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media. Indeed, it is hard to pick up a newspaper, check an online news service, 
or turn on the TV without seeing some newly reported statistic about the econ-
omy. The statistic might measure the total income of everyone in the economy 
(gross domestic product, or GDP), the rate at which average prices are rising or 
falling (inflation/deflation), the percentage of the labor force that is out of work 
(unemployment), total spending at stores (retail sales), or the imbalance of trade 
between the United States and the rest of the world (the trade deficit). All these 
statistics are macroeconomic. Rather than telling us about a particular household, 
firm, or market, they tell us something about the entire economy. 

As you may recall from Chapter 2, economics is divided into two branches: 
 microeconomics and macroeconomics. Microeconomics is the study of how 
 individual households and firms make decisions and how they interact with one 
another in markets. Macroeconomics is the study of the economy as a whole. 
The goal of macroeconomics is to explain the economic changes that affect many 
households, firms, and markets simultaneously. Macroeconomists address a broad 
variety of questions: Why is average income high in some countries and low in 
others? Why do prices sometimes rise rapidly while at other times they are more 
stable? Why do production and employment expand in some years and contract 
in others? What, if anything, can the government do to promote rapid growth in 
incomes, low inflation, and stable employment? These questions are all macroeco-
nomic in nature because they concern the workings of the entire economy.

Because the economy as a whole is a collection of many households and many 
firms interacting in many markets, microeconomics and macroeconomics are 
closely linked. The basic tools of supply and demand, for instance, are as central 
to macroeconomic analysis as they are to microeconomic analysis. Yet studying 
the economy in its entirety raises some new and intriguing challenges.

In this and the next chapter, we discuss some of the data that economists and 
policymakers use to monitor the performance of the overall economy. These data 
reflect the economic changes that macroeconomists try to explain. This chapter 
considers gross domestic product, which measures the total income of a nation. GDP 
is the most closely watched economic statistic because it is thought to be the sin-
gle best measure of a society’s economic well-being.

microeconomics
the study of how house-
holds and firms make 
decisions and how they 
interact in markets

macroeconomics
the study of 
 economy-wide 
 phenomena, including 
inflation, unemployment, 
and economic growth

23-1 The Economy’s Income and Expenditure
If you were to judge how a person is doing economically, you might first look at 
her income. A person with a high income can more easily afford life’s necessi-
ties and luxuries. It is no surprise that people with higher incomes enjoy higher 
standards of living—better housing, better healthcare, fancier cars, more opulent 
vacations, and so on. 

The same logic applies to a nation’s overall economy. When judging whether 
the economy is doing well or poorly, it is natural to look at the total income that 
everyone in the economy is earning. That is the task of gross domestic product. 

GDP measures two things at once: the total income of everyone in the economy and 
the total expenditure on the economy’s output of goods and services. GDP can per-
form the trick of measuring both total income and total expenditure because these two 
things are the same. For an economy as a whole, income must equal expenditure.

Why is this true? An economy’s income is the same as its expenditure because 
every transaction has two parties: a buyer and a seller. Every dollar of spending 
by some buyer is a dollar of income for some seller. Suppose, for instance, that 
Karen pays Doug $100 to mow her lawn. In this case, Doug is a seller of a ser-
vice and Karen is a buyer. Doug earns $100 and Karen spends $100. Thus, the 
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Having discussed the meaning of gross domestic product in general terms, let’s 
be more precise about how this statistic is measured. Here is a definition of GDP 
that focuses on GDP as a measure of total expenditure: 

•	 Gross domestic product (GDP) is the market value of all final goods and ser-
vices produced within a country in a given period of time.

This definition might seem simple enough. But in fact, many subtle issues arise 
when computing an economy’s GDP. Let’s therefore consider each phrase in this 
definition with some care.

23-2a “GDP Is the Market Value . . .”
You have probably heard the adage “You can’t compare apples and oranges.” Yet 
GDP does exactly that. GDP adds together many different kinds of products into a 
single measure of the value of economic activity. To do this, it uses market prices. 
Because market prices measure the amount people are willing to pay for different 
goods, they reflect the value of those goods. If the price of an apple is twice the 
price of an orange, then an apple contributes twice as much to GDP as does an 
orange. 

23-2b “. . . of All . . .”
GDP tries to be comprehensive. It includes all items produced in the economy and 
sold legally in markets. GDP measures the market value of not just apples and 
oranges but also pears and grapefruit, books and movies, haircuts and healthcare, 
and so on. 

