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Chapter 5:  Measuring a Nation’s Income

Key objective:

• Discuss some of the data that economists 
and policy makers use to monitor the 
performance of an economy, for example, 
how “rich” is a country.
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Gross Domestic Product (GDP)

Definition:

• GDP 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).

• Statistics Canada releases data on 
national and provincial GDP every three
months.
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The Measurement of GDP

From the definition of GDP

• “GDP is the Market Value . . .”

– Output is valued at market prices.

• “. . . Of All Final . . .”

– It records only the value of final goods, not 
intermediate goods (the value is counted only once).

• “. . . Goods and Services . . . “

– It includes both tangible goods (food, clothing, cars) 
and intangible services (haircuts, housecleaning, 
doctor visits). 
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The Measurement of GDP (cont.)

• “. . . Produced . . .”
– It includes goods and services currently 

produced, not transactions involving goods 
produced in the past.

• “ . . . Within a Country . . .”
– It measures the value of production within the 

geographic confines of a country.

• “. . . In a Given Period of Time.”
– It measures the value of production that takes 

place within a specific interval of time, usually 
a year or a quarter (three months). 
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The Components of GDP

• GDP includes all items produced in the economy and sold 
legally in markets.

• What Is Not Counted in GDP?
– GDP excludes most items that are produced and 

consumed at home and that never enter the 
marketplace (for example, taking care of kids, cleaning 
the house, cutting the grass).

– It excludes items produced and sold illicitly, such as 
illegal drugs.

• GDP (Y) is the sum of the following:
– Consumption (C)
– Investment (I)
– Government Purchases (G)
– Net Exports (NX)

Y = C + I + G + NX
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The Components of GDP (cont.)

•• ConsumptionConsumption (C):
– The spending by households on goods and services, 

with the exception of purchases of new housing.

•• InvestmentInvestment (I):
– The spending on capital equipment, inventories, and 

structures, including new housing.

•• Government PurchasesGovernment Purchases (G):
– The spending on goods and services by local, state, 

and federal governments.
– Does not include transfer payments (e.g., welfare, old 

age pension) because they are not made in exchange 
for currently produced goods or services.

•• Net ExportsNet Exports (NX):
– Exports minus imports.
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GDP Measures both Income and 
Expenditure

Note:

• GDP measures two things at once
– Total income of everyone in the economy

– Total expenditure on the economy’s output of 
goods and services

• For an economy as a whole, income must 
equal expenditure because:
– Every transaction has a buyer and a seller.

– Every dollar of spending by some buyer is a 
dollar of income for some seller. 

Read the part on the Circular-Flow diagram in the text (pages 98-99)
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Canadian GDP and Its Components, 2008
(Table 5.1, p.105)
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Examples—What Is the Impact on GDP?

A. Debbie spends $200 to buy her husband dinner 

Consumption and GDP rise by $200.  

B. Sarah spends $1800 on a new laptop to use in her publishing 
business.  The laptop was built in China.  

Investment rises by $1800, net exports fall by $1800, GDP is 
unchanged.

C. General Motors builds $500 million worth of cars, but consumers 
only buy $470 million of them.

Consumption rises by $470 million, inventory investment rises by
$30 million, and GDP rises by $500 million. 

D. 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. 

Investment in machinery and equipment increases by $1200 but 
inventory decreases by $1200.  So, the total effect on current 
investment and current GDP is zero. 
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Real vs Nominal GDP

• If GDP rises from one year to the next, one of 
two things must be true

– The economy is producing more goods and services

– Goods and services are being sold at higher prices

•• Nominal GDPNominal GDP values the production of goods 

and services at current prices.

•• Real GDPReal GDP values the production of goods and 
services at constant prices (that is, it ignores  
price increases). 
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Real vs Nominal GDP

• Real GDP is really the accurate measure of how 
much a country produced and of its standard of 
living.
Example:  Suppose all prices and incomes were 
to double tomorrow.  Would you be richer?
Answer:  No.  Even if your income doubled, you 
could not buy more goods because the price of 
goods would have doubled as well.

• An accurate view of the economy’s performance 
(that is, how much is being produced) therefore 
requires adjusting nominal GDP to take into 
account price increases.

• This is done by using the GDP deflatorGDP deflator..
• Correcting nominal GDP for changes in prices 

using the GDP deflator yields real GDPreal GDP.
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The GDP Deflator

• The GDP deflatorGDP deflator is a measure of the price 
level.

• It tells us the rise in nominal GDP that is 
attributable to a rise in prices rather than a rise 
in the quantities produced.  It is calculated as

• Note that given nominal GDP and the GDP 
deflator, one can calculate real GDP as

GDP deflator =
Nominal GDP

Real GDP
×100

Real GDP
Nominal GDP

GDP deflator
= × 100
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Example:  Real and Nominal GDP

Compute nominal GDP in each year:

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

2009: $11 x 500  + $2.50 x 1100 =   $8,250

2010: $12 x 600  +    $3 x 1200 =  $10,800

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

37.5%

Increase:

30.9%

Suppose an economy where only two goods are produced:
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Example:  Real and Nominal GDP (cont)

Compute real GDP at 2008 prices :

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

2009: $10 x 500  +    $2 x 1100 =   $7,200

2010: $10 x 600  +    $2 x 1200 =   $8,400

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

20.0%

Increase:

16.7%

Suppose an economy where only two goods are produced:
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Real GDP

• 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 nominal GDP corrected for 

inflation.
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Example:  Real and Nominal GDP (cont)

Compute the GDP deflator in each year:

year
Nominal 

GDP
Real 
GDP

GDP 
Deflator

2008 $6000 $6000

2009 $8250 $7200

2010 $10,800 $8400

2009: 100 x (8250/7200)  = 114.6

114.6

2010: 100 x (10,800/8400) = 128.6

128.6

14.6%

12.2%

Change in GDP 

Deflator:  Measure of 

Inflation

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

2008: 100 x (6000/6000)  = 100.0

100.0
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Example: 
MKMR,     

p. 119, #6


