Economics 3510

Macroeconomic Theory and Policy

Practice Problems (Chapter 2)

	
	Year 2000
	Year 2010

	Price of an automobile
	$50,000
	$60,000

	Price of a loaf of bread
	$10
	$20

	Number of automobiles produced
	100
	120

	Number of loaves of bread produced
	500,000
	400,000


a. Using the year 2000 as the base year, compute the following statistics for each year: nominal GDP, real GDP, the implicit price deflator for GDP, and a fixed-weight price index such as the CPI.

b. How much have prices risen between year 2000 and year 2010 in percentage (inflation) terms?  Compare the answers given by the GDP deflator and CPI measurements of the price index.  Explain the difference.  

Abby consumes only apples.  In year 1, red apples cost $1 each, green apples cost $2 each, and Abby buys 10 red apples.  In year 2, red apples cost $2 each, green apples cost $1 each, and Abby buys 10 green apples.

a. Compute a consumer price index for apples for each year.  Assume that year 1 is the base year in which the consumer basket is fixed.  How does your index change from year 1 to year 2?  

b. Compute Abby’s nominal spending on apples in each year.  How does it change from year 1 to year 2?

c. Using year 1 as the base year, compute Abby’s real spending on apples in each year.  How does it change from year 1 to year 2?  

d. Defining the implicit price deflator as nominal spending divided by real spending, compute the deflator for each year.  How does the deflator change from year 1 to year 2?  

e. What do your answers in parts a) and d) tell you is happening to the overall level of prices in this simple economy?  Why do we have a contradiction?  