GDP also includes the market value of the housing services provided by the 
economy’s stock of housing. For rental housing, this value is easy to calculate—
the rent equals both the tenant’s expenditure and the landlord’s income. Yet many 
people own their homes and, therefore, do not pay rent. The government includes 
this owner-occupied housing in GDP by estimating its rental value. In effect, 
GDP is based on the assumption that the owner is renting the house to herself. 
The  imputed rent is included both in the homeowner’s expenditure and in her 
 income, so it adds to GDP.

There are some products, however, that GDP excludes because measuring them 
is difficult. GDP excludes most items produced and sold illicitly, such as illegal 
drugs. It also excludes most items that are produced and consumed at home and, 
therefore, never enter the marketplace. Vegetables you buy at the grocery store are 
part of GDP; vegetables you grow in your garden are not.

These exclusions from GDP can at times lead to paradoxical results. For exam-
ple, when Karen pays Doug to mow her lawn, that transaction is part of GDP. But 
suppose Doug and Karen marry. Even though Doug may continue to mow Kar-
en’s lawn, the value of the mowing is now left out of GDP because Doug’s service 
is no longer sold in a market. Thus, their marriage reduces GDP.

23-2c “. . . Final . . .”
When International Paper makes paper, which Hallmark then uses to make a 
greeting card, the paper is called an intermediate good and the card is called a final 
good. GDP includes only the value of final goods. This is done because the value 

gross domestic product 
(GDP)
the market value of all 
final goods and services 
produced within a coun-
try in a given period of 
time

23-2 The Measurement of GDP
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of intermediate goods is already included in the prices of the final goods. Adding 
the market value of the paper to the market value of the card would be double 
counting. That is, it would (incorrectly) count the paper twice. 

An important exception to this principle arises when an intermediate good is 
produced and, rather than being used, is added to a firm’s inventory of goods for 
use or sale at a later date. In this case, the intermediate good is taken to be “final” 
for the moment, and its value as inventory investment is included as part of GDP. 
Thus, additions to inventory add to GDP, and when the goods in inventory are 
later used or sold, the reductions in inventory subtract from GDP. 

23-2d “. . . Goods and Services . . .”
GDP includes both tangible goods (food, clothing, cars) and intangible services 
(haircuts, housecleaning, doctor visits). When you buy a CD by your favorite 
band, you are buying a good, and the purchase price is part of GDP. When you 
pay to hear a concert by the same band, you are buying a service, and the ticket 
price is also part of GDP.

23-2e “. . . Produced . . .”
GDP includes goods and services currently produced. It does not include transac-
tions involving items produced in the past. When Ford produces and sells a new 
car, the value of the car is included in GDP. But when one person sells a used car 
to another person, the value of the used car is not included in GDP.

23-2f “. . . Within a Country . . .”
GDP measures the value of production within the geographic confines of a coun-
try. When a Canadian citizen works temporarily in the United States, her produc-
tion is part of U.S. GDP. When an American citizen owns a factory in Haiti, the 
production at her factory is not part of U.S. GDP. (It is part of Haiti’s GDP.) Thus, 
items are included in a nation’s GDP if they are produced domestically, regardless 
of the nationality of the producer.

23-2g “. . . In a Given Period of Time.”
GDP measures the value of production that takes place within a specific interval 
of time. Usually, that interval is a year or a quarter (3 months). GDP measures the 
economy’s flow of income, as well as its flow of expenditure, during that interval.

When the government reports the GDP for a quarter, it usually presents GDP 
“at an annual rate.” This means that the figure reported for quarterly GDP is the 
amount of income and expenditure during the quarter multiplied by 4. The gov-
ernment uses this convention so that quarterly and annual figures on GDP can be 
compared more easily.

In addition, when the government reports quarterly GDP, it presents the data 
after they have been modified by a statistical procedure called seasonal adjustment. 
The unadjusted data show clearly that the economy produces more goods and 
services during some times of the year than during others. (As you might guess, 
December’s holiday shopping season is a high point.) When monitoring the con-
dition of the economy, economists and policymakers often want to look beyond 
these regular seasonal changes. Therefore, government statisticians adjust the 
quarterly data to take out the seasonal cycle. The GDP data reported in the news 
are always seasonally adjusted. 
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23-3 The Components of GDP
Spending in an economy takes many forms. At any moment, the Smith family 
may be having lunch at Burger King; Ford may be building a car factory; the 
U.S. Navy may be procuring a submarine; and British Airways may be buying 
an airplane from Boeing. GDP includes all of these various forms of spending on  
domestically produced goods and services.

