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Part 1: Measuring a Nation’s Income 
Quick Quizzes 
1. GDP can be computed in two ways: by adding up the total expenditure by households or by adding up the total income (wages, rent and profit) paid by firms. It is possible to calculate GDP in two ways because all expenditure in the economy ends up as someone’s income, so GDP is the same no matter how you compute it. 

3. Four components of expenditure include:
a. Consumption
b. Investment 
c. Government purchases
d. Net exports
Negative net exports means that the value of imports is greater than the value of exports produced by an economy, meaning the country has a negative trade balance
4. Real GDP is the production of goods and services valued at constant prices whereas nominal GDP is the production of goods and services at current prices. Since the real GDP measures the economy’s production of goods and services using a fixed price, it reflects the economy’s ability to satisfy peoples needs and desires and indicates that the growth is not due to price increase. Hence a better measure of economic well-being. 
5. Policymakers should care about GDP as it is an indicator of the well being of the society and the economy. Care and a good understanding of the GDP will allow for the management and improvement of the economy and hence the well being of society. 
Question for Review
1. Referring to the circular flow diagram it is evident that the amount spend by households ends up being revenue that the company use to pay the workers, rent, and company owners. So all expenditure in the economy ends up as the economies income, every transaction has a buyer and a seller, thus they are equal.
2. This sale does not affect the current GDP as the product was purchased 5 years age.
3. Real GDP is a better indicator of economic well-being as it uses a fixed price instead of the current production price. If the eonomy were to have an increase in GDP using the real GDP it would be evident that this increase was due to production increase and not an increase in price. 






4. 
	Prices and Quantities

	Year
	Price of Bread ($)
	Quantity of Bread

	2014
	2
	100

	2015
	3
	200

	Nominal GDP

	2014
	                                             (2x100)=200

	2015
	                                            (3x200)=600

	Percent Increase
	                              (600-200)/200x100=200%

	Real GDP

	2014
	                                             (2x100)=200

	2015
	                                             (2x200)=400

	Percent Increase
	                                (400-200)/200x100=100%

	GDP Deflator

	2014
	                                   ($200/$200)x100=100

	2015
	                                   ($600/$400)x100=150

	Percent Increase
	                                (150-100)/100x100=50%



5. It is desirable for a country to have a large GDP as it represents the economic well-being, offering the people higher income. Although the GDP could still rise and be undesirable as the GDP excludes the value of leisure and the impacts on the environment that an economy may cause. 












Problems and Applications 
1. a)
	Prices and Quantities

	Year
	Price of Milk ($)
	Quantity of Milk
	Price of Honey ($)
	Quantity of Honey (liters)

	2013
	1
	100
	2
	50

	2014
	1
	200
	2
	100

	2015
	2
	200
	4
	100

	Nominal GDP

	2013
	(1x100)+(2x50)=200

	2014
	(1x200)+(2x100)=400

	2015
	(2x200)+(4x100)=800

	Real GDP

	2013
	(1x100)+(2x50)=200

	2014
	(1x200)+(2x100)=400

	2015
	(1x200)+(2x100)=400

	GDP Deflator

	2013
	($200/$200)x100=100

	2014
	($400/$400)x100=100

	2015
	($800/$400)x100=200



b) 
	Nominal GDP

	Percent Increase (2014)
	(400-200)/200x100=100%

	Percent Increase (2015)
	(800-400)/400x100=100%



	Real GDP

	Percent Increase (2014)
	(400-200)/200x100=100%

	Percent Increase (2015)
	(400-400)/400x100=0%



	GDP Deflator

	Percent Increase (2014)
	(100-100)/100x100=0%

	Percent Increase (2015)
	(200-100)/100x100=100%



From 2013 to 2014 the price of goods does not change, this is presented by the 0% increase in the GDP deflator. From the year 2014 to 2015 the production of goods does not change, this is illustrated the percent increase in 2015 for the real GDP is 0% as the cost is constant using a base year of 2013 and no change in production was established.  



c) The economic well-being rose more in 2014 using the Real GDP percent increase in 2014 and comparing it to 2015. The real GDP is used as an indicator of the economic well-being as it uses a constant base-year prices to value the economy’s production of goods and services. As the 2014 real GDP percent increase results in 100% while 2015 yields a 0% increase it is evident that economic well-being rose more in 2014. 

2. 
	Prices and Quantities

	Year
	Price of Chocolate ($)
	Quantity of Chocolate

	1
	4
	3

	2
	5
	4

	3
	6
	5



a) 
	Nominal GDP 

	1
	                                                  (4x3)=12

	2
	                                                  (5x4)=20

	3
	                                                  (6x5)=30


b) 
	Real GDP 

	1
	                                                  (4x3)=12

	2
	                                                  (4x4)=16

	3
	                                                  (4x5)=20


c) 
	GDP Deflator

	1
	                                   ($12/$12)x100=100

	2
	                                   ($20/$16)x100=125

	3
	                                   ($30/$20)x100=150



d)
	Real GDP

	Percent Increase (year 2-3)
	         (20-16)/16x100=25%


             e)
	GDP Deflator

	Percent Increase (year 2-3)
	       (150-125/125)x100=20%



f) Instead of using the real GDP to calculate the real GDP percent increase from year 2 to 3, the increase in the quantity of chocolate bars could have been used. So 5-4/4*100=25%. Whereas to calculate the GDP deflator percent increase without the GDP deflator, the percent increase in the chocolate bar price from year 2 to 3 could have been used. So 6-5/5*100=20%.

