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s (5 points)

1 point: 100

1 point: 200

1 paint: 100%

1 point: i sayed the same.

1 point: Real ncome is a measure o the purchasing power of my income, and
because my income and the priceeve both doubled, the purchasing pawe of
my income has not beenafectc: $40,000/100 = $30,000/200.
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Module APReview

Scltions appear atheback o the bok.

Check Your Understanding

1. Consider Table 15.1 but suppose that the market basket s 2. Atypical family owns more cars than it would have a decade
composed of 100 oranges, S0 grapefruit, and 200 lemors. Howw ago. Over that time, the average price of  car has increased
does this change the pre.frost and post.frost consumer price o than the average prices of other goods.
indexes? Explain. Generalize you answer to explain how the b. Virtually no houscholds had broadband Internet access a.
construction of the market basket afects the CPL. decade ago. Now many houscholds have i, and the price has

2. For cach of the following events, explain how the use of been flling.
10.yearold market baskee would bias messurcments of price 3. The consumer price index i the Usited States (base period
changes over the past decade. 1982-1984) was 201.6 i 2006 and 207.3in 2007, Caleulate the

inflation rate from 2006 to 2007.
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Tackle the Test: Multiple-Choice Questions

1. IFthe cost of a markee basket of goods increases from $100
year 10 $108 i year 2, the consumer price index i year 2.

cquals. ifyear 1 is the base year.
s

b 10
< 100
@

108
110

2. Ifthe consumer price index increases from 80 to 120 from one
year to the next, the inflation rate over that time period was
2 20%

b 40%
< 0%
d 0%
e 1208
3. Which of the ollowing s truc of the CPI2
L Itis the most common measure of the price level.

IL It measures the price of a ypical market basket of goods.
L e currently uses a base period of 1982-1984.

The value of a price indexin the base year s
a0

b 100,

< 200

4 the inflation rate.

e the average cost of a market basket of goods.

1Fyour wage doubles at the same time as the consumer price
index goes from 100 to 300, your real wage

2. doubles.

b falls

d stays the same.

e, cannot be decermined.
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Tackle the Test: Free-Response Questions

1. Suppose che year 2000 i the base year for a price index. Between
2000 and 2020 prices double and at the same time your
‘ominal income increases from $40,000 to $50,000.

3 Whatis the value of the price index in 20007

b. Whats the value o the price index in 20207

€. Whatis the percentage increase in your nominal income
becween 2000 and 20207

. What has happened to your rea income becween 2000 and
20202 Explain.

2. The accompanying table contains the vales of two price
indexes for the years 2004, 2005, and 2006: the GDP deflator
and the CPL. For each price index, caleulate the inflation rate
from 2004 £0 2005 and from 2005 to 2006,

0P
Year defiator o
2004 %8 1889
2005 1000 1953
2008 1083 2016
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Module 15
Check Your Understanding

1.

Pre-frost, this market basket costs (100 x $0.20) + (50 x
50.60) + (200 x $0.25) = $20 + $30 + $50 = $100. The.
same market basket, post-frost, costs (100 x $0.40) +
(50 x $1.00) + (200 X $0.45) = $40 + $50 + $90 = $180.
So the price index is (§100/5100) x 100 = 100 before the
frost and ($180/5100) x 100 = 180 after the frost, imply-
ing a rise in the price index of 80%. This increase in the
price index i less than the 84.2% increase calculated in
the text. The reason for this difference is that the new
‘market basket of 100 oranges, 50 grapefruit, and 200
lemons contains proportionately more of an item that
has experienced a relatively small price increase (the
lemons, the price of which has increased by 80%) and
proportionately fewer of an item that has experienced a
relatively large price increase (the oranges, the price of
which has increased by 100%). This shows that the price
index can be very sensitive to the composition of the
‘market basket. If the market basket contains a large pro-
portion of goods whose prices have risen faster than the
prices of other goods, it will lead to a higher estimate of
the increase in the price level. If it contains 2 large pro-
portion of goods whose prices have risen more slowly
than the prices of other goods, it will lead to a lower esti-
‘mate of the increase in the price level.
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2. a. A market basket determined 10 years ago will contain
fewer cars than at present. Given that the average price of
a car has grown faster than the average prices of other
‘goods, this basket will underestimate the true increase in
the price level because it contains relatively too few cars.

b. A market basket determined 10 years ago will not contain

broadband Intemnet access, so it cannot track the fall in
prices of Internet access over the past few years. As a result,
it will overestimate the true increase in the price level.

3. Using Equation 15-2, the inflation rate from 2006 to
2007 is (207.3 - 201.6)/201.6 x 100 = 2.8%.

Tackle the Test:

Multiple-Choice Questions

1. 4

2. ¢

3. e

4. b

5 b

Tackle the Test:

Free-Response Question

2. ‘GDP Deflator cpl

2004-05: (3.2/96.8) x 100 =33% (6.4/188.9) x 100 = 3.4%
2005-06: (3.3/100.0) x 100=3.3% (6.3/195.3) x 100 =3.2%




