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IV. Measuring Economic Growth
A. Real GDP is used to calculate the economic growth rate.

1. The economic growth rate is the percentage change in the quantity of goods
and services produced from one year to the next.

2. Economic growth is measured so we can make comparisons of:

a) economic welfare
b) international welfare
) business cycle forecasts
B. Economic welfare measures the nation’s overall state of well-being, that is, its
standard of living. Real GDP is not a perfect measure of economic welfare for seven
reasons:

1. Quality improvements tend to be neglected in calculating real GDP so the
inflation rate is overstated and real GDP understated.

2. Real GDP does not include household production, that is, productive activities
done ih and around the house by the homeowner.

3. Real GDP, as measured, omits the underground economy, which is illegal
economic activity or legal economic activity that goes unreported for tax avoidance
reasons.

4. Health and life expectancy are not directly included in real GDP.

5. Leisure time, a valuable component of an individual’'s welfare, is not included in
real GDP.

6. Environmental damage is excluded from real GDP.

7. Political freedom and social justice are not included in real GDP.
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Two special problems arise in making these comparisons:
1. Real GDP of one country must be converted into the same currency units as the
real GDP of the other country, so the exchange must be used.
2. The same prices must be used to value the goods and services in the countries
being compared.

a) Using the exchange rate to compare GDP in one country with GDP in
another country is problematic because prices of particular products in one country may be
much less or much more than in the other country.

b) Using the exchange rate to value Chinese GDP in dollars leads to an
estimate that U.S. real GDP per person was 69 times Chinese real GDP per person.

c) Using purchasing power parity prices leads to an estimate that per person
GDP in the United States is (only) 12 times that in China.

D. Real GDP is used to measure business cycle fluctuations. These fluctuations are
probably accurately timed but the changes in real GDP probably overstate the changes in

total production and people’s welfare caused by business cycles.





