Chapter 23:  Measuring A Nation’s Income
1. Introduction

a. Microeconomics is the study of how individual households and firms make decisions and how they interact with one another in markets.

b. Macroeconomics is the study of economy-wide phenomena, including inflation, unemployment, and economic growth.

c. Gross domestic product (GDP) measures the total income of a nation.

2. The Economy’s Income and Expenditure

a. GDP measures two things:
i. The total income of everyone in the economy.

ii. The total expenditure on the economy’s output of goods and services.

b. For an economy as whole, income must equal expenditure.

c. GDP can be calculated two ways:

i. The addition of expenditures by households.

ii. The addition of the total income (wages, rent, and profit) paid by firms.

3. The Measurement of Gross Domestic Product

a. Gross Domestic Product (GDP) is the market value of all final goods and services produced within a country in a given period of time.

b. GDP adds together many different kinds of products into a single measure of the value of economic activity.

i. Market prices measure the amount people are willing to pay for different goods; thus, they reflect the value of those goods.

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

d. GDP excludes most items produced and sold illicitly, such as illegal drugs.

e. GDP includes only the value of final goods, not intermediate goods.

i. The reason is that the value of intermediate goods is already included in the prices of the final goods.

f. GDP includes both tangible goods (food, clothing, cars) and intangible services (haircuts, housecleaning, doctor visits).

g. GDP includes goods and services currently produced, not items produced in the past.

h. GDP measures the value of production within the geographic confines of a country.

i. Thus, items are included in a nation’s GDP if they are produced domestically, regardless of the nationality of the producer.

i. GDP measures the value of production that takes place within a specific interval of time.

4. The Components of GDP

a. Consumption is spending by households on goods and services, with the exception of purchases of new housing.
b. Investment is spending on capital equipment, inventories, and structures, including household purchases of new housing.

c. Government purchases are spending on goods and services by local state, and federal governments.

d. Net exports are spending domestically produced goods by foreigners (exports) minus spending on foreign goods by domestic residents (imports).

5. Real Versus Nominal GDP

a. If total spending rises from one year to the next, one of two things must be true:

i. The economy is producing a larger output of goods and services.

ii. Goods and services are being sold at higher prices.

b. A Numerical Example

i. Nominal GDP is the production of goods and services valued at current prices.

1. Nominal GDP uses current prices to place a value on the economy’s production of goods and services.

ii. Real GDP is the production of goods and services valued at constant prices.

1. Real GDP uses constant base-year prices to place a value on the economy’s production of goods and services.

iii. Because real GDP is not affected by changes in prices, changes in real GDP reflect only changes in the amounts being produced.
1. Thus, real GDP is a measure of the economy’s production of goods and services.

c. The GDP Deflator

i. GDP deflator is a measure of the price level calculated as the ratio of nominal GDP to real GDP time 100.
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2. The GDP deflator measures the current level of prices relative to the level of prices in the base year.
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