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1. Many people think of their air travel as being free when they use frequent-flyer coupons. Explain why these people are likely to make wasteful travel decisions.
a. frequent flyer coupons cost something. Perhaps someone gets frequent flyer miles by using their credit card, for example. At the very least, they could have used a different credit card and received different “miles” toward some other good.

b. One should be aware of how they “spend” the frequent flyer miles. This is the notion of opportunity cost. That is, however you choose to spend some good, you give up using that resource in a different way.
As an example, imagine an analysis of the following situation. Imagine that I want to go to New York City for pleasure. When flights are cheap (say in February), I might be able to find a flight for $150. When flights are really expensive (say in July and there is an oil shortage), the price might go up as high as $500 (I literally just did an internet search and got a price of $698). Now, imagine that I have a few frequent flyer miles saved up. Imagine that one domestic flight “costs” 25,000 frequent flyer miles. If I use it in the first case, then essentially I am spending 25000 miles for $150. This translates into approximately $0.006 per mile. If I spend 25000 miles for a $500 flight, this translates into approximately $0.02 per mile. The point that I am making here, is that you could, presumably come up with a way to measure the cost of frequent flyer miles and then use that measure to make rational decisions on how to spend them. It would be, in the case above, more rational to simply purchase the $150 flight, and perhaps use the miles on a $500 flight. 
2. Mankiw, Chapter 1, page 19 #10. Suppose the United States adopted central planning for its economy, and you became the chief planner. Among the millions of decisions that you need to make for next year are how many compact discs to produce, what artists to record, and who should receive the discs.
a. To make these decisions intelligently, what information would you need about the compact disc industry? What information would you need about each of the people in the United States?
To produce the right number of CDs by the right artists and deliver them to the right people requires an enormous amount of information. You need to know about production techniques and costs in the CD industry. You need to know each person’s musical tastes and which artists they want to hear. If you make the wrong decisions, you will be producing too many CDs by artists that people do not want to hear, and not enough by others.
b. How would your decisions about CDs affect some of your other decisions, such as how many CD players to make or cassette tapes to produce? How might some of your other decisions about the economy change your views about CDs?
Your decisions about CDs will carry over to other decisions. You have to make the right number of CD players for people to use. If you make too many CDs and not enough cassette tapes, people with cassette players will be stuck with CDs they cannot play. The probability of making mistakes is very high. You will also be faced with tough choices about the music industry compared to other parts of the economy. If you produce more sports equipment, you will have fewer resources for making CDs. So all decisions about the economy influence your decisions about CD production.

3. Look at a newspaper or at the website http://www.economist.com to find one story about the economy that have been in the news  lately. For each story identify one (or more) of the SEVEN principles of economics that we focused on in this chapter  that is relevant and explain how it is relevant. 
4. Chapter 2, page 39 number 2, Imagine a society that produces military goods and consumer goods, which we’ll call “guns” and “better.”

a. Draw a production possibilities frontier for guns and butter. Using the concept of opportunity cost, explain why it most likely has a bowed-out shape.







The bowed out shape of the curve is a graphical depiction of the “law of increasing opportunity costs.” This law simply states that as I get more of one good, say more guns, I have to give up increasing amounts of butter. Initially, if I am producing only butter, and I shift toward producing more guns, I don’t have to give up much butter. This is because I have resources that had previously been dedicated to producing butter (such as land or capital) but perhaps are better suited to producing guns. As I get closer to producing all guns, I give up large amounts of butter in order to do so. This is for the same reason. Now I am diverting resources away from butter toward guns. Perhaps resources that are better suited for butter production. 

a. Show a point that is impossible for the economy to achieve. Show a point that is feasible but inefficient.
A is impossible, B is inefficient: I could produce more guns AND butter without giving up any of either.

b. Imagine that the society has two political parties, called the Hawks (who want a strong military) and the Doves (who want a smaller military). Show a point on your production possibilities frontier that the Hawks might choose and a point the Doves might choose.
See graph.

c. Imagine that an aggressive neighboring country reduces the size of its military. As a result, both the Hawks and the Doves reduce their desired production of guns by the same amount. Which party would get the bigger “peace dividend,” measured by the increase in butter production. Explain.

The Hawks would get a bigger peace dividend because of the law of increasing opportunity cost. At their level of production (heavy on the guns), if they gave up a little guns, they’d get a LOT of butter. Where the Doves are producing, however, (heavy on the butter), if they gave up a little guns, they’d get a small amount of butter. See part a. 

5. 

Use the concept of opportunity cost to explain the following:

a. More people choose to get graduate degrees when the job market is bad.

In this context, the question is referring to the job market, and, presumably, unemployment is high. The fact that it is difficult to get a job, makes graduate school more appealing. In economic terms, the cost of going to grad school is lower if the job market is bad. If you are less likely to find a good job, you are more likely to go to grad school.

b. More people choose to do their own home repairs when the economy is slow.

