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Part I: Measuring a Nation’s Income 
Quick Quizzes 
1. What two things does gross domestic product measure? How can it measure two things at once?
The job of the gross domestic product is to quantify the whole income of all the individuals in the economy in addition to the total expenditure of the economy on production of goods and services. Being that the two components are fundamentally similar, the gross domestic product at the same time, can measure both. For the economy to achieve its balance income must be equivalent to the expenditure.

3. List the four components of expenditure. What does it mean when net exports have a negative value? 
The four components of expenditure are; consumption, investment, government purchases and net exports. When the net exports have a negative value it implies that there have been greater imports than exports throughout that period of time, which insists that during this period there was a trade deficit. 

4. Define real and nominal GDP. Which is a better measure of economic well-being? Why? 
Real GDP corresponds to the production of products and services valued at constant costs. On the other hand, nominal GDP is characterized by the production of products and services valued at current costs. Economists use the real GDP to measure the economic well-being due to the fact that it takes the inflation rate under consideration, by doing thus it is more precise at keeping track of the rise in production. Being that real GDP measures the economy’s production of goods and services, it demonstrates the economy’s capability to satisfy society’s desires and needs. Therefore, it is more reliable than nominal GDP. 

5. Why should policymakers care about GDP?
In order for policymakers to efficiently and effectively progress the economy, they must refer in the direction of the changes and the patterns demonstrated in the GDP. Therefore, policymakers should indefinitely care about GDP as it provides a sign of the well-being of society and the economy by assisting in considering the needs that can be either amended or changed for the better of society.

Questions for Review
1. Explain why an economy’s income must equal its expenditure. 
An economy’s income must be equivalent to its expenditure because every transaction has a buyer and a seller. Thus, expenditure by buyers must equal income to sellers. Meaning that every income for a seller is a spending for a buyer.

     2.     Many years ago Peggy paid $500 to put together a record collection. Today she sold her albums at a garage sale for $100. How does this sale affect current GDP?
Taking into account that Peggy paid the original $500 numerous years ago, it would not have an impact on the current GDP. Yet, she would have impacted the GDP at the time she paid $500. 

    3.   Why do economics use real GDP rather than nominal GDP to gauge economic well-being?
Economists use real GDP over nominal GDP because it does not recognize any output from price changes, and therefore is able to be compared from one year to another. Thus, it is more accurate at realizing how much the economy has advanced overtime. 

   4.    In the year 2014, the economy produces 100 loaves of bread that sell for $2 each. In the year 2015, the economy produces 200 loaves of bread that sell for $3 each. Calculate nominal GDP, real GDP, and the GDP deflator for each year. (Use 2014 as the base year.) By what percentage does each of these three statistic rise from one year to the next?
Nominal GDP: 
	Year
	Calculation
	Nominal GDP

	2014
	($2 per loaf x 100 loaves)=$200
	$200

	2015
	($3 per loaf x 200 loaves)=$600
	$600



Real GDP: 
	Year
	Calculation (2014 as base year)
	Real GDP

	2014
	($2 per loaf x 100 loaves)= $200
	$200

	2015
	($2 per loaf x 200 loafs)= $400
	$400



GDP Deflator
	Year 
	Calculation
	GDP Deflator

	2014
	($200/$200) x 100 = 100
	100

	2015
	($600/$400) x 100 = 150
	150



Percentages Risen: 
	Year 
	Calculations
	% Risen

	2014
	100 x (100 - 100)/100 = 0
	0%

	2015
	100 x (150 -100)100 = 50
	50%



5.  Why is it desirable for a country to have a large GDP? Give an example of something that would raise GDP and yet be undesirable.
It is economically and socially desirable for a country to have a higher GDP as it implies that revenues are great and that production rate is high and growing. Moreover, the citizens benefits greatly from the economic growth by receiving higher end goods and services. Meaning that in order to enjoy a higher standard of living a country must also possess a higher GDP. However, there are cases in which a larger GDP is undesirable, such as when the country will focus more on the rich rather than the poor creating a major aperture in incomes between both classes. 

