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Introduction to 
Macroeconomics

ECO1102 Section D, Winter 2013

(Lecture #2, Jan. 15)



Announcements

• Aplia assigment #1 due Wed., Jan. 16, 11 p.m.

• Aplia assigment #2 due Sunday, Jan. 20, 11 p.m.

• Change in my Friday’s office hour:  

– From 13:00 to 14:00

• Answers to the problems in the book:  

– On Blackboard Learn, in « Instructor’s manual »



• Started Chapter 5:  Measuring a Nation’s Income

• Introduced the concept of GDPGDP:

GDPGDP is the market value of all final goods and 
services produced within a country in a given period 
of time (loosely speaking, it is how much a country is 
producing).

• Components of GDP:
Y = C + I + G + NX

•• Real GDPReal GDP:  Nominal GDP corrected for 
inflation
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Last lecture…

Real GDP
Nominal GDP

GDP deflator
= × 100



This lecture…

• Finish Chapter 5:

– Real GDP in Canada.

– GDP and economic well-being.

• Chapter 6: Measuring the Cost of Living



Real GDP in Canada over Recent History



• Real GDP per person is the most often used 

indicator of a country’s average person’s 

standard of living.
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GDP and Economic Well-Being

country in persons ofNumber 

countrya  of GDP Real
 personper  GDP Real =



(log scale)

Real GDP per person in Canada

• The average rate of growth of GDP per person since 1870 has been 2 
percent per year

• But GDP per person is not a perfect measure of well-being.  
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Gross Domestic Product

…does not allow for the health of our 
children, the quality of their education, 
or the joy of their play. 

…does not allow for the health of our 
children, the quality of their education, 
or the joy of their play. It does not 
include the beauty of our poetry or 
the strength of our marriages, the 
intelligence of our public debate or 
the integrity of our public officials.

It measures neither our courage, nor our wisdom, 
nor our devotion to our country. 
It measures neither our courage, nor our wisdom, 
nor our devotion to our country. It measures 
everything, in short, except that which makes life 
worthwhile, and it can tell us everything about America 
except why we are proud that we are Americans.”

- Senator Robert Kennedy, 1968
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GDP Does Not Value:
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Then why do we care about GDP?

• Having a large GDP enables a country to afford 
better schools, a cleaner environment, 
health care, etc.  

• The fact is that if a person has a high income, 
then this person can afford to spend more time 
with his/her children and do volunteer work—

• Higher incomes allow for more choices.  For a 
society, having a high GDP means having more 
choices.

• Many indicators of the quality of life are 
positively correlated with GDP.  For example…



GDP, Life Expectancy and Literacy



On the relationship between 
GDP and quality of life

National Post, Sept. 25, 2010

The Economist, December 18, 2010



Measuring 
economic well-

being in Canada



No better measure?

Financial Post, Sept. 16, 2009
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Other Measures of Income

• Gross National Product (GNP) = GDP plus income that 
Canadians earn abroad minus income that foreigners 
earn in Canada

• Net National Product (NNP) = GDP minus losses from 
depreciations (i.e., wear and tear on the stock of 
equipment and structures)

• National income:  NNP minus sales taxes

• Personal income:  income that households and 
unincorporated business receive (National income minus 
retained earnings)

• Disposable personal income:  personal income minus 
personal taxes (e.g., personal income taxes) and certain 
nontax payments (e.g., traffic tickets)
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Example: MKMR, p. 119, #9
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End Chapter 5
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Chapter 6:  Measuring the Cost of Living

• Chapter 5 examined issues related to measuring a 
country’s income.

• This chapter examines issues related to measuring a 
country’s consumption over time.

• For example, economists and policy makers are 
interested in knowing if the well-being of people (that is, 
consumers) increase over time.

• In Chapter 5, we saw that if we wanted to monitor a 
country’s income overtime we needed to control for 
changes in prices—the GDP deflator.

