Economics 102: Kelly


Fall 1999

Homework #1 – Answer Key 

Due Sept 14

Question 1.  Use the production possibility frontier (the curve joining points A and B) shown below to answer question one.

Wisconsin’s Production Possibilities Frontier (PPF)
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a)  Are there any non-feasible production points?  If so, what are they and why are they non-feasible?  (1 pt.)  

E,F, K,M.  They lie outside the PPF.

b)  Given the current PPF (the curve joining points A and B) would Wisconsin choose to produce at point H?  Why or why not? (1 pt.)

No; Wisconsin would prefer to produce on the curve joining A&B (the PPF) since points interior to the PPF represent unemployment or underemployment of resources.

c)  Given the graph above, Wisconsin’s opportunity cost of producing more cheese in terms of corn changes in what way as we move from point A to B?  Give the definition of the law this illustrates.  (2 pts.)

Increases; Law of increasing opportunity cost:  the more of something that is produced the greater is the opportunity cost of producing one more unit.
d)  Suppose Wisconsin experiences a long-term water drought that reduces its ability to produce all agricultural goods. The new Wisconsin production possibilities frontier will most closely resemble a curve joining which two letters?  (1 pt.)

S and J
e)  Suppose a new hormone is invented which allows cows to greatly increase their milk production and therefore cheese production in Wisconsin increases dramatically.  Assuming the PPF is originally the curve joining points A and B, the new Wisconsin PPF will most closely resemble a curve connecting which two points?  (1 pt.)       
A and M
Question 2:  Last weekend  your roommate told you “If I didn’t have a date tonight I would save 30 dollars and watch the Party of Five / Ally McBeal reruns on TV”.  Define opportunity cost .  What is your roommate’s opportunity cost of his date?  (2 pts.)

Opportunity cost is the value of the best alternative sacrificed when taking an action.  Opportunity cost is $ 30 and watching Party of Five / Ally McBeal reruns on TV.
Question 3:  When the price of good K is $13, two units are demanded.  When the price of good K is $1, twenty-six units are demanded.  Assume the straight line connecting these two points represents the demand curve for good K.  

a)  What is the slope of this line?  (price is represented on the vertical axis, quantity is represented on the horizontal axis)  Does the sign of the slope make sense?  Explain why you would expect it to be either positive or negative.(1 pt)

Negative ½.  By the law of demand quantity demanded decreases as price increases which  implies that the slope of a demand curve will be negative.
b)  Graph this line, labeling the axes.  (1 pt)
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c)  What is the quantity demanded if the price of good K is $8?  (1 pt.)

The quantity demanded is twelve( See graph above).
Question 4:  Dawson and Buffy live on the Isle of BadTV.  The only two activities they do are to gather stakes and fish in the creek.  No inputs other than time are used.  During the course of an hour Dawson can retrieve nine stakes or catch three fish.  Buffy on the other hand can retrieve either ten stakes or catch five fish in an hour.  

a)  What is Dawson’s opportunity cost for gathering one stake?  One fish?  (2 pts.)

1/3 fish.  Three stakes.
b)  What is Buffy’s opportunity cost  for gathering one stake?  One fish?  (2 pts.)

½ fish.  Two stakes.
c)  Who has the comparative advantage in stakes?  In fish?  (2 pts.)

Dawson.  Buffy.
d)  Does anyone have an absolute advantage?  Why or why not?  (2 pts.)

Buffy.  Absolute advantage is the ability to produce a good or service using fewer resources than other producers use.
e)  Can Dawson and Buffy benefit from specialization?  If so, how?  (1 pts.)

Yes.  Dawson should gather stakes, Buffy should gather fish.
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