Problems and Applications
1. Below are some data from the land of milk and honey. 
	Year
	Price of Milk
	Quantity of Milk (litres)
	Price of honey
	Quantity of Honey (litres)

	2013
	$1
	100
	$2
	50

	2014
	$1
	200
	$2
	100

	2015
	$2
	200
	$4
	100


 A.   Compute nominal GDP, real GDP and GDP deflator for each year, using 2013 as the base year. 
Nominal GDP:
	Year
	Calculations
	Nominal GDP

	2013
	($1 of milk x 100 litres of milk) + ($2 of honey x 50 litres of honey) = $200
	$200 (CORRECT)

	2014
	($1 of milk x 200 litres of milk) + ($2 of honey x 100 litres of honey) = $400
	$400 (CORRECT)

	2015
	($2 of milk x 200 litres of milk) + ($4 of honey x 100 litres of honey) = $800
	$800 (CORRECT)








Real GDP:
	Year
	Calculations
	Real GDP

	2013
	($1 per milk x 100 litres of milk) + ($2 of honey x 50 litres of honey) = $200
	$200 (CORRECT)

	2014
	($1 per milk x 200 litres of milk) + ($2 of honey x 100 litres of honey) = $400
	$400 (CORRECT)

	2015
	($1 per milk x 200 litres of milk) + ($2 of honey x100 litres of honey) = $400
	$400 (CORRECT)



GDP Deflator: 
	Year 
	Calculations
	GDP Deflator

	2013
	($200/$200) x 100 = 100
	100 (CORRECT)

	2014
	($400/$400) x 100 = 100
	100 (CORRECT)

	2015
	($800/$400) x 100 = 200
	200 (CORRECT)



B.  Compute the percentage change in nominal GDP, real GDP and the GDP Deflator in 2014 and 2015 from the preceding year. For each year, identify the variable that does not change. Explain in words why your answer makes sense. 
The variable that does not change is the price of both goods from the year 2013 to 2014. Due to this, the change in the percentage in the GDP Deflator is zero. However, it is an almost identical case with the production of quantity from the year 2014 to 2015. With this being the case, that is why the percentage change is zero as well. 

	Year
	Nominal GDP
	% change in NGDP
	Real GDP
	% change in RGDP
	GDP Deflator
	% change in GDP Deflator

	2014
	$400

	(400-200) /200 = 1 (100%)
(CORRECT)
	$400
	(400-200) /200 = 1 (100%)
(CORRECT)
	100

	(100-100) /100 = 0 (0%)
(CORRECT)

	2015
	$800
	(800-400) /400 = 1 (100%)
(CORRECT)
	$400
	(400-400) /400 = 0 (0%)
(CORRECT)
	200
	(200-100) /100 = 1 (100%)
(CORRECT)





C.  Did economic well-being rise more in 2014 or 2015? Explain.
Based on the results, it is clear that economic well-being grew more in 2014 than 2015. For the reasons being that the real GDP in 2014 grew from $200 to $400 without increasing the pricing of any of the goods. Nevertheless, in 2015 the economic well-being remained neutral after the year of 2014. 

2.  Consider an economy that produces only chocolate bars. In year 1, the quantity produced is 3 bars and the price is $4. In year 2, the quantity produced is 4 bars and the price is $5.  In year 3, the quantity produced is 5 bars and the price is $6. Year 1 is the base year.
A. What is the nominal GDP for each of these three years?
	Year
	Calculations
	Nominal GDP

	1
	($4 per bar x 3 bars)= $12
	$12

	2
	($5 per bar x 4 bars) = $20
	$20

	3
	($6 per bar x 5 bars) =$30
	$30



B. What is the real GDP for each of these years?
	Year
	Calculations
	Real GDP

	1
	($4 per bar x 3 bars) = $12
	$12

	2
	($4 per bar x 4 bars) = $16
	$16

	3
	($4 per bar x 5 bars) = $20
	$20



C. What is the GDP deflator for each of these years?
	Year
	Calculations
	GDP Deflator

	1
	($12/$12) x 100 = 100
	100

	2
	($20/$16) x 100 = 125
	125

	3
	($30/$20) x 100 = 150
	150



D. What is the percentage growth rate of real GDP from year 2 to year 3?
Percentage growth rate: (20-16)/16 = 0.25 (25%)
The percentage growth rate from year 2 to year 3 is 25%.


E. What is the inflation rate as measured by the GDP Deflator from year 2 to year 3? 
Inflation rate: (150-125)/125 = 0.2 (20%)
Therefore, the inflation as measured by the GDP deflator from year 2 to year 3 is 20%. 

F. In this one-good economy, how might you have answered parts (d) and (e) without first answering parts (b) and (c)? 
For part (d), the growth rate of the real GDP, I would have calculated the percentage change in the amount of bars from one year to another. In addition, for part (e), the inflation rate measured by the GDP deflator, I would measure the percentage change in the cost of the bars. 

