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CHAPTER 4

Problems: pages 105 and 106

TOTAL 5 POINTS

4. Wendy’s initial capital stock is 20 looms (1 point), depreciation is 1 loom per year (1 point), gross investment is 5 looms (1 point), net investment is 4 looms (1 point), and the final capital stock is 24 looms (1 point). Final capital stock equals initial capital stock plus net investment. Net investment equals gross investment minus depreciation.
TOTAL 9 POINTS 
8a.
In 2003, nominal GDP is $25,000. In 2004, nominal GDP is $33,800.


Nominal GDP is equal to total expenditure on the goods and services produced by Sea Island in 2003. Expenditure on lobsters is 1,000 at $20 each, which is $20,000. Expenditure on crabs is 500 at $10 each, which is $5,000. Total expenditure is $25,000. So nominal GDP in 2003 is $25,000. (3 points)

Nominal GDP in 2004 is equal to total expenditure on the goods and services produced by Sea Island in 2004. Expenditure on lobsters is 1,100 at $25 each, which is $27,500. Expenditure on crabs is 525 bottles at $12 each, which is $6,300. Total expenditure is $33,800. So GDP is $33,800. (3 points)
8b.
Real GDP in 2004 is $27,250. (3 points)

Using the base-year prices method, real GDP in 2004 is equal to Sea Island's 2004 output valued at base-year prices (2003 prices). To value the 2004 output at 2003 prices, expenditure on lobsters is 1,100 bunches at $20 each (which is $22,000), and expenditure on crabs is 525 at $10 each (which is $5,250). So real GDP in 2004 is $27,250.
TOTAL 18 POINTS

10a.
The growth rate of real GDP in 2004 is 9.016 percent.


The chain-weighted output index method uses the prices of 2003 and 2004 to calculate the growth rate in 2004.


The value of the 2003 quantities at 2003 prices is $25,000. The value of the 2004 quantities at 2003 prices is $27,250. (1.5 points)


We now compare these values. The increase in the value is $2,250. The percentage increase is ($2,250/$25,000) x 100, which is 9 percent. (1.5 points)

The value of the 2003 quantities at 2004 prices is $31,000. The value of the 2004 quantities at 2004 prices is $33,800. (1.5 points)


We now compare these values. The increase in the value is $2,800. The percentage increase is ($2,800/$31,000) x 100, which is 9.032 percent. (1.5 points)

The chain-weighted output index calculates the growth rate as the average of these two percentage growth rates. That is, the growth rate in 2004 is 9.016 percent. (3 points)
10b.
The GDP deflator in 2004 is 124.02.


GDP deflator equals nominal GDP in 2004 divided by real GDP in 2004, multiplied by 100.0


Real GDP in 2004 is 9.016 percent higher than real GDP in 2003. Real GDP in 2003 is $25,000, so real GDP in 2004 is $27,254. (3 points)

 GDP deflator equals ($33,800/$27,254) x 100 = 124.02. (3 points) 
10c.
Real GDP in 2004 using the base-year prices method is $27,250. Real GDP in 2004 using the chain-weighted output index method is $27,254. The base-year prices method measure real GDP growth as being slightly slower than the chain-weighted index measure. (3 points)
CHAPTER 5

Review Quiz: page 109
TOTAL 15 POINTS

1.
The phases of the business cycle are expansion (1.5 points) and recession (1.5 points).
2.
A recession begins just after the economy reaches a peak of activity OR we know a recession has begun when the NBER Business Cycle Dating Committee determines that there has been “a significant decline in activity spread across the economy, lasting more than a few months, visible in industrial production, employment, real income, and wholesale-retail trade. Usually, there will also be a two quarters decline in real GDP. (3 points)
3.
A recession ends as the economy reaches its trough OR we know a recession has ended when the NBER Business Cycle Dating Committee determines that there has been a sufficiently clear expansion to know that a trough has occurred. (3 points)
4.
Recessions have tended to become shorter and milder, not worse. (3 points)
5.
Real GDP decreased for only one quarter. (3 points)
Problems: page 127

