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Year Output

Price per Unit

1 2 52
2 3 4
3 = base period 4 5
) 3 3
5 7 5

Table 11.5: Price and Output Data
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Use Table 11-5. The value of Year 3's output in nominal dollarsis:
a 85

b 84
o $20
d. 836
e 89

‘Which of the following is a LIKELY response to inflation?
2. People choose to carry higher money balances.

b. Peopletend to make fewer transactions.

<. Peopletend to make more transactions.

4. Peopletend to hold on to fewer interest-bearing asseis.
. Peopletend to keep more cash on hand.

The invention of ATM machines reduced:
2 menu costs of inflation.

b, shoe-leather costs of inflation.

<. unit-of-account costs of inflation.

4. scignorage.

e search costs of inflation.

Unit-of-account costs of inflaion are the:
costs associated with money being a less reliable unit of measurement.
costs of transactions associated with avoiding the inflation tax.

costs associated with businesses changing prices.

reveme the government gets from printing money.

costs associated with searching for lower prices.

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%.

peapop
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14.

15

16.

17.

18.

19.

During rapid price inflation, firms must frequently change prices. The cost of changing prices is known as
the:

‘menu cost.

real interest rate costs.

shoe-leather costs.

unit-of-account costs.

Fisher effect

papop

Unanticipated inflation:
‘helps those on fixed incomes.

‘hurts borrowers and helps lenders,

‘helps borrowers and hurts lenders.
‘causes nominal nterest rates to decrease.
causes people to hold more cash.

peapop

is:
a 75%
b. 33%
o 33%
d 21%
e 54%

The threat of fiture inflation:
2. makes people reluctant to lend money for long periods.

b, makes people cager to lend money for long periods.

. has no effect on lending money.

4. increases the value of money paid back in the future.

. makes people reluctant to borrow money for long periods.

Inflation doesn't reduce purchasing power if.
2. prices of essetial products, such as food and gasoline, don' increase too much.
b. it causes an increase in nominal wages equivalent to the rate of inflation.

<. itremains under 10% per year.

4. the Federal Reserve increases the money supply enough to offset t.

e itremains under 20% per year.

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.
90.
130.
200.
115.

papop
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Year

Consumer Price Index

1 80
2 (base year) 100
3 105
) 125
5 150

Table151: The Consumer Price Index
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20. Use Table 15-1. The approximate annual rate of inflation from Year 2 to Year 3 is percent.
1

10

19

20

5

peapop
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Year | CPL

2007|125

2008|120

Table153: CPT
o
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21. Use Table 15-3. Calculate by how much the prices changed between 2007 and 2008.
2. Prices decreased by 5%
b, Prices decreased by 4%.
<. Prices increased by 4%.
4. Prices increased by 5%.
e, Prices decreased by 20%.

22. Which of the following statistics s 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

peapop

23. The inflation tax is:
the increase in the real value of money held by the public caused by inflation.
the decrease in the real value of money held by the public caused by inflation.
the result of the indexing wages to inflation.

cost of living adjustments, or COLAS.
the increase in income taxes caused by inflation.

papop
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24

25

26.

27.

28.

29.

Seignorage is:
the government's cost of printing and coining money.

the revemue generated by the government'sight to print money.

the money financial instifutions make selling govemment bonds to the Fed when the Fed
creates money.

4. the revemue the government generates in tax receipts

e the reveme the government generates in interest on lending to the public.

fop

If the public holds $300 billion in monetary purchasing power and the inflation rateis 5%, then the inflation
tax that year is:

$5 billion.

$15 billion.

$60 billion.

$1500 billion.

e $15billion.

ppow

As people try to avoid the inflation tax, the government must:
2. lower the inflation rate to avoid a budget deficit

b, lower the inflation rate to raise the same revenue from inflation.

<. increase the inflation rate to raise the same revenue from inflation.