   3.   Consider the following data on Canadian GDP:
	Year
	Nominal GDP (Billions)
	GDP Deflator (base year 2007)

	2013
	$1893
	111

	2014
	$1975
	113



A. What was the growth rate of nominal GDP between 2013 and 2014? (Note: The growth rate is the percentage change from one period to the next.)
Growth rate: (1975-1893)/1893 = 0.043 (4.3%)
The growth rate of the nominal GDP between 2013 and 2014 is 4.3%. (CORRECT)

B. What was the growth rate of the GDP deflator between 2013 and 2014?
Growth rate: (113-111)/111 = 0.018 (1.8%)
The growth rate of the GDP deflator between 2013 and 2014 is 1.8%. (CORRECT)

C. What was real GDP in 2013 measured in 2007 prices? 
$1893/(111/100) = $1705.4
Therefore, the real GDP in 2013 measured in 2007 prices is $1705. (CORRECT)
1893/111x100 = 1705

D. What was the real GDP in 2014 measured in 2007 prices?
$1975 (113/100) = $1747.787
Therefore, the real GDP in 2014 measured in 2007 prices is $1747. (CORRECT)
1975/113x100 = 1748

E. What was the growth rate of the real GDP between 2013 and 2014?
Growth rate: (1747-1705)/1705 = 0.02 (2.4%)
The growth rate of the real GDP between 2013 and 2014 was 2.4%. (2.5%)


F. Was the growth rate of nominal GDP higher or lower than the growth rate of real GDP? Explain. 
The growth rate of the nominal GDP is greater than the growth rate of the real GDP due to the fact that the prices have increased significantly overtime. Once the prices rise, the GDP will rise as well. 

Part II: Measuring the Cost of Living
Quick Quizzes
1. Explain briefly what the consumer price index is trying to measure and how it is constructed. 
The goal of the consumer price index is to measure the comprehensive expenses of the products and services purchased by consumers. It is composed by questioning the consumers in order to determine the ideal basket of goods and services that the average consumers buy. Once a base year is chosen, the prices of these goods and services are used in the calculations to determine the cost of the basket at different times over the years. The calculation process involves dividing the cost of the basket in the current year by the cost of the basket in the base year, then multiplying that value by one hundred.
 
    2.   Henry Ford paid his workers $5 a day in 1914. If the U.S. consumer price index was 10 in 1914 and 195 in 2005, how much is the Ford daily paycheck worth in 2005 dollars?
$5 x (195/10) =97.5
Thus, the worth of the daily Ford paycheck in 2005 was $97.50.

Questions for Review
1. Describe the three problems that make the consumer price index an imperfect measure of the cost of living. 
The first problem that makes consumer price index an imperfect measure of the cost of living is that there is the unmeasured change in quality, whereas over the development of their lives the quality of goods and services improve, however the CPI does not recognize these changes. Moreover, the introduction of new goods in the market, over time many companies create new goods and services that are not included in the fixed basket of CPI. Lastly, there is substitution bias, where the CPI does not take into deliberation the changes in the number of items that consumers are buying depending on the corresponding prices of them in the basket. Despite these three problems, the CPI is a fairly accurate and detailed tool for measuring the standard of living in a country. 

   2.    If the price of military aircrafts rises, is the consumer price index or GDP deflator affected more? Why?
Since military aircrafts are included in government purchases, the rise in price would then affect the nation’s GDP rather than the consumer price index. 

   3.    Over a long period of time, the price of a candy bar rose from $0.10 to $0.60.  Over the same period, the consumer price index rose from 150 to 300. Adjusted for overall inflation, how much did the price of the candy bar change?
 Calculations: (0.60/0.10) = 6 			
                       (300/150) = 2 
	           (6/2) = 3
Therefore, the adjusted overall inflation for the price of the candy bar over that same period of time has increased to three times the original price. 

   4.    Explain the meaning of nominal interest rate and real interest rate. How are they related? 
The nominal interest rate measures the change in dollar amounts, while real interest rate measures the interest rate corrected for the effects of inflation. The connection between these two interest rates is that the real interest rate is equivalent to the difference of the nominal interest rate subtracted by the inflation rate.

