Macroeconomics

Instructor: Mark Tomass

Review Questions H8

The Price Level and Inflation

 1.
Suppose the consumer price index is 200 in 1995.  Assuming an average of prices for 1982-84 is the base, explain the implication of the CPI for prices and the cost of living in 1995 as compared to the 1982-84 average.

2.
Suppose nominal income for managers averaged $30,000 per year in 1982-84 and $50,000 per year in 1995.  Using 1982-84 as the base period, calculate the real 1995 income of an average manager measured in base period dollars, assuming the CPI is 200 in 1995.

3.
Suppose the rate of inflation is 5 percent.  Does this mean that all the goods you purchase will cost 5 percent more than they did the year before?  How would you determine the rate of inflation for goods and services that are included in your personal budget?  What can cause a decline in the relative price of a good?

4.
Suppose the consumer price index goes up from 300 to 310 during the year.  At the beginning of the year, your nominal wage is $10 per hour.  At the beginning of the following year, you get a raise that increases your nominal wage to $11 per hour.  Calculate your real wage in each year, and indicate whether your real wage has gone up or down.

5.
How are real wages in the United States affected by inflation on average over a period of several years?  What is the implication of a decline in real wages for both workers and their employers?  Under what circumstances does inflation redistribute income from workers to employers?

6.
A borrower negotiates a $20,000 loan at 3 percent interest in 1983, when the value of the consumer price index is 100.  In 1990 the outstanding balance on the loan is $10,000.  If the CPI is 130 in 1990, how much is the outstanding balance of the loan in 1983 dollars?  How has inflation since 1983 affected the borrower?

7.
In what sense does inflation redistribute income from the holders of the federal debt to current taxpayers?

8.
The nominal interest rate on bank deposits is 6 percent.  During the year the inflation rate is 3 percent.  What is the real interest rate earned on bank deposits that year?  Suppose depositors and banks anticipated 4 percent inflation during the year.  How did real interest rates differ from those anticipated, and how did the difference between actual and expected inflation affect the distribution of well-being between borrowers and lenders?

9.
The nominal interest rate in a certain nation is not permitted to exceed 10 percent.  During the year most lenders anticipate 14 percent inflation.  Predict the impact of these expectations on decisions to lend funds.

10.
Suppose you live in a nation where hyperinflation prevails.  If you are given a choice between two jobs, both paying the same wage and having the same fringe benefits, explain why you would be more likely to choose the job that pays you every week instead of the one that pays you every month.
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