Chapter 24:  Measuring the Cost of Living
1. The Consumer Price Index

a. The consumer price index (CPI) is a measure of the overall cost of the goods and services bought by a typical consumer.

b. How the Consumer Price index Is Calculated

i. The first step in computing the consumer price index is to determine which prices are most important to the typical consumer.

ii. The second step in computing the consumer price index is to find the prices of each of the goods and services in the basket for each point in time.

iii. The third step is to use the data on prices to calculate the cost of the basket of goods and services at different times.

iv. The fourth step is to designate one year as the base year, which is the benchmark against which other years are compared.  To calculate the index, the price of the basket of goods and services in each year is divided by the price of the basket in the base year, and this ratio is then multiplied by 100.  The resulting number is the consumer price index.

v. The fifth and final step is to use the consumer price index to calculate the inflation rate.

1. The inflation rate is the percentage change in the price index from the preceding period.
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vi. The producer price index is a measure of the cost of a basket of goods and services bought by firms rather than consumers.

1. Because firms eventually pass on their costs to consumers in the form of higher consumer prices, changes in the producer price index are often thought to be useful in predicting changes in the consumer price index.

c. Problems in Measuring the Cost of Living

i. There are three fundamental problems that cause the consumer price index to not perfectly measure the cost of living.

1. The first problem is called substitution bias.

a. If a price index is computed assuming a fixed basket of goods, it ignores the possibility of consumer substitution and, therefore, overstates the increase in the cost of living from one year to the next.

2. The second problem with the consumer price index is the introduction of new goods.

a. Because the consumer price index is based on a fixed basket of goods and services, it does not reflect this change in the purchasing power of the dollar.

3. The third problem with the consumer price index is unmeasured quality change.

d. The GDP Deflator versus the Consumer Price Index

i. There are two differences that can cause the GDP deflator and the Consumer Price Index to diverge.

1. The first difference is that the GDP deflator reflects the prices of all goods and services produced domestically, whereas the consumer price index reflects the prices of all goods and services bought by consumers.

2. The second and more subtle difference between the GDP deflator and the consumer price index concerns how various prices are weighted to yield a single number for the overall level of prices.

2. Correcting Economic Variables For The Effects Of Inflation

a. Indexation
i. Indexation is the automatic correction of a dollar amount for the effects of inflation by law or contract.

b. Real and Nominal Interest Rates

i. Interest represents a payment in the future for a transfer of money in the past.

ii. The nominal interest rate is the interest rate as usually reported without a correction for the effects of inflation.

1. This is the type of interest rate that the bank normally pays.

iii. The real interest rate is the interest rate corrected for the effects of inflation.

1. Real interest rate = Nominal interest rate – Inflation rate
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