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Question 1
Consider the modified O-ring production function y = kαq1q2qn3 nB where q1 is a measure of the

reliability of the electricity supply, and q2 is a measure of the security against stealing (in a broad

sense) and q3 is the (familiar) quality of workers.

a. Explain the production function and argue for why it should have this form.

b. What is the effect on production and wage from an increase in the reliability of power supply?

c. How does the return to an increase in the quality of workers depend on the security situation?

Question 2
In the standard O-ring theory, if a single worker makes a mistake the product is destroyed.

Consider an extension where workers work in pairs, and where a step is successful if at least one of

them do her task successfully. Assume all workers have quality q.

a. What is the probability that a pair of workers perform their task successfully?

b. If there are n steps, what is probability of the production process succeeding?

c. Discuss for what types of production this extension is reasonable. Do you think this translates
into different returns to skills in different professions?

Question 3
How can the O-ring theory help explain the existence of some high-tech clusters in developing

countries such as the IT-cluster in Bangalore, India? Discuss whether cstimualtion of such clusters

help or redard the development process. Do you think this depends on how open or globalized the

economy is?

Question 4
Poverty traps are often explained as a "bad equilibrium" in a model with multiple equilibria.

Explain what we mean by multiple equilibria, and state what is necessary for this to arise. Why

do some countries end up in a bad equilibrium and some in a good, and how can we change what

equilibrrium a country is in? Pay particular attention to the "big push" type of models.
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