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Richer countries tend to have higher price levels than poor countries. This is especially true for non tradeable goods (services such as hair cuts, restaurant, etc.)

Using the Balassa Samuelson model, this exercise will take you through a nice and simple explanation of this observation.

Assume there are two countries: Home is the poor country and Foreign (*) is the rich country.
There are two goods: tradeable (T) and non-tradeable (NT)

Labor in T is LT and labor in NT is LN
Labor L is the only factor of production and is perfectly mobile within countries but completely immobile between countries. That is, in each country, workers can freely move between T and NT sectors, but workers cannot migrate to the other country.
Technology (production function): countries are equally productive in the N sector, but the rich country is more productive in the T sector. (Think about why this is realistic to assume this). Formally:

YN = AN LN ; Y*N = A*N L*N ; AN = A*N
YT = AT LT ; Y*T = A*T L*T ; AT < A*T
Let PT and PN denote the price of T and NT in the poor country, and P*T and P*N in the rich country. And E is the nominal exchange rate in domestic currency per unit of foreign currency (for example: In Takas per Pound)
Lastly, Let WT and WN denote the wages in T and NT in the poor country, and W*T and W*N in the rich country.

Because labor is mobile between sectors in each country:

WT = WN = W and W*T = W*N = W*

1. Assume the PPP holds for traeable goods. Write the equation for this.

2. Write the profit of firms in each sector in the poor country. Then, assuming perfect competition and free entry of firms in each sector, what does this imply for profits, and hence the wage?

3. Obviously, the same holds in the rich country as well so write the corresponding equations (so you have the same equations with *, so you don’t need to do the whole thing again).
4. Using your previous result (and their twin in the rich country), show that

PN / PT  = AT / PN and P*N / P*T  = A*T / P*N
5. Now, using the assumption that countries are equally productive in the N sector, but the rich country is more productive in the T sector, and the PPP condition for tradeable goods, show that PPP fails to hold for non tradeable goods.
6. Summarize in words the main intuition for the conclusion of this exercise (that is, why price levels are lower in poor countries compared to richer countries.