3.  
a) 
	Nominal GDP 

	Percent Increase (2014)
	(1975-1893)/ 1893=4.33%


b) 
	GDP Deflator

	Percent Increase (2014)
	(113-111)/ 111=1.80 %


c)
	Real GDP (Base 2007)

	2013
	Nominal(2013)/ GDP Deflator( base year 2007)x100=1893/111x100=$1705.4


d) 
	Real GDP (Base 2007)

	2014
	Nominal(2014)/ GDP Deflator( base year 2007)x100=1975/113x100=$1747.8


e) 
	Real GDP (Base 2007)

	Percent Increase (2014)
	(1747.8-1705.4)/1705.4x100=2.5%


f) The growth rate of the nominal GDP is higher than the growth rate of the real GDP. This can be explained by analyzing the GDP deflator which indicates an increase of 1.8% in prices. As the nominal GDP reflects both the increase in prices and quantity of goods and services it is a combination of both the real GDP and GDP deflator which both indicate an increase and hence will be greater than the real GDP which only illustrates the increase in quantities sold. 
Part 2: Measuring the Cost of Living 
Quick Quizzes 
1. The consumer price index is trying to measure the cost of goods and serices bought by the average consumer. It is constructed through monthly reports and computations by statistics Canada of over 600 different goods and services. There are 5 steps that statistics Canada follows: 
1. Determine the basket: determine the most important prices to the average consumer
2. Find the prices: determining the price of each good and service in the basket at each point in time 
3. Compute the baskets cost: the cost of the goods and services are computed using the prices collected while maintaining the quantity 
4. Choose a base year and compute the index: a base mark to compare following years using the following equation: 

5. Compute the inflation rate: the percent change in the price index from the preceding period using the following equation:

2. 


Question for Review
1. 
Commodity substitution bias: The consumer price index does not consider the consumers ability to replace goods that become cheaper overtime. If a certain product increased in price while another has decreased the consumer will buy more of the cheaper product and less of the expensive product.  
Introduction of new goods: The CPI does not consider the introduction of new goods. The more goods introduced the greater the value of the dollar, hence less money is spent to maintain the same living standard.
Unmeasured quality change: Lastly, the CPI does not consider the changes in the quality of goods and services. The value of the dollar for a product decreases if the quality also decreases. Whereas if the quality improves the value of the dollar increases 
2. The consumer price index is not affected as that would not be a part of the consumer basket since an average consumer would not purchase a military aircraft. The GDP deflator on the other hand would be affected as it includes government purchases such as a military aircraft. 
3. As the candy bar rose from $0.10 to $0.60 the price has increased by 6 time the original. Whereas the CPI only doubled. Hence, adjusting for the overall inflation, the price of the candy bar increased by 6/2 = 3 times the original price. 
4. Nominal interest rate is the interest rate, the change in dollar amounts, without a correction for inflation whereas the real interest rate is the interest rate that corrects for the effects of inflation. They are related as the difference between the nominal interest rate and the inflation rate provide  the real interest rate. 






Problems and Applications 
1) 
a. 
	Percent Change

	Tennis Balls
	                                   (2-2/2)x100=0%

	Tennis Racquets
	                                   (60-40/40)x100=50%

	Gatorade 
	                                   (2-1/1)x100=100%





b. Tennis racquets become less expensive relative to Gatorade as the percentage increase of tennis racquets is 50% whereas Gatorade is 100%. The well-being of the people that purchase Gatorade will decrease as they are required to pay double for the same product whereas the people that purchase tennis racquets will have a slight decrease in well-being compared to those that purchase Gatorade.   
2) 
	Prices and Quantities

	Year
	Quantity Cauliflower 
	Price of Cauliflower ($)
	Quantity of Broccoli 
	Price of Broccoli ($)
	Quantity of Carrot
	Price of Carrot ($)

	2014
	100
	200
	50
	75
	500
	50

	2015
	75
	225
	80
	120
	500
	100







Inflation rate in 2015

 
x100

3. 
a. 

------------------------------------------------------------------------------- 
Using the actual equation, same thing






b. 
	Nominal GDP

	2014
	($40x10)+(30x$10)=$700

	2015
	($60x12)+(50x$12)=$1320

	Real GDP

	2014
	($40x10)+(30x$10)=$700

	2015
	($40x12)+(50x$10)=$980

	GDP Deflator

	2014
	($700/$700)x100=100

	2015
	($1320/$980)x100=134.7





c. Inflation rate using CPI method

Inflation rate using the two methods are not the same. The CPI requires a constant price through the years while the production varies, whereas the GDP deflator reflects the prices of goods and services but not the quantity produced.  
