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Prices and Inflation





	Below, we will distinguish between several categories that identify different measures of price indicators:





1. Relative Prices:


	A relative price refers to the price of one commodity when compared with other commodities.  When we say that the relative price of wine rose, we mean that the price of wine (or the prices of several brands of wine) increased while other prices did not increase or that the price of wine increased more than the increase in other prices.  A change in relative prices therefore indicates a change in the prices of commodities in terms of each other.





2. The Price Level:


	An indicator that refers to the relationship between an average of prices commodities in a given year compared to an average of prices in a base year.  There are two indexes that measure the price level:





	a. The Consumer Price Index:  We take a market basket of 	commodities that represent what a typical urban consumer purchases (this 	basket includes imported commodities as well) and compare its cost to the 	cost of the same market basket in a base year.  The individual prices are 	aggregated into an average price by weighting the price of each item 	according to how important the item is in the budget of the consumers 	surveyed.  Thus, the cost of the market basket is determined at different 	periods of time.  The items and weights included are changed periodically 	on the basis of new survey information to maintain the relevancy of the 	market basket.  To write the CPI in simple terms, it is:





		CPIcurrent = (Cost of basket at Pcurrent /Cost of basket at at Pbase) x 100 





	If the CPI for a current year equals to 125, then this would mean that 	average prices increased by 25% since the base year.  Remember that the 	CPI for the base year equals to 100 because the numerator and the 	denominator in the ratio above are equal.





	b. The Implicit GDP Deflator: 


		Contrary to the CPI, the deflator excludes imports and includes all 	goods that are produced in a country and measured by GDP.  The proper 	formula to calculate the deflator is:





		GDP Deflator = ((Pci x Qbi/(Pbi x Qbi) x 100 


		


	where ( = the sum of all items (i) included in GDP


		i = 1, 2, 3, ....etc., is the number of items included in GDP


		Pci  = The current price of each good


		Pbi = The base year price of each good (since 1988 the base year has 			been an average of the prices of 1982, 1983, and 1984)


		Qbi  = The base year quantities of each good.





	The formula can be read as being the ratio of sum of current prices to 	base-year prices ((Pci x Qi/(Pbi x Qi) of the same market basket multiplied by 100.  The interpretation of each number for the deflator is similar to 	the CPI except that the indicator refers now to the average prices of the entire GDP and not a to selected market basket.  That is, if the deflator for a current year equals to 125, then this would mean that average prices 	increased by 25% since the base year.  





3. Inflation


		It is the annual percentage change in the price level.  Or, it is the rate 	of the change in any one of the above two indicators.  The inflation rate 	therefore can be based on the CPI or on the deflator.  





	a. Inflation based on the Consumer Price Index = 


		(-CPI = {(CPIcurrent - CPIlast year)/CPIlast year} x 100





	b. Inflation based on the Implicit GDP Defaltor = 


		(-Deflator = {(Deflatorcurrent - Deflatorlast year)/Deflatorlast year} x 100





4. The Relationship Between Nominal GDP and Real GDP


	We can acquire real GDP form nominal GDP by deflating it: 





Real GDP = (Nominal GDP/GDP Deflator) x 100





5. The Relationship Between Nominal Income and Real Income


		Since the purpose of acquiring real income is to assess the change in 	the purchasing power of consumers, it would therefore be more relevant to 	us to use the CPI in order to deflate nominal income because the CPI 	represents what consumers generally purchase.  Therefore,





	Real Income = (Nominal Income/CPIcurrent) x 100





		If we divide any current value by the CPI as indicated above, we get 	the real purchasing power of that value.





6. Acquiring Real Interest Rates from Nominal Interest Rates


		We have to distinguish between real interest earned in the past and 	current real interest that a lender would like to charge a borrower.  





	a. The Real Interest Rate Earned on a Past Loan = 


		The Nominal Interest Rate Received - The Rate of Inflation





	b. The Real Interest Rate That Will Be Earned on a Present Loan =


		The Nominal Interest Rate That Will Be Received - The Expected 			Rate of Inflation.
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