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The following table shows the price and the quantities consumed. The base year is 1999. This is the year the typical consumption basket was determined so the quantities consumed during 1999 are the only quantities needed to calculate the CPI in every year. 
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1. What is the value of the CPI in 1999? 

2. What is the value of the CPI in 2000? 

3. What is the value of the CPI in 2001? 

4. What is the inflation rate in 2000? 

5. What is the inflation rate in 2001? 

6. What type of bias do you observe in the CPI and the corresponding inflation rates you 

generated above? Explain. (i.e. think back to lecture notes on the problems with the CPI). 

The following chart contains CPI and the Federal Minimum Hourly Wage Rates for the period 

1965 through 1990. 

	Year
	CPI
	Minimum Wage

	1965
	31.5
	$1.25

	1966
	32.4
	$1.25

	1967
	33.4
	$1.40

	1968
	34.8
	$1.60

	1969
	36.7
	$1.60

	1970
	38.8
	$1.60

	1971
	40.5
	$1.60

	1972
	41.8
	$1.60

	1973
	44.4
	$1.60

	1974
	49.3
	$2.00

	1975
	53.8
	$2.10

	1976
	56.9
	$2.30

	1977
	60.6
	$2.30

	1978
	65.2
	$2.65

	1979
	72.6
	$2.90

	1980
	82.4
	$3.10

	1981
	90.9
	$3.35

	1982
	96.5
	$3.35

	1983
	99.6
	$3.35

	1984
	103.9
	$3.35

	1985
	107.6
	$3.35

	1986
	109.6
	$3.35

	1987
	113.6
	$3.35

	1988
	118.3
	$3.35

	1989
	124
	$3.35

	1990
	130.7
	$3.80


7. Inflate the 1965 minimum wage to its equivalent value measured in 1990 prices. 

8. What happened to the standard of living of minimum wage workers over this 25 year period? 

9. Deflate the 1990 minimum wage to its equivalent value measured in 1965 price. 

10. Do these two methods give you consistent results with regard to the standard of living of 

minimum wage workers over time? 

11. The minimum wage did not change over the 8 year period from 1981 to 1989. By what 

percentage did the purchasing power of the minimum wage decline over this period? (Hint inflate the value of the minimum wage in 1981 to its equivalent in 1989. Then generate the percentage change). 

12. Suppose that you lend your roommate $100 for one year at 9% nominal interest. 

a. How many dollars interest will your roommate pay you at the end of the year? 

b. Suppose at the time you both agreed to the terms of the loan, you both expected the inflation 

rate to be 5% during the year of the loan. What do you both expect the real interest rate to be on 

the loan? 

c. Suppose at the end of the year, you are surprised to discover that the actual inflation rate was 

8%. What was the actual real interest rate generated by this loan? 

d. In the case described above, actual inflation turned out be higher than expected. Which of the 

two of you had the unexpected gain or loss? Your roommate (the borrower) or you (the lender)? 

e. What would the real interest rate on the loan have been if the actual inflation rate had been 

11%? 

Multiple choice questions 

13. Inflation can be measured by all of the following except 

a. GDP deflator. 

b. consumer price index. 

c. producer price index. 

d. finished goods price index. 

e. all of the above are used to measure inflation. 

14. In 1989, the CPI was 124.0. In 1990, it was 130.7. What was the rate of inflation over this 

period? 

a. 5.1% 

b. 5.4% 

c. 6.7% 

d. 30.7% 

e. You can’t tell without knowing the base year. 

15. Which of the following would likely cause the CPI to rise more than the GDP deflator? 

a. an increase in the price of Fords. 

b. an increase in the price of tanks purchased by the military. 

c. an increase in the price of domestically produced fighter planes sold exclusively to Israel. 

d. an increase in the price of Hondas produced in Japan and sold in the U.S. 

e. an increase in the price of John Deere tractors. 

16. Suppose your income rises from $19,000 to $31,000 while the CPI rises from 122 to 169. 

Your standard of living has likely 

a. fallen. 

b. risen. 

c. stayed the same. 

d. You can’t tell without knowing the base year. 

17. Under which of the following conditions would you prefer to be the lender? 

a. the nominal interest rate is 20% and the inflation rate is 25%. 

b. the nominal interest rate is 15% and the inflation rate is 14%. 

c. the nominal interest rate is 12% and the inflation rate is 9%. 

d. the nominal interest rate is 5% and the inflation rate is 1%. 

18. Under which of the following conditions would you prefer to be the borrower? 

a. the nominal interest rate is 20% and the inflation rate is 25%. 

b. the nominal interest rate is 15% and the inflation rate is 14%. 

c. the nominal interest rate is 12% and the inflation rate is 9%. 

d. the nominal interest rate is 5% and the inflation rate is 1%. 
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