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1. Between 1970 and 2005, China;s GDP per capita grew at an average rate of 7.3% per year while GDP per capita in the United States grew at an average rate of 2.2%. In 2005, U.S. GDP per capita was $36,806 and Chinese GDP per capita was $5,955. Assuming that the two countries continue to grow at these rates, in what year will China overtake the United States in terms of GDP per capita?

2. Suppose that there are only two goods produced in the world: computers, which are traded internationally, and ice cream, which is not. The following table shows information on the production and prices of computers and ice cream in two countries:

	Country
	Computers produced per capita
	Ice Cream produced per capita
	Price of computers in local currency
	Price of ice cream in local currency

	Richland

Poorland
	12

3
	4

1
	2

1
	4

1


a. Calculate the level of GDP per capita in each country, measured in its own currency.

b. Calculate the market exchange rate between the currencies if the two countries.

c. What is the ratio of GDP per capita in Richland to GDP per capita in Poorland, using the market exchange rate?

d. Calculate the purchasing power parity (PPP) exchange rate between the two countries?

e. What is the ratio of GDP per capita in Richland to GDP per capita in Poorland, using the PPP exchange rate?

3. A study finds that there is a strong correlation between being overweight and suffering a heart attack. Does this prove that being overweight causes heart attacks? Tell a story in which the correlation is due to reverse causation. Tell a story in which the correlation is due to an omitted variable.

4. In a country the production function is 
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[image: image2.wmf]g

 is 0.25. The depreciation rate 
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is 0.05.

a) What are the steady state levels of capital per worker and output per worker?

b) In year 1, the level of capital per worker is 16. In a table like the following one, show how capital and output change over time. Continue this table up to year 8.

(in term of per capita)

	Year


	Capital
	Output
	Investment
	Depreciation
	Change in Capital Stock

	1

2
	16

16.2
	4
	1
	0.8
	0.2


c) Calculate the growth rate of output between years 1 and 2.

d) Calculate the growth rate of output between years 7 and 8.

e) Comparing your answers from parts c and d, what can you conclude about the speed of output growth as a country approaches its steady state?

5. Consider an economy in which the amount of investment is equal to the amount of saving. Any output that is not saved is consumed. The production function is 
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, the fraction of income that is invested, that will maximize the steady state level of consumption per worker. (This is called the “golden rule” level of investment.)

Have fun.
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