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CHAPTER 5: MEASURING NATIONAL INCOME 

Main Questions
· What is Gross Domestic Product (GDP)? 
· How is GDP related to a nation’s total income and spending? 
· What are the components of GDP?  
· How is GDP corrected for inflation?
· Does GDP measure society’s well-being?  

Income and Expenditure
· Gross Domestic Product (GDP) measures two things at once:
· Total income of everyone in the economy. 
· Total expenditure on the economy’s output of goods & services.  
· For the economy as a whole income = expenditure

The Circular-Flow Diagram
· Is a simple depiction of the macro economy
· Illustrates GDP as spending, revenue, factor payments, and income.
· Factors of production are inputs like labour, land, capital, and natural resources. 
· Factor payments are payments to the factors of production.  (e.g., wages, rent) 


The Circular-Flow Diagram
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· Circular flow diagram omits: 
1. The government- collects taxes, purchases g&s 
2. The financial system - matches savers’ supply of funds with borrowers’ demand for loans
3. The foreign sector - trades g&s, financial assets, and currencies with the country’s residents

Gross Domestic Product (GDP)
· The market value of all final goods & services produced within a country in a given period of time.
· Goods are valued at their market prices. 
· GDP measures all goods using the same units; things that don’t have market value are excluded. 

Main points:
1. Market value
2. Final goods
3. Currently produced goods and services
4. Within a country
5. In a given period of time

Components of GDP
· GDP is total spending. Its four components are: 
· Consumption (C)
· Investment (I)
· Government Purchases (G)
· Net Exports (NX)
· These components add up to GDP (denoted Y):
Y = C + I + G + NX

Consumption (C)
· Is total spending by households on goods & services.  
· Housing costs:  
· For renters, consumption includes rent payments. 
· For homeowners, consumption includes the imputed rental value of the house, but not the purchase price or mortgage payments. 

Investment (I)
· Total spending on goods that will be used in the future to produce more goods.  
· Includes spending on
·  capital equipment (e.g., machines, tools)
·  structures (factories, office buildings, houses)
·  inventories (goods produced but not yet sold)
· Note: investment does not mean the purchase of financial assets like stocks and bonds 

Government Purchases (G)
· All spending on the goods and services purchased by local, provincial, and federal governments. 
· G excludes transfer payments, such as Canada pension plan benefits or employment insurance benefits.  
· These payments represent transfers of income, not purchases of goods and services and do not represent production. 

Net Exports (NX)
· NX = exports – imports
· Exports represent foreign spending on domestically produced goods.  
· Imports are the portions of C, I, and G that are spent on g&s produced abroad.  

Canadian GDP and Its Components, 2008
[image: ]

GDP: Total Income and Its Components
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Exercise 1: GDP and Its Components
· In each of the following cases, determine how much GDP and each of its components is affected (if at all).
A. Debbie spends $200 to buy her husband dinner at the finest restaurant in Vancouver.
B. Sarah spends $1800 on a new laptop to use in her publishing business.  The laptop was built in China.  
C. Jane spends $1200 on a computer to use in her editing business.  She got last year’s model on sale for a great price from a local manufacturer.  
D. General Motors builds $500 million worth of cars, but consumers only buy $470 million worth of them.

Real versus Nominal GDP
· Inflation can distort economic variables like GDP, so we have two versions of GDP: One is corrected for inflation, the other is not.  
· Nominal GDP: output valued at current prices.  It is not corrected for inflation.  
· Real GDP: output valued at constant prices of a base year.  Real GDP is corrected for inflation.  

Example:
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Example:
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Example:
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· In each year,
· Nominal GDP is measured using the (then) current prices.  
· Real GDP is measured using constant prices from the base year (2008 in this example).

Example:
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· The change in nominal GDP reflects both prices and quantities.  
· The change in real GDP is the amount that GDP would change if prices were constant (i.e., if zero inflation). 
· Hence, real GDP is corrected for inflation. 

[image: F:\5ce PPTs\extractions\extractions\Ch05\C05-F02-pg109.jpg]

The GDP Deflator
· The GDP deflator is a measure of the overall level of prices. 



· One way to measure the economy’s inflation rate is to compute the percentage increase in the GDP deflator from one year to the next.  

Example:
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Exercise 2: Computing GDP
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· Use the above data to solve these problems:
A. Compute nominal GDP in 2008.
B. Compute real GDP in 2009.
C. Compute the GDP deflator in 2010. 