Problems and applications
1. Suppose that people consume only three goods, as shown in this table: 
	
	Tennis Balls
	Tennis Racquets
	Gatorade

	2014 price
	$2
	$40
	$1

	2014 quantity
	100
	10
	200

	2015 price
	$2
	$60
	$2

	2015 quantity
	100
	10
	200



A. What is the percentage change in the price of each of the three goods? What is the percentage change in the overall price level?
	Good
	Calculation
	Percentage change

	Tennis Balls
	($2-$2)/2 x 100=  0
	0%

	Tennis Racquets
	($40-$60)/60 x 100 = -33 
	33%

	Gatorade
	($1-$2)/2 x 100 = -50
	50%



Percentage change in overall price level: 
2014 basket:  ($2 x 100) + ($40 x 10) + ($1 x 100) = 700
2015 basket: ($2 x 100) + ($60 x 10) + ($2 x 200) = 1 200
Overall change in price level: (700-1200)/1200 x 100 = -41.6 (41.6%)
Therefore, the overall percentage change in the overall price level is 41.6%. 

    B.   Do tennis racquets become more or less expensive relative to Gatorade? Does the well-being of some people change relative to the well being of others? Explain. 
Based on the given data and the results, it is clear that relative to Gatorade, tennis racquets become less expensive considering there price increase is 33%. Moreover, Gatorade has a price increase of 50%. The well-being of certain people will change in relation to the well-being of others. This can be shown by using the consumers who purchase Gatorade as being worse off as the price from 2014 to 2015 has doubled yet the quantity has not changed, compared to people who purchase racquets in which the price has only increased by 33%. 

   2.    Suppose that the residents of Vegopia spend all of their income on cauliflower, broccoli, and carrots. In 2014 they buy 100 heads of cauliflower for $200, 50 bunches of broccoli for $75, and 500 carrots for $50. In 2015 they buy 75 heads of cauliflower for $225, 80 bunches of broccoli for $120, and 500 carrots for $100. If the base year is 2014, what is the CPI in both years? What is the inflation in 2015?
CPI in 2014:  
Because 2014 is the base year, the CPI is 100. 
CPI in 2015: 
2014: $200 + $75 + $50 = $325
2015: $225 + $120 + $100 = $445
($445/$325) x 100 = 136.92
The CPI in 2014 was 100, while the CPI in 2015 was 136.92. 
Inflation in 2015: (136.92-100)100 = 36%
Thus, the inflation rate in 2015 is 36%. 

   3.   A small nation of ten people idolizes that TV show Canadian Idol. All that the ten people produce and consume are karaoke machines and CDs, in the following amounts: 

	Karaoke Machines
	CDs



	
	Quantity
	Price
	Quantity
	Price

	2014
	10
	$40
	30
	$10

	2015
	12
	$60
	50
	$12



A. Using the method similar to the consumer price index, compute the percentage change in the overall price level. Use 2014 as the base year, and fix the basket at 1 karaoke machine and 3 CDs.
Market basket 2014: ($40 x 10) + ($10 x 30)= $700
40 x 1 + 3 x 10 = 70
Market basket 2015: ($60 x 12) + ($12 x 50) = $1320
60 x 1 + 3 x 12 = 96
Percentage change in the overall price level: (1320/700) x 100 = 188.5
                                                                        (188.5-100)/100 = 0.885 (88.5%)

Therefore, the percentage change in the overall price level is 88.5%. 

Percentage change in the overall price level (CPI)  = 70/70 x 100 = 100%

    B.   Using a method similar to the GDP deflator, compute the percentage of the overall price level. Also use 2014 as the base year. 
	Year
	Nominal GDP
	Real GDP
	GDP deflator

	2014
	($40x10)+($10x30) = 700 (CORRECT)
	($40x10)+($10x30) = 700  (CORRECT)
	($700/700)100 = 100
(CORRECT)

	2015
	($60x12)+($12x50) = 1320 (CORRECT)
	($40x12)+($10x50) = 980  (CORRECT)
	($1320/980)100 = 134.69
(CORRECT)


(134.69-100)/100 = 0.3469 (34.69%)
The overall price level percentage is 34.69%.  (CORRECT)

C.   Is the inflation rate in 2015 the same using the two methods? Explain why or why not. 
Because of the fact that the consumer price index encompasses the basket of goods and services on average, and the GDP deflator takes all the adjustments into consideration, the prices remain the same although the two are not the same. 

The inflation rate calculated in the two different ways are different because one is based on a consumption blanket, while the other Is on the GDP deflator. The weights in which each price enters two price indexes (CPI and GDP deflator are different)  
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