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Consumer Price Index (CPI):  A measure of the overall cost of the goods and services bought by a typical consumer.

How the CPI is calculated:

1. Fix the basket: Survey consumer to determine a fixed basket of goods.

 2 Pizzas, 4 cokes

2. Find the prices: Find the price of each good in each year

Year


Price of Pizza



Price of Coke

2001

                  $10



   $1

2002


      $15



   $2

2003


      $20



   $3

3. Compute the basket’s cost: Compute the cost of the basket of goods in each year

2001   ($10 per pizza X 2 pizzas)+($1 per coke X 4 cokes) = $24

2002   ($15 per pizza X 2 pizzas)+($2 per coke X 4 cokes) = $38

2003   ($20 per pizza X 2 pizzas)+($4 per coke X 4 cokes) = $56

4. Choose a base year and compute the index: Choose one year as a base year (2001) and compute the Consumer Price Index in each year

2001


($24/$24)X100=100.0

2002


($38/$24)X100=158.3

2003


($56/$24)X100=233.3

5. Compute the inflation rate: Use the consumer price index to compute the inflation rate from previous year

Inflation rate: the percentage change in the price index from the preceding period  

Inflation rate =  CPI new – CPI old   X100  




CPI old

2002 [(158.3-100.0)/100] X100= 58.3%

2003 [(233.3-158.3)/100] X100= 47.4%

Also calculate by the Bureau of Labor Statistics the 

Producer Price Index:  A measure of the cost of basket of goods and services  bought by firms.

Problems in Measuring the Cost of Living:

1. Substitution bias: When prices change from one year to another they don’t change proportionately(overstatement of the increase in the cost of living)

2. Introduction of new goods: When a new good introduced, consumers have more variety from which to choose(it does not reflect the change in purchasing power of the dollar)

3. Unmeasured quality change: If the quality of a good deteriorates from one year to the next, the value of a dollar falls, even if the price of the good stays the same(overstating inflation)

The GDP Deflator versus the CPI

1. When the price of oil increases, the consumer price index rises by much more than GDP deflator

2. The group of goods and services used to compute GDP deflator changes automatically over time

Inflating variables:

Nominal variable in current dollars = Nominal variable past dollars X CPI current year
                                                                                                                   CPI past year

Deflating  variables:

Nominal variable past dollars= Nominal variable current dollars X CPI past year
                                                                                                             CPI current year

Nominal Interest Rate:  The interest rate as actually reported without a correction for the effects of inflation.  

Real Interest Rate: The interest rate corrected for the effects of inflation.

Real Interest Rate =  Nominal Interest Rate - Inflation rate
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