TOTAL 20 POINTS

8a.
The labor force in July is 11,900. It is the number employed plus the number unemployed. (2.5 points)
8b.
The unemployment rate in July is 7.6 percent. It is the number unemployed as a percentage of the labor force. (2.5 points)
8c.
The working-age population is 16,900. It is the sum of the labor force and the number of people who are not in the labor force. (2.5 points)
8d.
The employment-to-population ratio is 65.1. It is the number employed as a percentage of the working-age population. (2.5 points)
8e.
The number of people who are unemployed at the end of August is 810. It equals the number unemployed in July plus job losers, job leavers, entrants, and reentrants minus hires, recalls, and withdrawals. (2.5 points)
8f.
The number of people who are employed at the end of August is 11,130. It equals the number employed in July minus job losers and job leavers plus hires and recalls. (2.5 points)
8g.
The labor force at the end of August is 11,940. It equals the number employed plus the number unemployed. (2.5 points)
8h.
The unemployment rate at the end of August is 6.8 percent. It equals the number unemployed as a percentage of the labor force. (2.5 points)
TOTAL 9 POINTS
10a.
The CPI basket is 10 mangoes of juice ($10/$1) (1.5 points) and 20 bags of nuts ($60/$3) (1.5 points). (Expenditure on commodity A ÷ price of commodity A)
10b.
The CPI in the current year is 135.7. It is calculated at the value of the CPI basket in current year prices multiplied by 100 and divided by the base year value of the CPI basket. The value of the CPI basket in current year prices is: ($1.50 ( 10) + ($4 ( 20) = $95. The value in base year prices is $60 + $10 (provided in the question) which equals $70. (1.5 points)


So the CPI is ($95/$70) ( 100 = 135.7 (1.5 points).

10c.
The inflation rate in the current year is 35.7 percent. It is calculated as the CPI in the current year minus the CPI in the base year expressed as a percentage of the base year CPI. Because the base year CPI is 100, the inflation rate is [(135.7 – 100)(100]/100 = 35.7 percent. (3 points)
CHAPTER 6
Problems: page 149 
TOTAL 12 POINTS 
4.a.
Make a graph with the price level on the y-axis and real GDP on the x-axis. Make the price level values run from 80 to 150 in intervals of 10, and make the real GDP values run from 50 to 650 in intervals of 50. Plot the data in the table in the graph (2 points for the graph). The AD curve plots the price level against the quantity of real GDP demanded (2 points). The SAS curve plots the price level against the quantity of real GDP supplied in the short-run (2 points).

b.
Equilibrium real GDP is $300 trillion and the price level is 120. Short-run macroeconomic equilibrium occurs at the intersection of the aggregate demand curve and the short-run aggregate supply curve. (3 points)
c.
The long-run aggregate supply curve is a vertical line in your graph at real GDP of $250 billion. (3 points)
TOTAL 6 POINTS

6.
Make a new table based on that in problem 4. Add a column headed “New real GDP demanded.” Enter values in this column that equal the value in the column headed “Real GDP demanded” minus $150 billion. (For example, on the first row of your new column, you have $450 billion.) (3 points for the graph)


Now, using the graph that you made to answer problem 4, add a new AD curve by plotting the price level against “New quantity of real GDP demanded.” The new equilibrium level of real GDP is $250 billion, and the price level is 110. (3 points)
TOTAL 6 POINTS
8.
Make a new table based on that in problem 4. Add a column headed “New real GDP supplied in the short run.” Enter values in this column that equal the value in the column headed “New real GDP supplied in the short run” plus $150 billion. (For example, on the first row of your new column, you have $300 billion.) (3 points) Now, using the graph that you made to answer problem 4, add a new SAS curve by plotting the price level against “New quantity of real GDP supplied in the short run.” The new equilibrium level of real GDP is $400 billion, and the price level is 110. (3 points)
Question 10 is not part of the total homework score.
TOTAL 5 POINTS

10 a.
Point B. The short-run aggregate supply curve is SAS1. The aggregate demand curve has not changed. These curves intersect at point B. (1 point)
10b.
There are three possible events that could have changed the long-run aggregate supply curve from LAS0 to LAS1: an increase in the full-employment quantity of labor; an increase in the quantity of capital; and/or an advance in technology. (1 point)
10c.
The same events that changed the LAS curve will also shift the SAS curve. The SAS will shift by the same amount as LAS. (1 point)
10d.
After the increase in aggregate supply
, there is a new short-run equilibrium at point B. Real GDP is less than potential GDP, which is now along the LAS1 curve. There is a recessionary gap at point B. (1 point)
10e.
Aggregate demand would need to increase to eliminate the recessionary gap. Full-employment equilibrium would be achieved at point c with an increase in AD. (1 point)
Extra Credit Question

Chapter 5

Critical Thinking Question 2: page 128 TOTAL 5 POINTS

Since the unemployment rate in 2003 was significantly higher than the natural rate of unemployment (4.3%), therefore real GDP is less than potential GDP, the Sandy Island economy is going through a recession. (2 points)
The unemployment rate was 7.6% in July of 2003 and it decreased to 6.8% in August of 2003, so although real GDP is still below potential GDP, it appears to be rising (reached the trough so recession may be ending). (2 points)

During the recession, when real GDP is below potential GDP, it is expected that the standard of living in Sandy Island is declining. As real GDP begins to rise, the standard of living begins to improve. (1 point)






