Answer Key to Problem Set 1
1)  Jimmy is an avid candy connoisseur. Last year, he purchased 75 Snickers bars costing $2 each and 100 Butterfinger bars costing $1.25 each. This year, he purchased 150 Snickers bars for $1.50 each and 80 Butterfinger bars for $2 each.

a.

The basket cost $162.5 ($2*50+$1.25*50) in the first year and $175 ($1.50*50+$2*50) in the second year. The percent increase is 7.69% ((175-162.5)/162.5)
b.

Nominal spending increased: Jimmy spent $275 ($2*75+$1.25*100) in the first year and $385 ($1.50*150+$2*80) in the second year.


Real spending increased: Using the first year as the base year, Jimmy spent $275 ($2*75+$1.25*100) in the first year and $400 ($2*150+$1.25*80) in the second year.


The implicit price deflator is 1 in the first year ($275/$275) and 0.9625 ($385/$400) in the second year. In other words, the change in the implicit price deflator implies deflation (overall prices going down), while the change in the CPI implies inflation (overall prices going up)!!  Why the big difference?  The GDP deflator adjusts with Jimmy’s spending behavior, while the CPI does not.  Jimmy switches to the cheaper Snickers, lowering his overall cost of living.  The implicit price deflator is more directly related to Jimmy's cost of living since it is based upon his purchases in each year.
Consider an economy that produces and consumes bread and automobiles.  The following table contains data for two different years:

	
	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


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.

Nominal GDP2000 = ( Pcars2000 * Qcars2000 ) + ( Pbread2000 * Qbread2000 )




= $10,000,000

Nominal GDP2010 = ( Pcars2010 * Qcars2010 ) + ( Pbread2010 * Qbread2010 )




= $15,200,000

Real GDP2010 = ( Pcars2000 * Qcars2010 ) + ( Pbread2000 * Qbread2010 )




= $10,000,000

Implicit Price Deflator2010 = Nominal GDP2010 / Real GDP2010 = 1.52

CPI2010 = ( Pcars2010 * Qcars2000 ) + ( Pbread2010 * Qbread2000 )


( Pcars2000 * Qcars2000 ) + ( Pbread2000 * Qbread2000 )

       =  1.6

Problems from Chapter 2:

Numerical Problems
4.
(a)
Product approach: $2  gas station’s value added  $28 product minus $26 value of product produced in the previous year. Expenditure approach: $2 = $28 consumption spending plus inventory investment of –$26. Income approach: $2 paid to the factors of production at the gas station (wages of employees, interest, taxes, profits).


(b)
Product approach: $60,000 broker’s fee for providing brokerage services. Expenditure approach: $60,000 counts as residential investment made by the homebuyer. The important point here is that the transfer of an existing good, even at a higher value than that at which it was originally sold, does not add to GDP. Income approach: $60,000 income to the broker for wages,
profits, etc.


(c)
Product approach: $40,000 salary plus $16,000 childcare equals $56,000. Note that there is a sense in which the childcare is an intermediate service and should not be counted, because without it the homemaker would not be able to work. But in practice there is no way to separate such intermediate services from final services, so they are all added to GDP. Expenditure approach: $56,000 ($16,000 consumption spending on child care services plus $40,000 in categories that depend on what job the homemaker has). Income approach: $56,000 ($40,000 compensation of homemaker plus $16,000 income to the factors producing the child care: employees’ wages, interest, taxes, profits).


(d)
Product approach: $100 million of a capital good. Since it is produced with local labor and materials, and assuming no payments go to Japanese factors of production, this is all added to U.S. GDP. Expenditure approach: $100 million net exports, since the plant is owned by the Japanese. (It is not part of gross domestic investment because the plant is not a capital good owned by U.S. residents.) Income approach: $100 million paid to U.S. factors of production.


(e)
Product approach: $0 because nothing is produced. Expenditure approach: $0 because this is a transfer, not a government purchase of goods or services. Income approach: $0, because this is not a payment to a factor of production, just a transfer.


(f)
 Product approach: $5,000 worth of advertising services. Expenditure approach: $5,000 of `
  government purchases. Income approach: $5,000 compensation of employees.


(g)
Product approach: $120 million composed of $100 million of new cars produced plus $20 million of sales services provided by the consortium ($60 million sales price minus $40 million cost). Expenditure approach: $100 million by Hertz as investment plus $60 million by the public for consumption of the used cars minus $40 million of investment goods sold by Hertz, for a total of $120 million. Income approach: $100 million to the factors of production of GM plus $20 million in payments to the factors of production and profits for the consortium.

5.
Given data: I  40, G  30, GNP  200, CA  –20  NX  NFP, T  60, TR  25, INT  15, NFP 
7 –9  –2. Since GDP  GNP – NFP, GDP  200 – (–2)  202  Y. Since NX  NFP  CA, NX  CA – NFP  –20 – (–2)  –18. Since Y  C  I  G  NX, C  Y – (I  G  NX)  202 – (40  30  (–18))  150. 


Spvt  (Y  NFP – T  TR  INT) – C  (202  (–2) – 60  25  15) –150  30. Sgovt  (T – TR – INT) – G  (60 – 25 – 15) – 30  –10. S  Spvt  Sgovt  30  (–10)  20. 


(a)
Consumption  150


(b)
Net exports  –18


(c)
GDP  202


(d)
Net factor payments from abroad  –2


(e)
Private saving  30


(f)
Government saving  –10


(g)
National saving  20

8.
The nominal interest rate is [(545/500) – 1] ( 100%  9%. The inflation rate is [(214/200) – 1] ( 100%  7%. So the real interest rate is 2% (9% nominal rate – 7% inflation rate). Expected inflation was only [(210/200) – 1] ( 100%  5%, so the expected real interest rate was 4% (9% nominal rate – 5% expected inflation rate).
Analytical Problems
3.
(a)
The problem in a planned economy is that prices do not measure market value. When the price of an item is too low, then goods are really more expensive than their listed price suggests—we should include in their market value the value of time spent by consumers waiting to make purchases. Because the item’s value exceeds its cost, measured GDP is too low.


When the price of an item is too high, goods stocked on the shelves may be valued too highly. This results in an overvaluation of firms’ inventories, so that measured GDP is too high.


A possible strategy for dealing with this problem is to have GDP analysts estimate what the market price should be (perhaps by looking at prices of the same goods in market economies) and use this “shadow” price in the GDP calculations.


(b)
The goods and services that people produce at home are not counted in the GDP figures because they are not sold on the market, making their value difficult to measure. One way to do it might be to look at the standard of living relative to a market economy, and estimate what income it would take in a market economy to support that standard of living.

