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PROBLEM SET 8

1.
Suppose that countries Alpha and Beta both produce guns and butter with labor only.  The following table shows labor productivity (output per unit of labor) in each country’s industries.

	COUNTRY
	LABOR PRODUCTIVITY

(OUTPUT PER UNIT OF LABOR)

	
	GUNS (#)
	BUTTER (lbs.)

	ALPHA
	8
	2

	BETA
	2
	1


The following chart shows each nation’s production possibilities curve.

	ALPHA’S PPC 

(200 units of labor)
	BETA’S PPC 

(80 units of labor)

	POINT
	GUNS
	BUTTER
	POINT
	GUNS
	BUTTER

	A
	1600
	0
	A
	160
	0

	B
	1480
	30
	B
	80
	40

	C
	0
	400
	C
	0
	80


a.
Graph each country’s PPC in a diagram with guns on the horizontal axis and butter on the vertical axis.

b.
Which country has comparative advantage in guns?  Which country has comparative advantage in butter?  Explain your reasoning and show any calculations.

c.
Suppose that initially the two countries do not trade with each other and that each produces the combination at their respective points B.  Subsequently, they decide to specialize in production and trade freely with each other.  They end up trading 120 guns for 40 lb. of butter.

Show clearly on your graph the points at which each country produces and consumes after trade begins.
d. Do the two countries gain or lose from specialization and trade?  Explain your reasoning.

e. In light of your analysis, comment on the following statement:  Since country Alpha is a more efficient producer of both guns and butter than country Beta, consumers in Alpha cannot gain from trading with Beta.

If you solve the problem above and turn it in at the beginning of class on Tuesday, April 29, you will get three (3) extra points added to your score on the final exam.

2.
Suppose that Country A and Country B both produce good X and good Y with labor only.  The following table shows labor productivity (output per unit of labor) in each country’s industries.
	COUNTRY
	LABOR PRODUCTIVITY

(OUTPUT PER UNIT OF LABOR)

	
	GOOD X
	GOOD Y

	Country A
	.25
	.125

	Country B
	.20
	.25


The following chart shows each nation’s production possibilities curve.

	Country A’s PPC 


	Country B’s PPC 



	POINT
	X
	Y
	POINT
	X
	B

	A
	0
	25
	A
	0
	25

	B
	25
	12.5
	B
	10
	12.5

	C
	50
	0
	C
	20
	0


a.
Graph each country’s PPC.
b.
Which country has comparative advantage in good A?  Which country has comparative advantage in good B?  Explain your reasoning and show any calculations.

c.
Suppose that initially the two countries do not trade with each other and that each produces the combination at their respective points B.  Subsequently, they decide to specialize in production and trade freely with each other.  They end up trading 12.5 X for 12.5 Y.
Show clearly on your graph the points at which each country produces and consumes after trade begins.
d. Do the two countries gain or lose from specialization and trade?  Explain your reasoning.

3.
Suppose that Country A and Country B both produce good X and good Y with labor only.  The following table shows labor productivity (output per unit of labor) in each country’s industries.

	COUNTRY
	LABOR PRODUCTIVITY

(OUTPUT PER UNIT OF LABOR)

	
	GOOD X
	GOOD Y

	Country A
	.25
	.50

	Country B
	.20
	.25


The following chart shows each nation’s production possibilities curve.

	Country A’s PPC 


	Country B’s PPC 



	POINT
	X
	Y
	POINT
	X
	B

	A
	0
	100
	A
	0
	75

	B
	25
	50
	B
	20
	50

	C
	50
	0
	C
	60
	0


a.
Graph each country’s PPC.

b.
Which country has comparative advantage in good A?  Which country has comparative advantage in good B?  Explain your reasoning and show any calculations.

c.
Suppose that initially the two countries do not trade with each other and that each produces the combination at their respective points B.  Subsequently, they decide to specialize in production and trade freely with each other.  They end up trading 33 X for 50 Y.

Show clearly on your graph the points at which each country produces and consumes after trade begins.
d. Do the two countries gain or lose from specialization and trade?  Explain your reasoning.

4.
In one hour of work, Ricky Ricardo can iron 3 baskets of clothes or rake 3 bushels of leaves.  In one hour, his wife Lucy can iron 3 baskets of clothes or rake 6 baskets of leaves.

Using the principle of comparative advantage, who in the Ricardo household should iron clothes and who should rake leaves?  Explain.
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d. Since both countries consume outside their PPCs they gain from trade.
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	A
	B

	Opp. Cost of 1X
	2 Y
	1 ¼ (1.25) Y

	Opp. Cost of 1Y
	1/2 (.5) X
	4/5 (.8) X


Country A has comparative advantage in good Y and Country B has comparative advantage in good X.
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d. Since both countries consume outside their PPCs, they both gain from trade.

4.
Ricky’s opportunity cost of ironing one basket of clothes is raking one bushel of leaves.  Lucy’s opportunity cost of ironing one basket is raking two bushels of leaves.  Thus, Ricky has comparative advantage in ironing and should specialize in ironing, while Lucy should specialize in raking leaves.
