Economics 119: Principles of Economics 

Professor Raymond Robertson
Macalester College
Carnegie Hall 310C

Department of Economics
Office Hours: M 9-10:30am Th 3:30-5pm and by appt.

Fall 2006
Office Phone: 696-6739

MWF 2:20-3:20 and 3:30-4:30
email: robertson@macalester.edu 

Homework 1

Solutions
1. In the x,y plane, graph the following.

For all graphs, x is on the horizontal axis and y is on the vertical axis.
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0

1

2

3

4

5

6

7

1 2 3 4 5 6 7

  b.  [image: image2.emf]y = 2x
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c.  [image: image3.emf]y = x + 5
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  d.  [image: image4.emf]y = 10 - (1/2)x
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2. Solve and graph the following systems.      [image: image5.emf]2a.
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a.  y = 2x and x = 5      y = 2(5) = 10   


b.  y = 1 + x  and y = 8 – x[image: image6.emf]2b.
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8 – x = 1 + x

7 = 2x

x = 7/2      y = 1 + 7/2   y = 9/2

c.  x = 2y    and x = 4 – y     [image: image7.emf]2c.
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3. Draw, label, and explain the simple circular flow diagram. Imagine the first loser from Survivor had to actually live alone on an island for a year, how would that person's circular flow diagram be different?    
[image: image10.emf]0
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The circular flow diagram represents two exchanges.  First of all, households provide labor in exchange for wages (income), and secondly, producers provide goods and services in exchange for consumer spending (revenue).  A sole islander would fulfill both sides of this cycle, and so would provide labor and receive goods as a result of that labor.  Since the islander would be alone, there would be no need for money (and thus no need for lines for "spending" and "wages"), but the person would still have to engage in production and consumption, and the flow essentially remains the same.
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4. Draw a production possibilities frontier (PPF) for studying and all other activities in each day (24 hours), assuming that time is the only input and each hour is equally productive in each activity.
If time is the only input and each hour is equally productive in each activity, then the opportunity cost of each activity (in terms of the other) would be constant.  Therefore, the slope of the PPF would be constant, as in the graph to the right.
[image: image12.wmf]All Other Activities
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5.  Consider the PPF you drew for question (4) above. How would the shape change if studying became more difficult (boring?) the more you did it?  Explain with a new drawing.
If some hours were better for studying than others, then the PPF would become "bowed out.”  When one has done very little studying (is very near the x-intercept on the curve), studying is relatively productive and the opportunity cost of studying is low.  Production diminishes, however, with each hour spent studying, and so the opportunity cost of studying (in terms of other activities) rises.   In other words, a movement from the x-intercept towards the y-intercept shows the diminishing return to studying as one moves from the most productive hours (smallest opportunity cost) towards the least.

6. Explain the difference between positive and normative analysis.
Put simply, normative analysis tries to determine how something ought to be, whereas positive analysis attempts to determine how something is.   Normative analysis relies more on values, while positive analysis relies more on observation.  "Men receive higher wages than women" is a positive statement in the sense that it can be shown to be true with data.  "Men and women should receive the same wages" is a normative statement in that it is the result of the application of values and opinions.
7. Consider the first Survivor from question 3.  Explain the link between technology, productivity, and quality of life on the island.
Any sole island-dweller's quality of life is determined by his or her level of consumption (including leisure!).  Consumption is determined by productivity.  Productivity is determined by resource endowments and technology.  Thus, if we assume that he has the same natural resources over time, then the only way one can improve the quality of life is by technical innovation: learning and/or making tools.

8. TRUE/FALSE/UNCERTAIN and EXPLAIN

a) “Two countries can achieve gains from trade even if one of the countries has an absolute advantage in the production of all goods.”
True. Two countries gain from trade if their comparative advantages differ. If opportunity costs differ, then absolute advantage does not matter in the sense that both countries can still gain from trade.  As long as one country has a smaller opportunity cost of producing one good than the other, both countries can benefit from trade because specialization can take place.
b) Voluntary trade can't make the traders worse off.

True.  "Voluntary" means that you have the option to trade or refuse to trade.  If you have the option to make a trade or not, and you are free to make your own decision, then you will never make a trade that would make you worse off.  Voluntary trade can therefore only make you better off, as long as you have the option to refuse to trade.

9. Assume that Brad and Angelina are the only two people in the world and that they both produce guns and butter.  To produce 1 gun, Brad requires (2) hours and Angelina requires (1) hour.  To produce 1 unit of butter, Brad requires (1) hour and Angelina requires (2) hours.  Each person has 12 hours available per day.

a) Who has a comparative advantage in guns?  In butter?

First, put the data you have into a table like this:

	
	Guns
	Butter

	Angelina
	1
	2

	Brad
	2
	1


The best way to approach this problem is to calculate each person's opportunity costs.  To do this, the first step is to pick a base (reference) good.  Let's use guns as our reference good.  
Each person's opportunity cost of guns in terms of guns is one by definition.  To get 1 unit of butter, Angelina must give up 2 guns.  To get 1 unit of butter, Brad must give up ½ guns.  Since Brad has the lower opportunity cost for butter, Brad has a comparative advantage in butter.  Since we only have two people, it must be true that Angelina has a comparative advantage in guns (why?).

b) Graph the consumption line of each person on the same graph.  If each person wants the same amount of each (guns and butter), graph the consumption point for each. [image: image13.wmf] 
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c) Graph the consumption point for each person if these two decide to specialize and trade.  How does it compare with the previous consumption point?  What does this tell us about trade?
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The big dark square marks the consumption point of each person if they agree to a trade price of 1.  This point is outside both individual PPFs, which shows that trade makes them both better off.  
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