To understand how the economy is using its scarce resources, economists 
study the composition of GDP among various types of spending. To do this, GDP 
(which we denote as Y) is divided into four components: consumption (C), invest-
ment (I), government purchases (G), and net exports (NX):

Y 5 C 1 I 1 G 1 NX.

This equation is an identity—an equation that must be true because of how the 
variables in the equation are defined. In this case, because each dollar of expendi-
ture included in GDP is placed into one of the four components of GDP, the total 
of the four components must be equal to GDP. Let’s look at each of these four 
components more closely.

23-3a Consumption
Consumption is spending by households on goods and services, with the excep-
tion of purchases of new housing. Goods include durable goods, such as automo-
biles and appliances, and nondurable goods, such as food and clothing. Services 
include such intangible items as haircuts and medical care. Household spending 
on education is also included in consumption of services (although one might  
argue that it would fit better in the next component). 

23-3b Investment
Investment is the purchase of goods (called capital goods) that will be used in the 
future to produce more goods and services. Investment is the sum of purchases 
of business capital, residential capital, and inventories. Business capital includes 
business structures (such as a factory or office building), equipment (such as a 
worker’s computer), and intellectual property products (such as the software that 
runs the computer). Residential capital includes the landlord’s apartment build-
ing and a homeowner’s personal residence. By convention, the purchase of a new 
house is the one type of household spending categorized as investment rather 
than consumption.

As mentioned earlier, the treatment of inventory accumulation is noteworthy. 
When Apple produces a computer and adds it to its inventory instead of selling it, 
Apple is assumed to have “purchased” the computer for itself. That is, the national 
income accountants treat the computer as part of Apple’s investment spending. (If 
Apple later sells the computer out of inventory, Apple’s inventory investment will 
then be negative, offsetting the positive expenditure of the buyer.) Inventories are 
treated this way because one aim of GDP is to measure the value of the economy’s 
production, and goods added to inventory are part of that period’s production.

Notice that GDP accounting uses the word investment differently from how 
you might hear the term in everyday conversation. When you hear the word 
 investment, you might think of financial investments, such as stocks, bonds, and 
mutual funds—topics that we study later in this book. By contrast, because GDP 
measures expenditure on goods and services, here the word investment means 

consumption
spending by households 
on goods and services, 
with the exception of  
purchases of new housing

investment
spending on business 
capital, residential  
capital, and inventories
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countries have different laws: In the Nether-
lands, for instance, prostitution is legal, as 
is marijuana. Those commercial transactions 
(or at least those that are recorded and taxed) 
are already part of Dutch GDP. Not including 
them in Italy’s or Spain’s GDPs can thus make 
it challenging to compare national numbers.

That is why Spain, Italy, Belgium, and the 
U.K. have in recent months moved to include 
illegal drugs and nonlicensed sex trade in their 
national accounts. The U.K. Office for National 
Statistics in particular approached its mandate 
with wonkish seriousness, publishing a 20-
page précis of its methodology that explained 
how it would, say, calculate the dollar amount 
of prostitution (police records help) or deal with 
domestically produced drugs versus imported 
drugs. The result, which will be formally an-
nounced in September, will be an additional 10 
billion pounds added to Great Britain’s GDP.

France, however, has demurred. A nation 
with a clichéd reputation for a certain savoir 
faire when it comes to sex and other nocturnal 

activities has decided (or at least its bureau-
crats have) that in spite of an EU directive, 
it will not calculate the effects of illegal  
activities that are often nonconsensual or 
nonvoluntary. That is clearly the case for some 
prostitution—one French minister stated that 
“street prostitution” is largely controlled by 
the Mafia—and the same could be reason-
ably said of the use of some hard drugs, given 
their addictive nature.

There is undeniably a strong moralistic 
component in the French decision. By aver-
ring that because they are not voluntary or 
consensual these exchanges should not be 
included in GDP, the French government is 
placing a moral vision of what society should 
be ahead of an economic vision of what soci-
ety is. That in turn makes an already messy 
statistic far messier, and that serves no one’s 
national interests. . . .

With all of GDP’s limitations, adding a 
new moral dimension would only make the 
number that much less useful. After all, why 

stop at not including prostitution because it 
degrades women? Why not refuse to measure 
coal production because it degrades the envi-
ronment? Why not leave out cigarette usage 
because it causes cancer? The list of possible 
exclusions on this basis is endless.

If GDP is our current best metric for national 
output, then at the very least it should attempt 
to include all measurable output. The usually 
moralistic United States has actually been 
 including legal prostitution in Nevada and now 
marijuana sales and consumption in Colorado, 
California, and Washington without any strong 
objections based solely on the argument that 
these are commercial exchanges that constitute 
this fuzzy entity we call “the economy.”…

Not measuring drugs and sex won’t make 
them go away, but it will hobble efforts to 
understand the messy latticework of our eco-
nomic lives, all in a futile attempt to excise 
what we do not like. ■

Source: Slate, June 20, 2014.

