Economic Measurement: Gross Domestic Product

What's the Point?  We aggregate output into Gross Domestic Product, and measure its components.

The world is big; we need to understand it; our brains - well your brains, obviously not mine : ) are too small.

So we need to aggregate, to add things up into a few numbers, which will help us understand the nature and direction of the economy.

One basic thing the economy does is produce goods and services for people to buy and use. Things like cars, houses, tacos, visits to the doctor, visits from the plumber, etc.: all goods and services.

How do we add them up?

GROSS DOMESTIC PRODUCT (GDP). It's part of the National Income and Product Accounts.

GDP defined: "the value of all final goods and services produced in a year."
Lets take these words one by one.

Value.
We can't add apples and oranges, or egg rolls and diamond rings. If the Egg Roll Express sold 500 egg rolls in a day, and the Carlton Jewelers two diamond rings, would we know anything if we said that the two stores sold 502 "things" that day? No.

Instead, we add their values--how much they are worth in dollar terms.

	 
	EGG ROLLS
	DIAMOND RINGS

	Output
	500
	2

	Price
	$1
	$750

	Value
	$500
	$1,500


$500 + $1,500 = $2,000 worth of product

This is good as far as it goes. BUT SOME THINGS DON'T HAVE PRICES. What do we do about them?

1. IGNORE THEM. Services of housewives and househusbands (good gig if you can get it guys!). This is production, as anyone who does it can tell you. But these services are not sold for a price, so they are not counted in GDP. The classic example: a woman marries her butler. Both continue to do their jobs (the butler, more, probably), but the butler's wages (the price of his services) are no longer counted. Nothing essential has changed, economically speaking, but GDP has fallen.

A real world issue: Women's labor force participation has increased dramatically since WWII. Many of these women would have been stay-at-home housewives had they not taken jobs in the labor market. By taking these jobs, time devoted to housework is less. The GDP records a gain--the output produced by women--but no loss--the lost value of housework (or, if the housework gets done anyway, the lost leisure time). Makes GDP growth seem larger than it should be, because we're recording "benefits" but not "costs."

A second real world issue: the value of clean air is not measured. Billions of dollars have been invested in smokestack scrubbers and other anti-pollution equipment. These investments produce clean air, which we value. But it has no price, so clean air is not counted in GDP. May make GDP growth seem smaller than it is, because we're making investments with no measured return.

Other ignored production: unreported activities and illegal activities (drugs, gambling, prostitution, hired killers, etc.). This is sometimes called the "underground economy." Not just crime is included. It also includes tips, wages in cash off the books, exchanges made by barter to avoid taxes. These things have market prices, but we can't get the paperwork to document prices and quantities.

2. VALUE WHAT IS PURCHASED TO PRODUCE THEM. GOVERNMENT GOODS AND SERVICES. What government produces is not sold in markets. Our President , our Governor, Mayor Boss Hogg of Mt. Airy, are producing something. But the value, price or quantity of "leadership" or "executive decisions" can't be measured. Likewise the teachers, police officers, fire fighters, and soldiers produce output, but it's hard to measure the output and prices of education, crime reduction, greater safety from fires, and safety from military enemies. So we add up the amount spent on teacher wages, desks, school buildings, school buses, etc., and call that the output of school districts.

Produced in a Year.
Count only things that were produced--created--this year, not things that were produced in earlier years, even if they were sold this year.
We include a house built and sold this year.   NOT a house built in 1980, re-sold this year, though the services of the real estate agent are counted, because they were produced this year, bringing buyer and seller together, handling paperwork, etc.

We include a new model car produced this year.   NOT the sale of a used car.

We include new paintings that are sold.  NOT the sale of old masters.

So: since not all sales involve current production, not all sales are counted in GDP

Final.
Only goods and services sold to their final users.

This avoids double counting.

Suppose a farmer sold $1,000 in corn to Staley, who used the corn to make $3,000 in corn-based sweeteners, which was sold to Coca-Cola, who used the sweetener to make $7,000 in cola, which was sold to consumers.

$1,000 + $3,000 + $7,000 = $11,000

But this double and triple counts, because the value of the Coke includes the value of the sweetener, and the value of the sweetener includes the value of the corn. The value of the corn has been counted three times; the value of the sweetener, twice.

Final means only the sale of the soft drinks at $7,000 is counted in GDP.

The Components of GDP

Recite this formula before bed each night : ) 
GDP = C + I + G + (X - M)

C= Consumption. Purchases of good and services by households, like TVs, cars, food, clothing, doctors and plumbers services.  This is about 2/3s of GDP.  You often hear people say that consumers make up two-thirds of the economy.  This is why.

I= Investment. Goods used in production of other goods and services, like machines, buildings, houses. (Note -- when we say investment, we DO NOT mean buying stocks and bonds, financial investment. We mean economic investment, things used to produce other things). 
G= Government purchases of goods and services. Federal, State, Local governments, wages to employees, paper clips, computer time, tanks, missiles, school buildings. 
NOT "transfer payments" social security, welfare, pensions. shifts of income from one group (taxpayers) to another (recipients). Nothing is PRODUCED. Counted mostly as "C", when these recipients buy things.

X= Exports. Goods produced in the U.S., sold elsewhere. Includes C, I and G type goods. 
M= Imports. Goods we buy, not produced in the U.S. (SUBTRACTED because these purchases are included in C, I and G. C: Toyotas, I: German earth movers, even G: rent paid on foreign embassies).
X-M= net exports. Can be used to measure surplus or deficit in trade, how does the value of things we sell to foreigners compare to the value of what we buy. This number is negative for the US. 
Let's see how well you get this, by playing GDP, or Not?
· A dry-cleaners, and rent-a-car company?  YES.  These are C, consumption, in particular services consumption.  

· The Gwinnett County fire department?  YES.  This is G, government purchases.  The wages of fire fighters, maintenance on the building and trucks is counted directly into GDP. 

· Sale of an existing house by a real estate agent?  NO.  The price of the house is not counted, because the house was not produced this year.  The agents service fee would be counted, though. 

· Some new looking construction equipment?  YES.  If it really was purchased this year.  That's I, investment, in particular business equipment investment. 

·  Drive-thru window at a drug store?  YES.  C again, this time consumer non-durable goods. 

· A pile of bricks at a construction site?  NO.  These are included as a part of the new house, when it is sold. 

· A new Walgreen's drug store?  YES.  This time business ("non-residential") structures. 

 

Nominal vs. Real
Nominal dollar figures are measured with "current" prices, the prices that exist in the year of the production or other activity. They are not adjusted to eliminate inflation.

Real dollar figures are measured with "constant" prices, so that price changes from year to year do not affect the measurement of the activity. They are adjusted for inflation.

Changes in nominal GDP measure both changes in the quantity of goods and services produced, and changes in their prices. Changes in real GDP measure only changes in the quantity of goods and services produced.

 

