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1. (Module 11) The nation of Muffet produces only two goods, curds and whey. The table below shows
the prices and outputs of these two products for three recent years. Year 1 is the base year

wantity of Curds | Price per unit | Quantity of Whey | Price per unit N
Year | @ l’ro‘cyi-ced of Cards @ l’ro‘i-ced e \“‘/iey Population
1 100 SL.00 50 5200 5
2 150 5200 s $3.00 3
3 200 5200 100 5300 B

a. Compute nominal GDP and nominal GDP per capita in Year 1
b. Compute real GDP and real GDP per capita in Year 2.

. Is the average citizen in Muffet more prosperous in year 3 than they were in year 17 Show your
work.

(6 points)
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2. (Module 14) You have berrowed $2000 for one year to purchase furniture for your first apartment
The bank is offering you an interest rate of 5.5% and the expected rate of inflation is 2.5% for the
next year.

a. At the beginning of the year, what is the nominal rate of interest and what is the real rate of
interest?

b. Suppose the actual inflation rate is 2% over the next year. Once the loan has been repaid, what is
the nominal rate of interest and the real rate of interest?

c.Ina boowing agreement, who wins and loses when inflation is unexpectedly low? Explain how
unexpectedly low inflation creates a transfer of purchasing power when money is borrowed and lent
(4 points)

3. (Module 15) The table below shows the consumer price index for the Theodorean economy.

Year | Consumer Price Index
1 98
2 100
3 110
4 115

‘2. What year is being used as the base year?
. Whatis the inflation rate between year 2 and year 37

<. Suppose your nominal wage in year 2 was $10 per hour. What nominal wage must you receive in
year 4 to keep your real wage from falling?

d. Were there any years in which deflaion occurred? Explain.

(4 points)
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1. ANs:
Raubric (6 points)
a. 1 point: Nominal GDP = (100 x $1) + (50 x $2) = 5200
1 point: Nominal GDP per capita = $200/5 = $40
. 1 point Real GDP = (150 x $1) + (75 x $2) = $300
1 point. Real GDP per capita = $300/6 = $50
. 1 point for stating that yes, the average citizen in Muffet is more prosperous in 3.

1 point for showing the work: Year 3 real GDP per capita = {(200 x S1) + (100 x $2)}/8 = $400/8 =
550
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2. ANS:
Rubric (4 points)
a. 1 point for stating the nominal interest rate is 5.5% and the real interest rate is 3% (5.5% - 2.5%).
. 1 point for stating the nominal interest rate is 5.5% and the real interest rate is 3.5% (5.5% - 2%).
c. 1 point for stating that borrowers lose and lenders win when inflation is unexpectedly low. 1 point
for explaining that when borrowers agree to compensate lenders for expected inflation of 2.5%, and
the actual inflation rate is only 2%, the borrower is really over-paying the lender for the increase in
overall price level. The borrower has lost purchasing power and it has been transferred to the lender.
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3. AN

Rubric (4 points)
a. 1 point for stating the base year is year 2.

. 1 point for stating that inflation is (110 — 100)/100 = .10 or 10%.
c. 1 point for stating that the nominal wage must be at least $11.50 to keep the real wage from
falling
d. 1 point for stating that there was no deflation becanse the consumer price index never fell from
one vear to the next.
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Price Indices and Inflation

Multiple Choice
Identify the choice that best completes the statement or answars the question

1

Over the last year, Eli has been working very hard and his employer has taken nofice by giving him 2 6%
raisein his salary. During this last year, overall prices in the economy have increased by 4%. Given this
information, Elis real wage has:

2 stayed constant.

b, increased by 6%.

<. increased by 10%.

4. decreased by 4%.

e increased by 2%.

In periods of unexpected inflation:
borrowers benefit since they repay their loans in dollars with lower real value.
lenders benefit since they are repaid in dollars with 2 higher real value.

neither borrowers nor lenders are affected by the inflation rate since their nominal
interest rate stays the same.