Case 
study

tHe Components of U.s. GDp 
Table 1 shows the composition of U.S. GDP in 2015. In this year, the 
GDP of the United States was almost $18 trillion. Dividing this num-
ber by the 2015 U.S. population of 321 million yields GDP per person 

(sometimes called GDP per capita). In 2015 the income and expendi-
ture of the average American was $55,882.

Consumption made up 68 percent of GDP, or $38,218 per person. Investment 
was $9,402 per person. Government purchases were $9,919 per person. Net exports 
were −$1,657 per person. This number is negative because Americans spent more 
on foreign goods than foreigners spent on American goods.

to a buyer in another country, such as Boeing’s sale of an airplane to British Air-
ways, increases net exports.

The net in net exports refers to the fact that imports are subtracted from exports. 
This subtraction is made because other components of GDP include imports of 
goods and services. For example, suppose that a household buys a $40,000 car from 
Volvo, the Swedish carmaker. This transaction increases consumption by $40,000 
because car purchases are part of consumer spending. It also reduces net exports 
by $40,000 because the car is an import. In other words, net exports include goods 
and services produced abroad (with a minus sign) because these goods and ser-
vices are included in consumption, investment, and government purchases (with 
a plus sign). Thus, when a domestic household, firm, or government buys a good 
or service from abroad, the purchase reduces net exports, but because it also raises 
consumption, investment, or government purchases, it does not affect GDP.
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To sum up: Nominal GDP uses current prices to place a value on the economy’s produc-
tion of goods and services. Real GDP uses constant base-year prices to place a value on the 
economy’s production of goods and services. Because real GDP is not affected by changes 
in prices, changes in real GDP reflect only changes in the amounts being produced. 
Thus, real GDP is a measure of the economy’s production of goods and services. 

Our goal in computing GDP is to gauge how well the overall economy is per-
forming. Because real GDP measures the economy’s production of goods and ser-
vices, it reflects the economy’s ability to satisfy people’s needs and desires. Thus, 
real GDP is a better gauge of economic well-being than is nominal GDP. When 
economists talk about the economy’s GDP, they usually mean real GDP rather 
than nominal GDP. And when they talk about growth in the economy, they mea-
sure that growth as the percentage change in real GDP from one period to another.

23-4b The GDP Deflator
As we have just seen, nominal GDP reflects both the quantities of goods and ser-
vices the economy is producing and the prices of those goods and services. By 
contrast, by holding prices constant at base-year levels, real GDP reflects only the 
quantities produced. From these two statistics, we can compute a third, called the 
GDP deflator, which reflects only the prices of goods and services.

The GDP deflator is calculated as follows:

Because nominal GDP and real GDP must be the same in the base year, the GDP 
deflator for the base year always equals 100. The GDP deflator for subsequent 
years measures the change in nominal GDP from the base year that cannot be  
attributable to a change in real GDP.

The GDP deflator measures the current level of prices relative to the level of 
prices in the base year. To see why this is true, consider a couple of simple exam-
ples. First, imagine that the quantities produced in the economy rise over time but 
prices remain the same. In this case, both nominal and real GDP rise at the same 
rate, so the GDP deflator is constant. Now suppose, instead, that prices rise over 
time but the quantities produced stay the same. In this second case, nominal GDP 
rises but real GDP remains the same, so the GDP deflator rises. Notice that, in 
both cases, the GDP deflator reflects what’s happening to prices, not quantities. 

Let’s now return to our numerical example in Table 2. The GDP deflator is com-
puted at the bottom of the table. For the year 2016, nominal GDP is $200 and real 
GDP is $200, so the GDP deflator is 100. (The deflator is always 100 in the base 
year.) For the year 2017, nominal GDP is $600 and real GDP is $350, so the GDP 
deflator is 171. 

Economists use the term inflation to describe a situation in which the economy’s 
overall price level is rising. The inflation rate is the percentage change in some 
measure of the price level from one period to the next. Using the GDP deflator, the 
inflation rate between two consecutive years is computed as follows:

Because the GDP deflator rose in year 2017 from 100 to 171, the inflation rate is 
100 3 (171 2 100)/100, or 71 percent. In 2018, the GDP deflator rose to 240 from 
171 the previous year, so the inflation rate is 100 3 (240 2 171)/171, or 40 percent. 