GDP and Economic Well-Being
· Real GDP per capita is the main indicator of the average person’s standard of living.
· But GDP is not a perfect measure of well-being.  
· Robert Kennedy’s criticism of GDP 

Gross Domestic Product…
“… 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 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 

GDP Does Not Value:
· The quality of the environment
· Leisure time
· Non-market activity, such as the child care a parent provides to his or her child at home
· An equitable distribution of income

Why We Care About GDP
· Having a large GDP enables a country to afford better schools, a cleaner environment, health care, etc.  
· Many indicators of the quality of life are positively correlated with GDP e.g. life expectancy, literacy

GDP, Life Expectancy and Literacy
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GDP and Life Expectancy in 13 Countries
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GDP and Literacy in 13 Countries
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EXAMPLE:

Compute real GDP in each year, using 2008 as the base year:

Increase:
2008: $10x 400 + $2x 1000 = $6,000
} 20.0%

2009: $10x500 + $2x 1100 = $7,200
2010: $10x 600 + $2x 1200 = $8,400 }16-7%
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EXAMPLE:

Nominal
year GDP

Real
GDP

2008 $6,000
2009 $8,250
2010  $10,800

In each year,

$6,000
$7,200
$8,400
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EXAMPLE:

Nominal Real
year GDP GDP
2008 $6,000 $6,000
0, 0,
2009 $8,250 37.5% $7,200 20.0%

2010  $10,800 ) 30.9% g$8 400 | 16.7%

® The change in nominal GDP reflects both prices and
quantities.

® The change in real GDP is the amount that GDP would
change if prices were constant (i.e., if zero inflation).

Hence, real GDP is corrected for inflation.
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EXAMPLE:

Nominal Real GDP
year GDP GDP Deflator
2008 $6,000 $6,000
14.6%
2009 $8,250 $7,200
2010 $10,800  $8,400 12.2%

Compute the GDP deflator in each year:

2008: 100x (6,000/6,000)
2009: 100x (8,250/7,200)

2010: 100 x (10,800/8,400) =
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Exercise 2: Computing GDP

2008 (base yr) 2009 2010
P Q P Q P Q
good A $30 | 900 | $31 | 1,000 | $36 | 1050
good B | $100 | 192 | $102 | 200 | $100 | 205

Use the above data to solve these problems:
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Real GDP Life Expectancy
Country per Person (2007) at Birth Adult Literacy
United States $45 592 79 years 99%
Canada 35812 81 99
Japan 33 632 8 99
Germany 34401 80 99
Russia 14 690 66 99
Mexico 14104 7% 93
Brazil 9567 72 90
China 5383 73 93
Indonesia 3712 70 92
India 2753 63 66
Pakistan 2496 66 54
Bangladesh 1241 66 53
Nigeria 1969 a8 72

GDP, Life Expectancy,
and Literacy

This table shows GDP per person
and two meastires of the quality
of life for 12 major countries.

Source: Hurman Devefopment
Report 2009. Reprinted by
permission of Palgrave
Macrillan.
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GDP and Life Expectancy in 13 Countries
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GDP and Literacy in 13 Countries
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Canadian GDP and Its Components, 2008
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GDP: Total Income and Its
Components

This table shows total GDP for
the Canadian economy in 2008
and the breakdown of GDP
between different categories of
income.

Source: Statistics Canada and
authors” calculations.

Total (Shillions/year)  Per Person ($/year) % of Total
Gross domestic product, Y’ $1600 $48 009 100%
Wages and salaries 823 24694 51
Corporation profits before tax 216 6481 14
Government enterprise profits 16 280 1
Interest and other investment income 81 2430 5
Other business income 9% 2881 6
Indirect taxes 165 4951 10
Capital consumption allowance 208 6241 13
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EXAMPLE:
Pizza Latte
year P Q P Q
2008 $10 400 $2.00 1000
2009 $11 500 $2.50 1100
2010 $12 600 $3.00 1200

Compute nominal GDP in each year:
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Pizza Latte
year P Q P Q
2008 $10 400 $2.00 1000
2009 $11 500 $2.50 1100
2010 $12 600 $3.00 1200

Compute nominal GDP in each year:
Increase:

2008: $10x 400 + $2x 1000 = $6,000 37.5%

2009: $11x500 +$2.50x 1100 = $8,250

30.9%
2010: $12x600 + $3x 1200 = $10,800
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