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CHAPTER 1: GROSS DOMESTIC PRODUCT 
GDP: monetary value of final goods and services produced in a country during some period of time 

- Value of subset of entire production activities and transactions in an economy 
- Non-market production activities such as household production is excluded 
- Focuses on nearly produced goods, secondhand goods is not included 

- Refers to production within a country, neglects who undertakes the economic activity 

(whether it be locals or oversea citizens) 

- Shortest period to measure GDP is usually three months (one quarter- the month in its name 

and 2 previous months) 

- Transfer payment not included in GDP 

Monetary Value of GDP 

- GDP is simply the aggregate of market value of final goods produced in economy 
- In this case, it is just quantity multiplied by price 

Goods and Services without market prices 

- Government services such as the police does not have a market price, but is part of GDP 
- We can either impute a market value for the good or service (E.g. dollar value for the services 

provided by owner-occupied dwellings), or use the cost of providing the good or services (E.g. 
cost of labor and capital inputs) 

Intermediate Goods and Value added 

Intermediate Goods: good that is used in production of another good or services  
- Not a part of GDP (E.g. flour in bread) to avoid double counting 

Value added: total value of its sales less the cost of purchasing intermediate inputs 

Calculating GDP: 

1. Measure the market price of the final good, in the case the hamburger at $5 

 

2. Sum up the value added (production approach) 

 

Production Approach: calculating GDP is the summation of value added for all business operating in 

an economy 

Expenditure Approach 

Expenditure Approach: the summation of expenditures on domestically produced final goods and 

services by households, businesses, governments and by the rest of the world 

Y(AD)=C+I+G+(X-M) 

# Measure in private investment includes change in level of inventories that are held by businesses 

Change in Inventories= Inventory level (end of period) – Inventory level (beginning of period) 

Statistical Discrepancy 

- Measurement errors may lead to three different figures when measuring GDP with different 

methods (ABS takes the average of the three) 

-  



Income Approach 

Income Approach: sum of payments to labour and capital plus any net indirect taxes 
- Sum of labour and capital is GDP at factor cost, to find GDP, indirect taxes must be factored in 

 
Y=labour income + capital income + (indirect taxes – subsidies) 

 = (W x L) + (R x K) – assuming no tax 
 

W= wage per unit of labour, L= labour, R= rate of return to a unit of capital, K= capital 
 
Gross National Income 
GNI: income measure of GDP plus any net factor income receivable from non-residents 

- GDP is about location, GNI is about nationality 
- Income earned by F.O.P by non-nationals in the domestic market is deducted, whilst income 

earned by F.O.P outside domestic territory and owned by nationals is added 
 
Nominal and Real GDP 
Nominal: valued using the current period’s market prices 
Real: final goods and services price for a common base year to value the quantities produced in other 
years (adjusted for inflation so the price level of goods and services are held at a constant level)  
 
Chain Weighted GDP 

- Use the average of the growth rates of 2 consecutive years to model the real GDP of the 

other year 

Nominal, Real GDP and the GDP price index 

Nominal GDP=Real GDP x GDP Price Index 

Growth in Real GDP 

- Dominant feature of GDP is persistent increase over time 

- Reflects economic growth 

- Can be due to an increase in populati9on 

Real GDP per capita: real GDP divided by its population and is a measure of the average volume of 

final goods and services produced per person 

- Reflects changes in production of quantity of goods and services and not quality  

GDP and Economic Welfare 

- Increase in real GDP pc is generally a desirable feature but is an incomplete measure of 

economic welfare 

- Omits non-market activities such as household production and unpriced pollution 

externalities associated with pollution 

- Does not deal with the distribution of income 

- Does not capture quality of life factors such as crime rates, level of trust and honesty etc. 

Solutions? 

- make a series of adjustments to GDP to capture depreciation costs (Green GDP) and to 

include underground or informal economy 

- augmenting GDP with a variety of other economic and social indicators  



- seek to measure happiness directly, as opposed to deriving utility from production 

Fluctuations in GDP 

- short term fluctuations in the growth rate of real GDP is identified by the business cycle 

Business Cycle  

- fluctuations in the level of real GDP are frequently used as  a summary measure of the state 

of the business cycle 

Technical Recession 

Technical Recession: at least two consecutive quarters of negative growth in real GDP 

Consumer Price Index  

CPI: measure of the change over time in the cost of purchasing a fixed basket of goods and services 

- provides a measure of changes in the cost of living and in the level of prices faced by an 

average consumer 

- basket reflects the consumption a typical household consumes 

- calculated relative to a base year] 

CPI=cost in current year/cost in base year 

Rate of inflation can be calculated by (new-old)/old 

Inflation/Deflation: the general price level in an economy is rising/falling 

Biases in CPI 

- ignores quality improvements 

- consumption basket is held fixed at its base year level, E.g. if there’s a disease that affects the 

price of orange, the CPI would increase drastically due to a one-off event 

- often overestimate as substitution by consumer is ignored (substitution bias) 

- quality bias 

Trends in inflation and deflation 

- low and stable rate of inflation desirable, as many developed countries have inflation targes 

for monetary policy at 1=3% per annum 

- 1950, 1960 low and stable, 1960, 1970, sharp rise (above 10%) 

- Easier to maintain when inflation rates are low, and the fluctuations are less dramatic 

Costs of Inflation  

- If inflation is not anticipated, it may produce undesirable re-distribution of income or 

resources among different groups in the economy 

- Unexpected inflation causes a transfer form lender to borrowers 

- Indexing cost of inflation to all prices and wages is a solution, but is often imperfect due to 

policies such as income threshold for different marginal tax rates, since prices are rising, the 

real value of the extra money is negligible  

- Even if inflation is anticipated and fully indexed, there is menu costs (cost associat3ed with 

changing prices due to inflation) and shoe-leather costs (cost involved when people switch 

from transaction accounts – low interest to interest bearing assets) 



Optimal Rate of Inflation  

-  Low inflation can allow flexibility in reducing real wages (money wage/general price level), 

lowering money wage would cause workers to be unsatisfied, increasing general price level is 

usually more desirable and workers are less resistant 

- Greater scope for central banks to cut policy interest rates in response to bad show before 

hitting zero lower bound, as inflation is often associated with higher interest rates 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


