Walker Workbook: Topic 1 - Solutions

1. Assumethere are only two goods, burgersand sodas. I f the price of a burger is $3.20 and the price of a soda
is$.40, what is the opportunity cost of buying a burger? What is the opportunity cost of buying a soda?

The O.C. of aburger issimply 8 cokes - $3.20/$.40

The O.C. of acokeissimply 1/8 burger - $.40/$3.20

2. Using the infor mation given, describe a possible trade between Country 1 and Country 2 that will allow
both countriesto consume outside of their own PPFs. In your answer, be sure and state: a) which country
produces which good, b) the terms of trade, c) the actual quantitiesto be traded, and d) the resulting
consumption combinationsfor each country. Be precise and to the point.

In Country 1, the O.C. of producing carsis 100/50 = 2 corns per car, which implies that the O.C. of producing corn
is.5 cars per corn.

In Country 2, the O.C. of producing carsis 200/200 = 1 corn per car, which implies that the O.C. of producing corn
is1 car per corn.

Country 1 has the comparative advantage in producing corn and Country 2 has the comparative advantage in
producing cars.

For Country 1, the cost of making cornis.5 cars. They would sell corn for any price above .5 cars. Now, Country 2
could make their own corn at a price of 1 car. So they would be willing to pay any price below that.

For Country 2, the cost of producing carsis 1 corn. They would sell cars for any price above 1 corn. Now, Country 1
could produce their own cars at a price of 2 corn. So they would be willing to pay any price below that.

So, assume Country 1 charges Country 2 aprice of .75 cars for each corn. That would imply that Country 2 is
charging Country 1 a price of 1.33 corn per car (note that 1.33=1/.75). Both countries would be receiving a price
above what it cost them to produce their goods and would be paying a price for the goods they buy that is less than
the cost of making those goods.

Finally, assume Country 1 sells 40 corn to Country 2 at aprice of .75 cars per corn. So Country 2 would get 40 corn
and pay 30 carsin return. Given thistrade, Country 1 ends up with a consumption point of 60 corn (100-40) and 30
cars. Country 2 ends up with a consumption point of 40 corn and 170 cars. Both of these consumption pointslie
outside of the PPFs of each country.



3. Assume Country 1 can produce sheep, with a constant opportunity cost of 200 beersfor every sheep it
produces. What does thisimply about the opportunity cost of producing beer? Show the PPF for this country,
assuming the maximum amount of beer it can produce is 50,000 bottles.

If the O.C. of producing sheep is constant at 200 beers per sheep, then the O.C. of producing beer is constant at
1/200 sheep per beer.

Assume Country 2 can produce sheep, with a constant opportunity cost of 100 beersfor every sheep. Show the
PPF for this country, assuming the maximum amount of beer it can produceis 50,000 bottles.
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Consider trade between these two countries. Considering opportunity costs, which country would belikely to
produce beer? Which sheep?

Country 1 has the comparative advantage in producing beer and Country 2 has the comparative advantage in
producing sheep.

Describe one possible combination of beer and sheep they might produce and trade that would allow each
country to consume at a point outside its own PPF? What would be theterms of tradein your example?

For Country 1, the cost of making beer is 1/200 sheep. They would sell beer for any price above 1/200 sheep. Now,
Country 2 could make their own beer at a price of 1/100 sheep. So they would be willing to pay any price below that.

For Country 2, the cost of producing sheep is 100 beers. They would sell sheep for any price above 100 beers. Now,
Country 1 could produce their own sheep at a price of 200 beers. So they would be willing to pay any price below
that.

So, let Country 1 charge Country 2 a price of 1/150 sheep for each beer. That would imply that Country 2 is
charging Country 1 a price of 150 beers per each sheep. Both countries would be receiving a price above what it cost
them to produce their goods and would be paying a price for the goods they buy that is |ess than the cost of making
those goods.

Finally, assume Country 1 sells 15,000 beers to Country 2 at a price of 1/150 sheep per beer. So Country 2 would get
15,000 beers and pay 100 sheep in return. Given this trade, Country 1 ends up with a consumption point of 35,000
beers (50,000 - 15,000) and 100 sheep. Country 2 ends up with a consumption point of 15,000 beers and 400 sheep.
Both of these consumption points lie outside of the PPFs of each country.
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4. The tabl e above shows possi bl e conbinations of "food" and "entertai nment"
that are available to a hypothetical consumer. Letting the vertical axis
represent units of "Food" and the horizontal axis represent units of
"Entertainment," plot the conbinations of food and entertai nment shown in the
above table. Call this graph PPFL1.

