount of capital available to the average worker decreases, and hence labor productivity falls. 

Saving and investment

The key to increasing labor productivity is to increase the nation's capital stock. If the capital stock grows more 
quickly than employment, capital per worker, and hence labor productivity, increases. However, if the capital stock 
grows more slowly than employment, capital per worker, and hence labor productivity, decreases. A government 
that seeks to spur investment - and thereby increase the capital stock - can direct its efforts toward businesses, 
households, or its own budget. For example, decreasing business taxes provides investment incentives; likewise, 
decreasing taxes on saving provide saving incentives. Both of these incentives effectively increase the quantity of 
funds available for investment, and thus speed accumulation of the capital stock. Finally, a shrinking deficit tends to 
reduce interest rates and increase investment; although reducing the deficit by reducing government investment 
expenditures will not grow the capital stock as effectively as, say, reducing government consumption expenditures. 

Technological change

An increase in human capital, like an increase in physical capital, works to increase the average standard of living by 
shifting the economy's aggregate production function upward, and thus raising productivity. Some of the same 
policies that increase investment in physical capital also work to increase investment in human capital. Additionally, 
income tax reductions can increase the profitability of human capital to households - for example, income tax 
reductions - or decrease the cost of acquiring human capital - for example, tax breaks for tuition - and thus increase 
the rate of investment in human capital. New technology also increases the production capacity of the economy 
because it enables any given number of workers to produce more output. The faster the rate of technological change, 
the greater the growth rate of productivity, and the faster the rise in average living standards. Policies that increase 
research and development spending - patent protection, direct government spending, and tax incentives - and 
policies that stimulate investment spending in general will increase the rate of technological change and hence 
growth. 


