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1 True/False (explain)
For each statement write whether it is True or False. If the statement is false you must explain
briefly why it is false to get full credit. You do not need to write anything for a true statement. A
statement is false if any part of it is false. Each statement is worth 2 points.

1. Using PPP to compare countries makes the world look more equal.

2. In their article Easterly and Levine say that it’s not factor accumulation that drives growth,
it’s growth in the labor force.

3. The new Human Development Index combines a Life-Expectancy Index, a GNI Index and
an Education Index.

4. Both growth and capital accumulation are persistent over time.

5. In his book William Easterly suggests that the worries about overpopulation are unfounded.

6. The financing gap is the additional interest poor countries pay to borrow on world markets.

7. To Mankiw, Romer and Weil human capital is proportional to the fraction of the school age
population in high school.

8. To Amartya Sen, development is the process of extending people’s abilities to choose and
afford more goods.

9. William Easterly in The Elusive Quest for Growth argues that there is a large unmet need for
family planning.

10. In the Big Push model a firm will always want to modernize if all of the other firms have
modernized.



2 Questions
1. (12 points) The following passage appeared recently in an article in the New York Times:

GUANGZHOU, China. Factory wages have risen as much as 20 percent in
recent months. The immediate cause of the shortage is that millions of migrant
workers who traveled home for the long lunar New Year earlier this month are
not returning to the coast . . . many economists say the recent global downturn
also obscured a longer-term trend: China has drained its once vast reserves of
unemployed workers in rural areas and is running out of fresh laborers for its
factories.

—by Keith Bradsher (selected passages, New York Times, February 26, 2010

(a) What model that we discussed in class describes this situation?

(b) What does the statement that there were “vast reserves of unemployed workers in rural
areas” imply about the marginal product of labor in rural areas?

(c) Does the model predict that rural wages should have been increasing, decreasing, or
holding constant until recently while much of the rural population moved to the cities?
Why?

(d) If the model completely describes Chinese growth over the last 30 years, does it imply
that China will grow more or less quickly from now on? Why?
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2. (7 points) Give an example of a policy that maximizes average utility (such as minimizing
poverty), but is a bad policy. Does you policy also increase total utility?

3. (15 points) Spillovers in production. Suppose there are four people in the economy A, B, C,
D. They have skills qA, qB, qC , and qD. Production requires three people and takes the form
F (q1, q2, q3) = q1q2q3.

(a) If A, B, and C work together, and everyone gets paid his or her marginal product, what
is C’s wage?

(b) If qD has the lowest skills, explain why it makes sense for A, B, and C to work together.

(c) Upgrading skills costs p per unit so it costs pq to get skill q. If the employer captures
all of the benefit (C’s wage does not change), under what circumstances does it make
sense for the employer to pay to upgrade C’s skills?

(d) Under what circumstances would A be willing to pay to upgrade C’s skills for her,
assuming the only benefit A gets is a higher wage from working with a more productive
co-worker?

(e) Assuming D has the lowest skills initially, does it make sense for anyone (other than
D) to pay to upgrade D’s skills.

(f) Does your answer help explain the unpleasant truth that many developing countries
have highly regressive education systems in which a disproportionately high amount is
spent on university education for the rich?
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