• In the same manner, if we want to monitor a country’s 
consumption over time we also need to control for 
changes in prices—the Consumer Price Index (CPI)
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The Consumer Price Index (CPI)

• The CPICPI is a measure of the overall cost of the 
goods and services bought by a typical 
consumer. 

• Statistics Canada reports the CPI each month.

• It is used to monitor changes in the cost of living 
over time.

• When the CPI rises, the typical family has to 
spend more dollars to maintain the same 
standard of living.
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How the CPI is calculated—4 Steps
1. Determine the Basket: Determine what prices are most 

important to the typical consumer.
– If the typical consumer buys more of one good, then the 

price of that good is more important and is given more 
weight in measuring the cost of living.

– Statistics Canada sets these weights by surveying 
consumers to find out the basket of goods the typical 
consumer buys.  

2. Find the Prices: Find the prices of each of the goods and 
services in the basket for each point in time.

3. Compute the Basket’s Cost: Use the data on prices to 
calculate the cost of the basket of goods and services at 
different times

4.4. Choose a Base Year and Compute the Index:Choose a Base Year and Compute the Index:
– Designate one year as the base year
– Compute the index by dividing the price of the basket in 

one year by the price in the base year and multiplying by 
100. 
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Computing the CPI—An example

Suppose the residents of Junkyland spend all of their 
income on two goods:  pizzas and lattes.  

Suppose also that typically, the residents consume 4 
pizzas and 10 lattes:

Year Price of 
Pizzas

Price of  
Lattes

Cost of 
Basket

CPI

2008 $10 $2.00

2009 $11 $2.50

2010 $12 $3.00

Question:  Compute the CPI for 2008, 2009 and 2010 using 
2008 as the base year.

First:  Compute the cost of the basket for each year

Cost of the basket for each year= quantity times price in that year

Second:  Compute the CPI
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Inflation rate
• Definition:  The inflation rate is the percentage change in the CPI 

from the preceding period 
– If the inflation rate is negative, we say that we are in a period of 

deflation).

• Computed as follows:

Year Price of 
Pizzas

Price of  
Lattes

Cost of Basket CPI Inflation

2008 $10 $2.00 4x10+10x2=$60 (60/60)x100=100

2009 $11 $2.50 4x11+10x2.5=$69 (69/60)x100=115

2010 $12 $3.00 4x12+10x3=$78 (78/60)x100=130

Inflation Rate in Year 2 =
CPI in Year 2 - CPI in Year 1

CPI in Year 1
×100

Example:  What was the inflation rate in Junkyland in 2005 and 2006?

n.a.

(115-100)/100 x 
100 = 15%

(130-115)/115 x 
100 = 13%
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Canada’s latest CPI inflation rate

• Latest release on CPI: Dec. 21
• CPI rose 0.8% between  Dec. 2011 

and Nov. 2012.

–– The (Bank of CanadaThe (Bank of Canada’’s) Core CPI:s) Core CPI:
A variant of the CPI that excludes 
eight of the most volatile 
components prices—which account 
for 16 per cent of the CPI basket—
(fruit, vegetables, gasoline, fuel oil, 
natural gas, mortgage interest, 
intercity transportation, and 
tobacco products) as well as the 
effect of changes in indirect taxes 
on the remaining components. 

– Core CPI rose by 1.2% between
Dec. 2011 and Nov. 2012.

Question:
• If you did not get a salary increase this

year, were you richer or poorer in Nov. 
2012 than you were in Dec. 2011? 
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Correcting Economic Variables for the 
Effects of Inflation Using the CPI

• Price indexes such as the CPI are used to correct for the 
effects of inflation when comparing dollar figures from 
different time periods.

• Example: Gas is about $1.20 a litre now while it was about 
9.5 cents a litre in1957.  Is gas more expensive now than in 
1957?