5. On the sane pair of axes used in (2) - using a different colored pencil -
pl ot the conbinations of food and entertai nment shown in the table bel ow. Cal
this graph PPF2.
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6. What is the interpretation of a single point on PPFl or PPF2? What is the
interpretati on of noving down (up) along one of the graphs?

A single point on a PPF represents one conbination of goods that is feasible
to produce, utilizing all resources efficiently.

Movi ng down a PPF inplies one is increasing the amount of the good neasured on
the "X-axis" and | ess of the good measured on the "Y-axis."

7. Using the concept of "opportunity costs,” what is inplied by PPFl being a
straight line and PPF2 being a curved (bowed out) |ine?

Because PPFl is a straight line - it inplies constant O C. per unit.
Because PPF2 is a bowed out line - it inplies increasing O C. per unit.

8. What is the interpretation of the point at which the two graphs intersect?

The point of intersection sinply shows one production conbination that is
comon to both PPFs.

9. Make up a table and graph of a "production possibilities frontier” that is:
a.a straight vertical line
b.a straight horizontal |ine

What woul d be the econonmic interpretation of such rel ationships?
These PPFs show how one woul d represent zero O C. per unit for sone good. That

is, one can increase the level of one good w thout having to decrease the
| evel of the other good.
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10. Joe Issmart and Joe Wassmart are two students in E201. Joe Issmart is a
very smart student with strong math skills. Joe Wassnmart is not so smart - too
many di et cokes. How woul d the production possibilities frontier over "grades
in E201" and "leisure time" differ for these two students. Wuld they be
expected to intersect? Wat about the sl opes of the graphs?

There is no necessarily correct answer to this question. But, what probably
makes sense is that, at a point of consuming all |eisure, Joe Issmart woul d be
able to get higher grades than Joe Wassmart. Then noving away fromthat point,
Joe Issmart's PPF would |ike outside of Joe Wassmart's PPF

Not sure you can say much about the sl opes of the two PPFs.
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11. Assune the opportunity cost of "coke" in terms of "burgers" is constant
and equals .50. What does this inply about the price of a coke relative to the
price of a burger?

This inplies the price of a coke is 1/2 the price of a burger
What woul d be the opportunity cost of a burger in terns of a coke?
The O C. of a burger would be 2 cokes.

To construct a graph of a "production/consunption possibilities frontier"
bet ween cokes and burgers, what additional information would you need to know?

Avai l abl e resources - in this case - how rmuch noney you have to spend over
burgers and cokes.



12. The tabl e shown bel ow shows the tradeoff between grades and leisure for a
hypot heti cal student.

G ades Lei sure Tine
90 0
85 1
70 2
50 3
25 4

Conpute the opportunity cost (per unit) of increasing grades. Wiy does the
opportunity cost depend on "the level"” of grades the student is trying to
achi eve?

O. C. per unit

of Grades G ades Lei sure Tine
90 0
/5. .. . .
85 1
1/15.. ... .. ... ... ...
70 2
1/20.. ... ... ...,
50 3
1/25.. ... ... ... ...,
25 4

Note that the O C. per unit depends on if you are considering increasing
grades from25 to 50, or 50 - 70, or 70 to 85, or 85 to 90.

Now compute the opportunity cost (per unit) of increasing |eisure. Wy does
t he opportunity cost depend on "the level" of leisure the student desires?
O C per unit

G ades Lei sure Tine of Leisure
90 0
.............. 5/1
85 1
.............. 15/ 1
70 2
.............. 20/ 1
50 3
.............. 25/1
25 4

Note that the O C. per unit depends on if you are considering increasing
| eisure fromO to 1, or 1 to 2, or 2to 3, or 3 to 4.

13. Wiy is a PPF dependent upon the given technol ogy and resources avail abl e?

It is the technology linked with the available resources that tells us the
potential outcone conbinations that are feasible.

How woul d a PPF change, ceteris paribus, if there were a sudden decrease in
avai l abl e resources?

A decrease in avail able resources sinply shifts the PPF in towards the origin.
Note, it would not have to be a "parallel” shift -- unless we are talking
about a PPF over spending income and we reduce the amount of incone.



