1. S&L 5-3. In two-period model of investment assume that the production function is given by Y=2K0.5, the initial capital stock is 81, the interest rate is 11%. 

What is optimal investment if capital does not depreciate? 

What is your answer to the same question if depreciation rate is 10%.

2. S&L 5-4. The general manager of some corporation thinks that he is doing very good job because marginal productivity of capital (net of depreciation) in his firm is above interest rate. Do you agree that he is doing a good job? Why?

3. S&L 5-5. Households A and B has exactly the same resources and face the same interest rate. The only difference between them is that one household has a stronger preference for future consumption (i.e. its subjective discount rate higher). Do you think that this household should invest more than the other one? How would your answer if capital market is not perfect (i.e. households may face problems borrowing money).

4. S&L 6-7. Describe the effect on interest rate, savings, investment and current account of the following events (analyse cases of a closed, a small open, a large open economies).

a. A country discovers large new reserves of oil. They are highly profitable but it will take 5 years and large initial investment to bring them into operation.

b. Cold weather in a country forces extensive factory closing for 3 months. Lost production cannot be recovered but output will return back to normal in spring.

c. Due to invention of new synthetic fibre world demand and price of copper fell permanently. Consider the effect on a country exporting copper.

5. S&L 6-9. Consider a two period economy with 1st period production equal to 100 and 2nd period – to 150. Assume that 1st period consumption is 120 and interest rate is 10%. What is the value of 2nd period consumption, trade balance and current account in both periods?

6. S&L 6-10. If there is no final period in which debt has to be repaid, debtor countries are not constrained by the intertemporal budget constraint. Do you agree? Explain.

