
  Problem Set 2 
  FE411 Spring 2018 
  Rahman 

Page 1 of 2 

 
 

Some Answers 
 

  
Issues with Inference 
 
1)  For each of the following scenarios, discuss what statistical problem might make the 
inference incorrect: 
 

a. People who vote for right-wing political parties tend to live longer than those who 
vote for left-wing parties.  Therefore, being a political conservative is good for 
you. 

 
 Although the majority of right-winged voters may live longer, the inference that being a 
political conservative is good for you is incorrect because correlation does not imply 
causation. A majority of right-winged voters may live longer, not because they are 
conservative but rather, because they lead healthier lifestyles that right-wing policies 
promote. Thus, we have an omitted third variable affecting both the choice of party affiliation 
and the length of life. 
 
 

b. People in hospitals are generally less healthy than those outside of hospitals.  
Therefore, it is best to avoid hospitals. 

 
 Although people in hospitals are generally less healthy than those outside hospitals, the 

inference that one should avoid hospitals is incorrect because of reverse causation. 
Majority of people go to the hospital because they are unhealthy. 

 
 
 
 
 

Cobb-Douglas and Payments to the Factors of Production 
 
 2)  Suppose that the production function is represented by the Cobb-Douglas function: 
 

  10/910/1 LAKY = . 
 

a.  What fraction of income do capita and labor receive? 
 
 
Capitalists get one tenth of it, laborers get nine tenths of it. Yes, you can just look at the 

exponents, but you should also be able to “prove” this. 
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b.  Suppose immigration raises the labor force by 10 percent.  What happens to total 
output (in percentage terms)?  The real rental price of capital (in percentage 
terms)?  The real wage (in percentage terms)? 

 
First, note that MPK = (1/10)AK-9/10L9/10 , and MPL = (9/10)AK1/10L-1/10   
 
So, when L rises by a factor of 1.1, Y rises by (1.1)9/10  = 8.96%.  
Rental price of capital = MPK rises by (1.1)9/10  = 8.96%.  
Real wage of labor = MPL falls by (1.1)-1/10 = 0.0095, or a 0.95% decrease. 

 
 
c.  Suppose the World Bank gives aid to a country that raises its capital stock by 10 

percent.  What happens to total output (in percentage terms)?  The real rental 
price of capital (in percentage terms)?  The real wage (in percentage terms)? 

 
Y rises by (1.1)1/10  = 0.96%.  
Rental price of capital = MPK falls by (1.1)-9/10  = 0.918, or an 8.2% decrease. 
Real wage of labor = MPL rises by (1.1)1/10 = 0.96% decrease. 

 
 
 
d.  Suppose that a technological advance raises the value of the parameter A by 10 

percent.  What happens to total output (in percentage terms)?  The real rental 
price of capital (in percentage terms)?  The real wage (in percentage terms)? 

   
Note that the technological coefficient has no exponent on it (think about why that is). So 

output, MPK and MPL all rise by 10%. 
   
 
 
 
 

Aid for Investment 
 
3)  Read Chapter 2 of “The Elusive Quest for Growth” (posted on class website).  In two 

or three sentences, explain what the financing gap approach is for development 
economists.  Is Easterly a fan of this approach?  Why or why not? 

 
Direct quote from pp. 29: “The difference between the required investment and the country’s 
own savings is called the financing gap. Private financing is assumed to be unavailable to fill 
the gap, so donors fill the gap with foreign aid to attain target growth. This is a model that 
promised poor countries growth right away through aid-financed investment.”  
 
As you might be able to tell from the words above dripping in sarcasm, he’s not a big fan of 

this approach. It gives too much credit to capital, and does not account for diminishing 
returns to that investment. 


