Faculty of Economics, Thammasat University
Exercise 1

1. Answer the following questions by using the information given in the table.
	
	X
	Y
	Labor supply

	Home
	a = 2
	b = 8
	160

	Foreign
	a* = 4
	b* = 4
	160



a) Construct the production possibility curve (PPC) for each country.  Mark all important points and show the calculation clearly.  X*
Y*
X
Y











b) Specify the function for each country’s PPC. [i.e. in the form as Y = f(X)]



c) If both countries have identical preferences given by U = XY = U*, show that the expenditure of all goods are always equal [ i.e., PXX = PYY and P*XX* = P*YY*] and the demand for each good depends only on its individual price.






[bookmark: _GoBack]










d) Show the autarky equilibrium in the above graph. Use the information from b) and c) to calculate the autarky equilibrium production and consumption. [Hint: at the equilibrium for Home, PXX = PYY] 









e) Using the relative equilibrium price in autarky of each country to conclude that who has the comparative advantage in what good. Explain by using the concept of relative opportunity cost.








f) Construct the world production possibility curve.  Mark all important intercepts, kinked points, and show the calculation clearly.
X
Y














g) Construct the world relative supply curve for X and Y with respect to its relative price, PX/PY and PY/PX respectively.  Mark all important points and show the calculation clearly.
PY/PX
Y
PX/PY
X













h) Suppose the equilibrium world price PX/PY is 0.5.  Which commodity should each country specialize?  What will happen to the consumption possibility frontier of each country?  Calculate the free trade equilibrium consumption for each country and show it in the graphs in a), f) and g) 






i) Construct the offer curve for each country. Mark the important points clearly.  Confirm that the world equilibrium price is indeed equal to 0.5 and both countries trade triangles are the same size. Exports of X from ___
Imports of X to ______

Exports of Y from ___
Imports of Y to ______


X
Y









X*
Y*
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