Ienders benefit since the nominal interest rate does not change.

borrowers are hurt since they repay their loans in dollars with higher real value.

is the most widely used measure of inflation in the United States.
producer price index

consumer price index

GDP deflator

national income account

growth rate of real GDP

N

If the cost of amarket basket is $150 in Year 1 and $200 in Year 2, the price index for Year 1 with a Year 2
baseis:
7s.
100.
133,
150.
95.

peapop

Inflation can be measured by:
the percentage change n the CPL

the absolute change in the CPL

the absolute change in the GDP deflator.
the percentage change in nominal GDP.
the percentage change in real GDP.

papop
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6. Ifthe CPIis 120 in Year 1 and 150 in Year 2, then the rate of inflation from Year 1 to Year 2is

a 10%

b 20%

c 25%

4 50%

e 100%

Year Consumer Price Index

1 80

2 (base year) 100

3 105

4 125

5 150
Table 15-1: The Consumer Price Index
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Use Table 15-1. The approximate anmual rate of inflation from Year 2 to Year 3 is percent
1

10

19

20

5

peapop

Use Table 15-1. The approximate anmual rate of inflation from Year 4 to Year 5 is percent.
H

10

19

20

150

papop

Use Table 15-1. The approximate annaul rate of inflation from Year 1 to Year 2is
10%

19%

20%

25%

100%

peapop

Use Table 15-1. The approximate rate of inflation in Year 3is ____ percent.
1

10

19

20

5

papop

Use Table 15-1. The approximate rate of inflation in Year 2is
10%

19%

20%

25%

100%

popoe
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12

13

You read in the newspaper that the CPIin 2008 was 120, you will conclude that a typical market basket in
2008 would have cost

20 percent more than the same market basket purchased in 2007.

120 percent more than the same market basket purchased in 2007.

20 percent more than the same market basket purchased in the base year.

120 percent more than the same market basket purchased in the base year.

20 percent less than the same market basket purchased in the base year.

papop

Year PriceIndex

20035 100

2006 104

2007 103

2008 110

2009 110

Table15.2: PriceIndex

Use Table 15-2. Consider the information in table provided. Which year is most likely to be the base year?
2006

2008

2007

2005

A vear not presented in the table.

pep o
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14. Use Table 15-2. Suppose the average worker’s nominal wage has remained constant between 2005 and 2009.
Between what two years was there the largest decrease in the average worker's real wage?

Between 2005 znd 2006.

Between 2006 and 2007.

Between 2008 and 2009.

Between 2007 and 2008.

Between 2005 and 2009.

pepon

Year [ CPL
2007 [125
2008|120
Table153: CPT
i

15. Use Table 15-3. Calculate by how much the prices changed between 2007 and 2008.
a2 Prices decreased by %.
b, Prices decreased by 4%.
<. Prices increased by 4%.
d. Prices increased by 5%.
. Prices decreased by 20%.
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16.

17.

18.

19.

‘Which of the following statistics is used to measure changes in the prices that firms pay for goods and
services?

Producer Price Index

Consumer Price Index

‘GDP Deflator

Cost of Living Index

Stock Market Index

is the most widely used measure of inflation in the United States.
producer price index

consumer price index

GDP deflator

national income account

growth rate of real GDP

I the cost of amarket basket is $200 in Year 1 and $230 in Year 2, the price index for Year 2 with a Year 1
baseis:
100.
0.
130.
200.
115

sRoeeg ean ey

peapop

Youread in the newspaper that the CPlin 2008 was 120, you will conclude that a typical market basket in
2008 would have cost

2. 20 percent more than the same market basket purchased in 2007.

b. 120 percent more than the same market basket purchased in 2007.

. 20 percent more than the same market basket purchased in the base year.

4. 120 percent more than the same market basket purchased in the base year.

e 20 percent less than the same market basket purchased in the base vear.