Similar to the question in part a, if the economy is slow, you are likely to have less money coming in. This will decrease the value of your time relative to when the economy is doing well. Now, whereas you may have considered your time too value able to do home repairs when the economy is good, you may reconsider this cost-benefit analysis when the economy is not so good.

c. There are more parks in suburban areas than in urban areas.

Urban areas tend to be more dense, with higher demand for property (usually for either housing or for business). As a result, the land is more expensive and developers can get more value per dollar in their investment if they invest in higher-density rent-producing properties. In terms of opportunity cost, the opportunity cost of land is higher in urban areas than in suburban areas, and therefore parks are less likely to exist.

d. Fewer students enroll in classes that meet before 10:00 am.

From this empirical evidence, we can presume that students value their time differently over the course of the day, with a priority on sleeping in the morning. 

6. See the table and questions below:
	
	Minutes Needed to make 1 ounce of:
	
	Amount Produced n 8 hours
	

	
	Meat
	Potatoes
	Meat
	Potatoes

	Farmer
	60 min/oz
	15 min/oz
	8 oz
	32 oz

	Rancher
	20 min/oz
	10 min/oz
	24 oz
	48 oz


a) Without trade, what is the price (or you could say “cost” or even “opportunity cost” of meat in terms of potatoes for the farmer?  
The cost of 1 oz of meat is 4 oz of potatoes.
b) Without trade what is the price (cost or opportunity cost) of meat in terms of potatoes for the rancher?

The cost of 1 oz of meat is 2 oz of potatoes.
c) Draw the farmer’s production possibility curve between meat and potatoes.

See text. Should be straight line representing constant trade-offs. For the farmer, the max meat produced is 8 oz (y axis) and max potatoes is 32 ounces (x axis).
d) Draw the rancher’s production possibility curve between meat and potatoes.

See text. Should be straight line representing constant trade-offs. For the farmer, the max meat produced is 24 oz (y axis) and max potatoes is 48 ounces (x axis).
e) Does the farmer have an absolute advantage in the production of meat and potatoes? Why or why not?

The rancher has an absolute advantage in producing both goods. With the same materials and time he can simply produce more than the farmer. 
f) Does the rancher have an absolute advantage in the production of meat and potatoes? Why or why not?

See above. 
g) Who has a comparative advantage in producing meat? Why?

The rancher has a comparative advantage in producing meat because he only gives up 2 oz of potatoes per oz of meat whereas the farmer gives up 4 ounces of potatoes per ounce of meat. 
h) Who has a comparative advantage in producing potatoes? Why?

The farmer has a comparative advantage in producing potatoes because he only gives up ¼ ounce of meat per ounce of potatoes whereas the rancher gives up ½ ounce of meat per ounce of potatoes.
7.. 
Sharp, chapter 10 page 288, number 12. How do international trade restrictions hurt the American consumer? Provide an example. 

Tariffs and quotas limit the availability of goods in the U.S. market and make imports more expensive. 
BONUS:

Production Possibilities in Two Cities in Baseballia

	
	Pairs of Red Socks per Worker per hour
	Pairs of White Socks per Worker per hour

	Boston
	3
	3

	Chicago
	2
	1


a. Without trade, what is the price of white socks (in terms of red socks) in Boston? What is the price in Chicago?

With no trade, one pair of white socks trades for one pair of red socks in Boston,

because productivity is the same for the two types of socks. The price in Chicago is two

pairs of red socks per pair of white socks.
b. Which city has an absolute advantage in the production of each color sock? Which city has a comparative advantage in the production of each color sock?

Boston has an absolute advantage in the production of both types of socks, because a

worker in Boston produces more (three pairs of socks per hour) than a worker in Chicago

(two pairs of red socks per hour or one pair of white socks per hour).

Chicago has a comparative advantage in producing red socks, because the opportunity

cost of producing a pair of red socks in Chicago is one-half pair of white socks, while the

opportunity cost of producing a pair of red socks in Boston is one pair of white socks.

Boston has a comparative advantage in producing white socks, because the opportunity

cost of producing a pair of white socks in Boston is one pair of red socks, while the

opportunity cost of producing a pair of white socks in Chicago is two pairs of red socks.

c. What is the minimum price (i.e. in terms of white socks that the producer of Red Socks would require in order to induce trade?
Trade can occur at any price between one and two pairs of red socks per pair of white

socks. At a price lower than one pair of red socks per pair of white socks, Boston will

choose to produce its own red socks (at a cost of one pair of red socks per pair of white

socks) instead of buying them from Chicago. At a price higher than two pairs of red

socks per pair of white socks, Chicago will choose to produce its own white socks (at a

cost of two pairs of red socks per pair of white socks) instead of buying them from

Boston.
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