4. increase the inflation rate to avoid a budget surplus which will harm employment.
e increase interest rates to pay for 2 budget deficit

‘Which of the following is likely to be TRUE if actual output is equal to potential output?
2 Theactual unemployment rateis equa to the natural rate of unemployment.

b, The actual unemployment rate is above the natural rate of unemployment.

. The natural rate of unemployment is zero.

4. The natural rate of unemployment will be above the actual unemployment rate.

e, the actual unemployment rate is zero.

Assume an economy that s coniracting and unemployment is ising. Which of the following would be a
Togical explanation for a sudden fal in the unemployment rate even while the economy contimues to contract?
2 areduction in the mumber of discouraged workers

b, anincrease in the mumber of discouraged workers

<. anincrease in the level of employment

4. adecrease in the level of employment

. adecrease in the population growth rate.

Government's right to print money to finance deficits s referred o as:
‘open-market sales

scignorage.

fiat money implementation.

crowding out

capitalization of deb.

papop
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30. When inflation s high:

papop

‘people will increase their level of real money holdings.
people will save more.

Tenders gain at the expense of borrowars.

people will decrease their level of real money holdings.
real wages will increase.
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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
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Quantity of Curds

Price per unit

Quantity of Whey

Price per unit

Year Produced of Curds Produced of Whey | opulation
1 100 S1.00 50 $2.00 5
2 150 $2.00 75 $3.00 6
3 200 $2.00 100 $4.00 s





image18.png
a. Compute nominal GDP and nominal GDP per capita in Year 1
b. Compute real GDP and real GDP per capitain Year 2.

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

(6 points)

(Module 14) You have borrowed $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)
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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
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a. What ycar 1s being used as te base yeat =
. 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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ESSAY

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 =
350

PTS: 6 REF: Section 3 | Module 11

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%).
. 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 s 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

PTS: 4 REF: Section 3 | Module 14
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3. ANS:
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 year to the next.

PTS: 4 REF: Section 3 | Module 15
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Real GDP is nominal GDP adjusted for:
double couning.

changes in prices.

population.

imports.

interest rates.

papop

Consider an economy that only produces two goods: DVDs and DVD players. If 10 DVDs are sold at $20
cach and 5 DVD players are sold at $100 each, then nominal GDPis:

a. $100.

b. $700.

c. $1,100.

d. $900.

e $7.000

Consider an economy that only produces two goods: DVDs and DVD players. Last year, 10 DVDs were sold
at $20 each and 5 DVD players were sold at $100 each, while this year 15 DVDs were sold at $10 each and
10 DVD players were sold at $50 each. Nominal GDP this year is:

2 $100.

b $650.
. $700.
d. $500
e $1.350
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Year

Tits of
Output

‘Price per Unit

40

$1

30

50

70

2
2
4
[

60

ool e [ ]o ]

60

3

Table 11-3: Real and Nominal Output
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4. Use Table 11-3. Nominal GDP in Year 4 is equal to:
a 840

b, $60.

o $100.

d. $280.

e $70.
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5. Use Table 11-3. The year in which the increase in nominal GDP is exclusively due to the increase in the

6. Real GDPis:

o ow

o

the value of the production of all final goods and services measured in current prices.
the value of the production of all final goods and services adjusted for price changes.
the projected future value of GDP.

calculated by adding up oxly the real mumber of all items sold in the US. regardless of
their prices.

the value of the production ofall final goods and services measured in future prices.
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Ginospizza | Bruno's Carlo’s cookies | Aldo’s salad
spaghetti

2008 unifs of 2000 3.000 2,000 5,000

output

2008 price per 510 9 36 57

unit

2009 unifs of 2000 1,000 1,000 2,000

output

2009 price per 8 36 1 54

unit

Table 11-4: Pizza Economy I
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7. Use Table 11-4. Considering 2008 as the base year, real GDP in 2009 was:
$47.000.

$69.000.

$72,000.

$114.000.

$55.000

8. Real GDPis the same as
current dollar GDP.
interest rate adjusted GDP.
‘nominal GDP.

value added GDP.
inflation adjusted GDP.

peapop

papop




