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Using year 1 as the base year
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v

v

Growth based on Year 0 as the base year is different from growth based on
Year 1 as the base year.

This problem extends over time.

Suppose real GDP is calculated using a new base year, say using 2010 instead
of 2005, then the growth rate for 1980 to 1981 may change!

The

>

>

solution is simple:

Define real GDP based on growth, rather than calculating growth from real GDP.
This is achieved by measuring growth between any two years as the average
growth rate using each as a base year.

> In our example, growth is simply w =22.5%
» Growths are calculated in this way across all years, then real GDP is simply

nominal GDP in the base year times the growth factor.
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» Nevertheless, most economists favor a stable inflation rate somewhere between
0 and 3%.
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Inflation Rate > In the medium run (a decade or so) the level of technology and the size of the
goékrlf::pmps capital stock determine output. Since these variables change slowly, it is a

cune useful simplification to assume that they are fixed in the medium run. Here
prices fluctuate. (AS-AD Model)
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» Finally, in the long run, technological progress and capital accumulation are
the primary determinants of output growth.

All of the models in the first 13 chapters of the book assume the economy is closed
(NX =0). In lieu of focusing on the long run, we relax that assumption and
devote our attention to open economy macroeconomics.
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Unemployment prices per unit for years 2005 and 2006 are as follows:

Inflation Rate 2005 2006

&The Philins Quantity Price  Quantity Price

B Cars 10 $2000 12 $3000

Computers | 4 $1000 6 $500

e Oranges | 1000 $1 1000 $1

1. What is nominal GDP in 2005 and in 20067 By what percentage does nominal
GDP change from 2005 to 20067

2. Using the prices for 2005 as the set of common prices, what is real GDP in
2005 and in 20067 By what percentage does real GDP change from 2005 to
20067
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Aggregate

An economy produces three goods: cars, computers, and oranges. Quantities and

Output

Uncim)loy,,,cm prices per unit for years 2005 and 2006 are as follows:

Rate

Inflation Rate 2005 2006
Zk{ffpt‘f|\ffps Quantity Price  Quantity Price
Curve Cars 10 $2000 12 $3000
Computers | 4 $1000 6 $500
References Ora nges 1000 $1 1000 $1

3. Using the prices for 2006 as the set of common prices, what is real GDP in
2005 and in 20067 By what percentage does real GDP change from 2005 to
20067

4. Why are the two output growth rates constructed in 2. and 3. different?
Which one is correct? Explain your answer.
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Okun's Law 1. The BEA releases its Gross Domestic Product, 4th quarter and annual 2014
&The Phillips .

Curve (second estimate) on February 27 at 8:30 am

2. It also releases its third estimate of Gross Domestic Product, 4th quarter and
Heferences annual 2014 on March 27 8:30 am

3. | will give prizes to the three students with the closest forecasts

4. You will be allowed to update your forecasts until Thursday before the data
are released
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