Answer:  From Statscan, CPI was 14.8 for 1957 and 121.9 
for Nov. 2012 (2002 basis).  Hence,

1957 gas price in Nov. 2012 $ = 9.5 cents x (121.9/14.8)

= 78.2 cents

So, gas is relatively more expensive now than in was in 
1957.
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Example:  MKMR, p. 
135, #6

a) % ∆ P = {(0.50 – 0.10)/0.10} x 100

= 400 %

b) % ∆ W = {(14.19 – 3.01)/3.01} x 100

= 371.4 %

c) Let X :  Minutes to work necessary to buy a newspaper  

Thus X = (P of newspaper/ Hourly W)*60

X1970 = (0.10/3.01)*60 = 2 minutes

X1990 = (0.50/14.19)*60 = 2.11 minutes

d) It fell as they have to work longer to buy a newspaper

Note also that the price of a newspaper increased more than average wage 
during that time period. 
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Problems in Measuring the Cost of Living

• The CPI is an accurate measure of the selected goods 
that make up the typical bundle, but it is not a perfect 
measure of the cost of living.

• Three problems with the index are widely acknowledged 
but difficult to solve
– Substitution bias

– Introduction of new goods

– Unmeasured quality changes

• All these problems result in the CPI overstating the cost 
of living.
– The issue is important because many government programs use 

the CPI to adjust for changes in the overall level of prices.



27

Problems in Measuring the Cost of Living

• Substitution Bias
– The basket does not change to reflect consumer 

reaction to changes in relative prices.
• Consumers substitute toward goods that have 

become relatively less expensive.
• Introduction of New Goods

– The basket does not reflect the change in 
purchasing power brought on by the introduction 
of new products.
• New products result in greater variety, which in 

turn makes each dollar more valuable.
• Consumers need fewer dollars to maintain any 

given standard of living. 
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Problems in Measuring the Cost of Living 
(cont)

• Unmeasured Quality Changes

– If the quality of a good rises from one year to the next, 
the value of a dollar rises, even if the price of the 
good stays the same.

– Statistics Canada tries to adjust  the price for constant 
quality, but such differences are hard to measure

Example: Which of the problems in the construction of the CPI might be
illustrated by each of the following situations?

a) More scoops of raisins in each package of Raisin Bran

Answer:  Unmeasured quality change—Possible overestimation

Answer:  Substitution bias—Possible overestimation

b) Greater use of fuel-efficient cars after gasoline price increase
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GDP Deflator vs CPI

• Both the GDP deflator and the consumer price index are 
used to gauge how quickly prices are rising.  There are 
two important differences between the indexes that can 
cause them to diverge.

1. Which goods and services are included?
– The GDP deflator reflects prices of all goods and 

services produced domestically (does not include 
price of imports)

– The CPI reflects prices of all goods and services 
bought by consumers (includes prices of imports)

2. How are prices weighted?
– The CPI compares the price of a fixed basket of 

goods to the price of the basket in the base year.  
– Statistics Canada changes the basket of goods only 

occasionally.
– The GDP deflator compares the price of currently 

produced goods and services to the price of the same 
goods and services in the base year



Two Measures of Inflation (Fig. 6.2, p. 127)
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Indexation

• Definition:  When some dollar amount is 
automatically corrected for inflation by law 
or contract, the amount is said to be 

indexedindexed for inflation.

• Examples: wages and pensions are often 
indexed (using the CPI)
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Real and Nominal Interest Rates

• Interest represents a payment in the future for a 
transfer of money in the past.  It is therefore 
important to take into account the difference in 
the purchasing power of the money you lend (or 
borrow) with the money you will get back (or 
repay. 

• The nominal interestnominal interest rate is the interest rate 
usually reported and not corrected for inflation. 
– It is the interest rate that a bank pays.

• The real interest ratereal interest rate is the nominal interest rate 
that is corrected for the effects of inflation—it 
reflects the purchasing power of the money a 
lender gets back.
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Real and Nominal Interest Rates--Example

• You borrowed $1,000 for one year.

• Nominal interest rate was 15%. 

• During the year inflation was 10%

=                    –

= 15% - 10% = 5%
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Example:  MKMR, p. 135, #11



Real and Nominal Interest Rates 
(Fig. 6.3, p. 132)
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End Chap. 6


