Macroeconomics

Instructor: Mark Tomass

Answer Key to Homework 8

The Price Level and Inflation
1. A CPI of 200 means that the market basket of goods and services that cost $100 on average between 1982-1984 would cost $200 in 1995.

2. Real income in 1995 is $50,000/(200/100) = $25,000 which means that real income has decreased since the 1982-1984 period.

3. Not all prices will increase when the rate of inflation is 5%.  To determine the rate of inflation for the goods you purchase you would have to construct your own price index based on weights that measure the percentage of your income spent on each good.  Shifts in supply and demand cause change in relative prices of individual goods.

4. In year 1 the real wage is $10/(300/100) = $3.33.  In year 2 the real wage is $11/(310/100) = $3.56.  The real wage has risen between the two years.

5. Wages generally increase more rapidly than inflation over a period of years.  When in a particular year inflation exceeds the rate of increase of wages real wages will fall, which benefits employers but decreases real hourly compensation to workers.  When this occurs there is a redistribution of income from workers to their employers.

6. The outstanding balance of the loan in 1990 measured in base period is $7,692.31 = $10,000/1.3.  In effect, inflation has “paid off” some of the loan balance for the debtor.

7. Inflation decreases the real value of the outstanding balance of the federal debt which in turn decreases the burden of taxes in real terms necessary to repay that balance.

8. The real interest rate is 3%.  Because the actual inflation is less than anticipated, depositors earn more real interest than they expected while banks earn less.

9. Because anticipated inflation exceeds the maximum nominal interest allowed the real interest rate anticipated will be negative and lenders will be unwilling to extend credit.

10. Your real wage will be higher in the job that paid weekly because you could spend your earnings more quickly before they were eroded by inflation.

