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Summer 2020 – Individual Assignment 2 – (15%) ECON252 – Macroeconomics- O1
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Problem 1: (20 points)
Maria can read 20 pages of economics in an hour. She can also read 50 pages of sociology in an hour. She spends 5 hours per day studying.
a) Draw Maria’s production possibilities frontier for reading economics and sociology.
[image: C:\Users\Ellie kamau\Pictures\396cf96e-f59b-4903-8325-1c89b83d9abe.jpg]
[bookmark: _GoBack] From the graph above, if Maria spends five hours studying economics, she can read 100 pages.  In the production possibilities frontier, this is the vertical intercept. If she studies sociology all the 5hours, she can then read 250 pages, which is the horizontal intercept. The production possibility curve will be a straight line since opportunity costs are held constant. 
b) What is Maria’s opportunity cost of reading 100 pages of sociology?
The opportunity cost of 100 pages of sociology is forty pages of economics. This is because it will take Maria two hours to read 100 sociology pages, and at that time, she could read 40 economics pages.

Problem 2: (40 points)	

Suppose Argentina each month can produce either 500 pounds of Coffee and no tea, 250 pounds of Tea and no coffee, or any combination. Each month, Brazil can produce either 400 pounds of Coffee and no tea, or 400 pounds of Tea and no coffee, or any combination in between.

a) Which country has an absolute advantage in producing Tea? Which country has an absolute advantage in producing Coffee? Explain.

Because Brazil can produce more Tea compared to Argentina, it has an absolute advantage in tea production. Argentina has an absolute advantage in producing Coffee because it can produce more Coffee compared to Brazil.

b) Which country has a comparative advantage in coffee production? Which country has a comparative advantage in Tea production? Explain.
Argentina has a comparative advantage in the production of Coffee.
Argentina can produce either 500 pounds of Coffee and no tea or produce 250 tea pounds and no coffee every month or any combination in between. The opportunity cost for production of 500 coffee pounds equals 250 pounds of Tea. The opportunity cost of production of 1 pound of Coffee is 250/500 tea pounds, which equals half a pound of Tea.
The opportunity cost in producing one pound of Tea equals one divided by the opportunity cost in producing one pound of Coffee, which equals two pounds of Coffee.
Brazil has a comparative advantage in the production of Tea.
Brazil can produce either 400 tea pounds and no coffee or 400 coffee pounds and no tea or any combination in between.
The opportunity cost in the production of 1 pound of Tea equals one divided by the opportunity cost of producing 1 pound of Coffee, which equals one pound of Coffee.
Because Argentina has a lower opportunity cost in producing Coffee, it has a comparative advantage in producing Coffee. On the other hand, since Brazil has a lower opportunity cost in producing Tea, it has a comparative advantage in producing Tea.
c) Which country should specialize in Coffee? Which country should specialize in Tea? Explain.
Brazil should specialize in tea production because its opportunity cost in the production of Tea is less than Argentina's opportunity cost in the production of Tea. This is from the theory of comparative advantage. Conversely, Argentina should specialize in producing Coffee since its opportunity cost in coffee production is less compared to the opportunity cost in the production of Coffee in Brazil.

d) If there is a trade between Argentina and Brazil, how much will each country's good production be?
Argentina will produce 500 pounds of Coffee and no tea, while Brazil will produce 400 pounds of Tea and no coffee. This is because the countries will specialize in the production of the commodity, which it enjoys a comparative advantage in and trade its excess with the commodity it doesn’t produce.
e) Assume that in autarky, people in Argentina consume 200 pounds of Coffee and 150 pounds of Tea. People in Brazil consume 200 pounds from each good. Assume now that the two countries open to trade. What is the gain from trade if each country exports all the excess of the good he is producing in exchange for the other good he needs?
Argentina people consume 150 pounds of Tea and 200 pounds of Coffee while Brazil's people take 200 pounds for each commodity. If trade opens up, Brazil will produce 400 pounds of Tea and no coffee, and Argentina will produce 500 coffee pounds and no tea. For mutual benefit in the trade, commodity prices should be between the two countries' opportunity cost.
Assume the price of tea = 1.5 coffee price
In this case, Brazil trades 200 pounds of Tea for 300 pounds of Coffee. The final consumption will be 200 tea pounds and 300 coffee pounds.
Argentina accepts 200 tea pounds and exchanges 300 units of Coffee in return. The final consumption will be 200 pounds of Tea and 200 pounds of Coffee.
Hence Brazil gains 100 pounds of Coffee and Argentina gains 50 pounds of Tea.


Problem 3: (40 points)

	
	2010 (base year)
	2017
	2018

	Product
	Quantity
	Price
	Quantity
	Price
	Quantity
	Price

	Boots
	1000
	20
	1200
	25
	1250
	25

	Burger
	5000
	3.5
	5500
	4
	5500
	4.5

	Smartphones
	1500
	225
	2000
	250
	2100
	275

	Bread
	3000
	1
	3200
	1
	3400
	1

	Leather
	600
	8
	700
	10
	800
	12


Consider a small economy producing five goods. Note that half of the bread is used in burger production, and leather is used in boots production.
Answer the following questions:

1. Calculate the nominal and real GDP of the economy in 2017 and 2018.

Nominal GDP of the economy in 2017
 =1200×25×5500×4×2000×250×3200×1×700×10 =$562200

Nominal GDP of the economy in 2018
 =1250×25×5500×4.5×2100×275×3400×1×800×12=$646500

Real GDP of the economy in 2017
 =1200×20×500×3.5×2000×225×3200×1×700×8 = $502050

Real GDP of the economy in 2018
 =1250×20×5500×3.5×2100×225×3400×1×800×8 = $ 526550

2. Calculate the real GDP growth rate in 2018. Interpret.
Real GDP growth rate in 2018 = {(Real GDP of economy in 2018 – Real GDP of economy                         in 2017) ÷ (Real GDP of economy in 2017)} ×100%
                                  = [(526500-502050) ÷ 502050] ×100% = 4.88%

Therefore, the rate of the growth rate of GDP is 4.88%  


3. Calculate GDP Deflator in 2017 and 2018.
GDP deflator in 2017 = (Nominal GDP in 2017÷ Real GDP in 2017) ×100%
                                      =562200/502050×100%
                                       =111.98%

GDP deflator in 2018 = (Nominal GDP in 2018÷ Real GDP in 2018) ×100%
                                     =(646500/526550 × 100%)
                                  =122.78%

4. Calculate the inflation rate in 2018.
Inflation rate in 2018 = [(GDP deflation in 2018 – GDP deflation in 2017) ÷ GDP deflation in 2017] ×100% 
                                     =[(122.78- 111.98) ÷ 111.98] × 100%
                                       =9.64%
Therefore, the inflation rate in 2018 was 9.64 percent.
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