
US publishes GDP, the rate of inflation, and the rate of unemployment•
GDP: the market value of the final goods and services produced in a country during a 
given period

•

Market Value: the selling prices of goods and services in the open market•

Ex. Apples + Bananas + Shoes○

(4 apples x $0.25/apple) + (6 bananas x $0.50/banana) + (3 pairs of shoes x 
$20.00/pair) = $64

○

To aggregate the quantities of many goods and services, economists add up the market 
value of different goods and services in the open market

•

Ex. Unpaid work of a homemaker is of economic value but is not sold in markets 
and isn’t counted in GDP

○

Economic statisticians add to the GDP the costs of providing those goods 
and services as rough measures of their economic value

§

There are some goods and services (like those provided by the government) that 
are not sold in the open market but are included in the GDP

○

Not all economically valuable goods and services are bought and sold in markets•

Ex. of grain, flour, and bread, bread is the final good because it is the only one 
used by consumers

○

Final Goods or Services: goods or services consumed by the ultimate user; because they 
are the end products of the production process, they are counted as part of GDP

•

Ex. the grain and flour○

Intermediate Goods or Services: goods or services used up in the production of final 
goods and services; not counted as part of GDP

•

Difficult to classify as intermediate or final○

Ex. factories, machines, houses○

For purposes of measuring GDP, economists classify newly produced capital 
goods as final goods even though they are not consumed by the ultimate user

○

Capital Good: a long-lived good that is used in the production of other goods and services•

Value Added: for any firm, the market value of its product or service minus the cost of 
inputs purchased from other firms; added together, it should equal GDP but accounts for a 
lengthy production process

•

All cars produced within US boarders are counted even if they’re made in a 
Mexican-owned plant

○

Cars produced by a General Motors company in Mexico are not counted○

GDP is a measure of economic activity within a given country•

Gross	Domestic	Product:	Measuring	the	Nation’s	Output

Economists divide the users of the final goods and services that make up the GDP for any 
given year into four categories: households, firms, governments, and the foreign sector 
(foreign purchasers of domestic products)

•

GDP can be measured by adding up the market values of all the final goods and services 
that are produced domestically OR

•

Adding up the total amount spent by each of the four groups on final goods and services 
and subtracting spending on imported goods and services

•

Four components of expenditure: consumption, investment, government purchases, and 
net exports

•

New houses are not treated as consumer durables but as part of investment§

Consumer durable goods are long-lived consumer goods such as cars and 
furniture

○

Consumer nondurable goods are shorter-lived goods like food and clothing○

Services is the larges single component of consumer spending and includes 
everything from haircuts and taxi rides to legal, financial, and educational services

○

Consumption Expenditure (Consumption): spending by households on goods and 
services such as food, clothing, and entertainment

•

Firms buy capital goods to increase their capacity to produce§

Business fixed investment is the purchase by firms of new capital goods such as 
machinery, factories, and office buildings

○

Residential investment is construction of new homes and apartment buildings○

The goods that a firm produces but doesn’t sell during the current period are 
treated as if the firm had bought those goods from itself

§

Can be positive or negative depending on whether the value of inventories 
rises or falls over the course of the year

§

Inventory investment is the addition of unsold goods to company inventories○

A stock purchase doesn’t usually correspond to the creation of new physical 
capital, and so is not investment in the sense we are using it here

○

We will refer to purchases of financial assets, such as stocks and bonds, as 
“financial investments”

○

Investment: spending by firms on final goods and services, primarily capital goods•

Ex. Social Security benefits, unemployment benefits, pensions, and welfare§

Government purchases do not include transfer payments, which are payments 
made by the government in return for which no current goods or services are 
received

○

They don’t include interest paid on the government debt○

Government Purchases: purchases by federal, state, and local governments of final goods 
and services

•

Exports are domestically produced final goods and services that are sold abroad○

Imports are purchases by domestic buys of goods and services that were produced 
abroad

○

Can be negative, since imports can exceed exports○

Net Exports: exports minus imports•

Y = gross domestic product, or output○

C = consumption expenditure○

I = investment○

G = government purchases○

NX = net exports○

Y = C + I + G + NX•

GDP can be thought of as a measure of total production, measure of total expenditure, or 
the incomes of capital and labor

•

Labor Income: equal to about two-thirds of GDP and comprises wages, salaries, and the 
incomes of the self-employed

•

Includes items such as profits earned by businessowners, the rents paid to owners 
of land or buildings, interest received by bondholders, and the royalties received by 
the holders of copyrights or patents

○

Capital Income: equal to about one-third of GDP and is made up of payments to owners of 
physical capital (such as factories, machines, and office buildings) and intangible capital 
(such as copyrights and patents)

•

The	Expenditure	Method	of	Measuring	GDP

Real GDP: a measure of GDP in which the quantities produced are valued at the prices in 
a base year rather than at current prices; real GDP measures the actual physical volume 
of production

•

Nominal GDP: a measure of GDP in which the quantities produced are valued at current-
year prices; nominal GDP measures the current dollar value of production

•

Economists pick a particular year called the base year, and use the prices from that 
year to calculate the market value of output

○

This way, economists can adjust for inflation to find GDP over a period of time•

Nominal	GDP	Verses	Real	GDP

Maximizing real GDP is not, therefore, always the right goal for government 
policymakers

○

Whether or not policies that increase GDP will also make people better off has to 
be determined on a case-by-case basis

○

Many factors that contribute to people’s economic well-being are not priced and sold in 
markets and thus are largely or even entirely omitted from GDP

•

Increased leisure time allows workers to pursue other worthwhile activities 
like being with family and friends, education, etc. makes it a major benefit of 
living in a wealthy society

§

Leisure Time○

Includes unpaid housekeeping services and volunteer services such as fire 
and rescue

§

Left out because these activities have no market prices or quantities, and 
thus make it difficult to estimate market values

§

More important to consider in poorer countries than wealthier, when 
oftentimes people trade services for goods

§

GDP thus may understate the true amount of economic activity§

Encompasses legal and illegal activities like informal babysitting to 
organized crime

□

Underground economic activities are also unreported and thus not included§

Nonmarket Economic Activities○

For example, China has expanded real GDP growth, but has suffered 
decline in air and water quality, thus detracting from quality of life

§

The exploitation of finite natural resources also tends to be overlooked in 
GDP

§

Environmental Quality and Resource Depletion○

GDP reflects homes, good restaurants, entertainment, but not low crime 
rate, minimal traffic, or open spaces

§

Quality of Life○

Two countries may have identical GDPs but differ radically in the distribution 
of economic welfare across the population

§

Poverty and Economic Inequality○

There are some factors that are not included in GDP but do affect whether people are 
better off

•

Citizens of a country with a high GDP are likely to possess more and better 
goods and services

§

Availability of Goods and Services○

GDP per person in the countries with high human development is roughly 
ten times that of the countries with low human development

§

Humans tend to live longer in countries with large GDPs§

Countries with high GDPs also have higher rates of education§

Health and Education○

Real GDP per person does tend to be positively associated with many things people value•

Real	GDP	and	Economic	Well-Being

Seemingly	profligate	behavior	leads	to	good	times	for	all○

Paradox	of	Thrift:	individually	responsible	thrifty	behavior	during	hard	times	is	bad	for	the	overall	
economy

•

Cash	Circulation:	an	individual	with	more	cash	on	hand	 is	richer,	but	if	everyone	 has	more	cash	on	
hand,	that	simply	raises	the	price	level,	leaving	the	overall	purchasing	power	the	same	as	before

•
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