Economics: The Basics, 2e

Study Guide: Chapter 7

Learning Objectives

LO7-1 Define gross domestic product (GDP) and distinguish between final goods and services and intermediate inputs.

LO7-2 List and discuss the components of GDP.

LO7-3 Explain what GDP does not include.

LO7-4 Compare GDP and GDP per capita across counties.

Outline

· Measuring the Economy

· Gross Domestic Product (GDP) is the dollar value of the output of the national economy.

· No double counting is allowed in calculating GDP, because it would give us an inflated amount; only FINAL GOODS are counted, and intermediate goods are ignored.

· Intermediate goods are goods and services used in the production process (i.e. vegetables at a restaurant).

· GDP is comprised of:

· Personal Consumption

· Includes all personal consumption of final goods and services (including contributions to religious organizations).

· Medical expenses (even those covered by health insurance) are counted because the patient is the end consumer of those goods.

· Nonresidential investment

· This includes business expenditures on structures, equipment, and software (or anything else used in the production process).

· These items must be long lived, meaning they must last for more than a year.

· If the item lasts less than a year, then it is an intermediate good.

· If it is a structure, it must be built here and not abroad.

· Residential investment

· Includes building new homes and home renovation.

· Government consumption and investment

· Includes government purchases of final goods and services.

· Includes government investment in long-lived assets (tanks, stealth bombers, and the like).

· Transfer payments (for example, Social Security payments) do not count here, but are counted as personal consumption because they are spent ultimately by the consumer.

· Inventory investment

· Goods produced today but stored in inventory for later use are counted towards GDP.

· Goods sold or used in inventories are subtracted from GDP.

· Net Exports is the amount exported minus imports.
· GDP does not include non-market activities or activities in the underground economy.
· GDP per capita is the economic output of a country divided by the population; it measures the average output/wealth of each person in a nation.
Common Myths & Common Problems

· Are macroeconomic statistics the best measure of how an economy is doing?

· They may be some of our more quantifiable measures, but who is to say if they are our best. Let us assume you are a typical poor college student living on mac ‘n cheese or ramen noodles. Assume further that you are a pretty happy college student who enjoys her classes. What is a better measure of your personal happiness, your happiness level or your income? Your happiness level would be a more accurate measure, but I cannot measure it. What I can measure is your income, which may be quite low. In this case, your income is not an accurate measure of your happiness. This is the sort of the problem economists face using some of these statistics. We use the best statistics we have, given what we can measure.
· Why do only final goods and services count toward GDP?

· Intermediate goods, inputs, and short-lived capital do not count towards GDP because their value is accounted for by the sale of the final good they comprise. Some goods can be both an intermediate and a final good; this aspect makes life somewhat difficult for economics students. 

· Example 1: If I buy a Snapple on my way to class, that counts as private consumption and is a part of GDP. However, when Wal-Mart buys Snapple for sale to customers, they are an intermediate good because customers are the end consumers. Only when Wal-Mart sells the Snapple to the consumer does it count toward GDP as private consumption.

· Example 2: If I buy a slab of bacon, it counts as private consumption. If Chef Bobby Flay buys bacon for his restaurant and uses it in his bacon-wrapped scallops dish, then it is an intermediate good. The bacon does not count, only the bacon-wrapped scallops will count toward GDP.
· Why doesn’t non-market labor count toward GDP?

· When I get home from the office and I make dinner, do laundry, and clean my house, none of that is counted toward GDP. If I hired someone to do all that, it would be counted, but because I did it for myself, it is not counted.

· Homemakers also do not count toward GDP. So if I decided to quit my job and become Mr. Mom, I would no longer be contributing toward GDP through my labor.
Real World Applications from an Economist’s Perspective

It can be somewhat difficult to compare GDP and GDP per capita across counties. Recall that economists use GDP to help diagnose problems with the economy. What happens when GDP does not capture all the relevant information?

Hernando de Soto in his book, The Mystery of Capital, states, “[t]he underground market now accounts for 50 percent of GDP in Russia and Ukraine and a whopping 62 percent in Georgia” (69). In addition, he writes, “[t]he International Labor Organization reports that since 1990, 85 percent of all new jobs in Latin America and the Caribbean have been created in the extralegal sector” (69). This means that in some nations, the official GDP numbers may be missing roughly half of the actual production in the economy.

This type of discrepancy makes it difficult to compare our GDP numbers (where the underground market comprises about 10% of GDP) and those of other nations who have larger underground markets. The official GDP numbers make it appear that the nation is performing more poorly than it actually is. This is not to say that underground markets should necessarily be applauded, but that inaccurate statistics make the economist’s life more difficult.

The benefit of identifying that some nations have large underground markets is that it allows economists to address why those markets exist. It allows economists to ask why certain activities have been driven underground. It allows economists to study the impact legal institutions and political institutions play in the macroeconomy, and how, in some cases, the policies pursued by those institutions affect growth and economic performance. 
Now it’s Your Turn

In the previous section, we discussed how Russia, Ukraine, and Georgia have large amounts of underground market activity. Using current GDP numbers, what are the sizes of the underground markets for these countries? You can find current GDP numbers at: https://www.cia.gov/library/publications/the-world-factbook/fields/2195.html.

Practice Quiz

1. Why do economists want to measure the size of the economy?

a. To create work for themselves

b. To use it as a diagnostic tool

c. To create fear and panic in the general population

d. To help explain what counts as GDP

2. Which of the following is NOT a main statistical agency of economic data?

a. Bureau of Economic Analysis

b. Bureau of Labor Statistics

c. The Census Bureau

d. National Science Foundation

3. Gross Domestic Product is:

a. The dollar value of the output of the national economy.

b. The dollar value of the output of the global economy.

c. The sum of personal consumption, nonresidential investment, residential investment, government consumption and investment, inventory investment, and net exports.

d. Both A and C.

4. Which of the following would not be counted toward GDP?

a. An iPod purchased by Homer

b. A computer purchased by Lisa

c. A peach purchased by Bart

d. A peach purchased by Kwik-E-Mart for resale

5. Which of the following is not considered part of non-residential investment?

a. A new welding machine

b. New software used by a business

c. The construction of a new Apple Computer plant in China

d. The construction of a new BMW plant in Virginia

6. Which of the following does not count towards residential investment?

a. A construction company building a new home

b. A home owner renovating their kitchen and bathroom

c. The purchase of an existing home

d. A home owner renovating their garage

7. Government transfer payments (i.e. Medicare) are not counted as government spending, because:

a. The consumer actually spends the money.

b. The consumer actually spends the money and this would lead to double counting.

c. The government actually spends the money on behalf of the consumer.

d. It is part of government investment.

8. If Patriot Pat’s Brewery adds beer to its inventory this year, the production:

a. Is subtracted from GDP.

b. Is added to GDP.

c. Is neutral and neither adds or subtracts from GDP.

d. Both adds and subtracts from GDP.

9. Net exports is negative when:

a. GDP is greater than gross domestic purchases.

b. Gross domestic purchases is greater than GDP.

c. Imports exceed exports.

d. Both A and C.

10. Which of the following is counted toward GDP?

a. The purchase of cocaine by a Hollywood actor

b. The work of volunteers at hospitals and schools

c. The income made by an employee paid “off the books”

d. Contributions to your church

Answer Key

1. B

2. D

3. D

4. D

5. C

6. C

7. B

8. B

9. B

10. D