The GDP deflator is one measure that economists use to monitor the average level 
of prices in the economy and thus the rate of inflation. The GDP deflator gets its name 

GDP deflator
a measure of the price 
level calculated as the 
ratio of nominal GDP to 
real GDP times 100
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arranged with friends. To find each other in 
the sprawling park nearby, he and his pals 
used an app that tracked their location,  
allowing them to meet up quickly. The same 
tool can track the movement of workers in a 
warehouse, office or shopping mall.

“Obviously that’s a productivity enhance-
ment,” Mr. Varian says. “But I doubt that gets 
measured anywhere.”

Consider the efficiency of hailing a taxi 
with an app on your mobile phone, or finding 
someone who will meet you at the airport and 
rent your car while you’re away, a new service 
in San Francisco. Add in online tools that  
instantly translate conversations or help  
locate organ donors—the list goes on and on. 

Surely, Mr. Varian says, they also make the 
U.S. more productive….

One problem with the government’s pro-
ductivity measure, Mr. Varian says, is that it 
is based on gross domestic product, the tally 
of goods and services produced by the U.S. 

economy. GDP was conceived in the 1930s, 
when economists worried mostly about how 
much, for example, steel and grain were pro-
duced—output easy to measure compared 
with digital goods and services.

Technological improvements and time-
saving apps are trickier. For one thing, it is 
tough to capture the full impact of quality 
improvements. For example, if a newer model 
car breaks down less often than older models 
but costs the same, the consumers’ gain can 
get lost in the ether….

The U.S. Labor Department has sought 
to update its GDP measure over the years to  
include more intangibles, such as adjusting 
for higher quality. Productivity measures of 
computer chips, for example, are periodically 
updated to account for faster speeds. But 
critics say the process lags behind badly….

Silicon Valley’s complaints echo earlier 
eras. The introduction in the last century of 
indoor plumbing and household appliances 

drastically increased the efficiency of per-
forming domestic chores. But since domestic 
labor isn’t counted in GDP either, the time 
saved hauling water or washing clothes by 
hand didn’t show up in productivity numbers.

However, these timesaving technolo-
gies—among other factors—eventually led 
to the flood of women into the workforce start-
ing in the 1960s, which, in turn, sent U.S. 
output soaring. 

Mr. Varian is convinced something similar 
will happen again. At the heart of his argument 
is the Internet search, cutting short the time to, 
say, learn how to grow geraniums or find the 
best Mexican restaurant—a free tool that pro-
vides uncounted value at home and at work…. 
“To be fair,” he says, “as we adopt technologies 
that save time in these nonmarket activities, 
that frees up time for market-based activities 
which will show up in GDP.” ■

Source: The Wall Street Journal, July 17, 2015.

nor our wisdom, nor our devotion to our country. It measures everything, in 
short, except that which makes life worthwhile, and it can tell us everything 
about America except why we are proud that we are Americans.

Much of what Robert Kennedy said is correct. Why, then, do we care about GDP?
The answer is that a large GDP does in fact help us to lead good lives. GDP 

does not measure the health of our children, but nations with larger GDP can 
afford better healthcare for their children. GDP does not measure the quality of 
their education, but nations with larger GDP can afford better educational sys-
tems. GDP does not measure the beauty of our poetry, but nations with larger 
GDP can afford to teach more of their citizens to read and enjoy poetry. GDP does 
not take account of our intelligence, integrity, courage, wisdom, or devotion to 
country, but all of these laudable attributes are easier to foster when people are 
less concerned about being able to afford the material necessities of life. In short, 
GDP does not directly measure those things that make life worthwhile, but it does 
measure our ability to obtain many of the inputs for a worthwhile life. 

GDP is not, however, a perfect measure of well-being. Some things that con-
tribute to a good life are left out of GDP. One is leisure. Suppose, for instance, that 
everyone in the economy suddenly started working every day of the week, rather 
than enjoying leisure on weekends. More goods and services would be produced, 
and GDP would rise. But despite the increase in GDP, we should not conclude 
that everyone would be better off. The loss from reduced leisure would offset the 
gain from producing and consuming a greater quantity of goods and services.

Because GDP uses market prices to value goods and services, it excludes the 
value of almost all activity that takes place outside markets. In particular, GDP 
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and GDP might rise. Yet well-being would most likely fall. The deterioration 
in the quality of air and water would more than offset the gains from greater 
production.

GDP also says nothing about the distribution of income. A society in which 
100 people have annual incomes of $50,000 has GDP of $5 million and, not sur-
prisingly, GDP per person of $50,000. So does a society in which 10 people earn 
$500,000 and 90 suffer with nothing at all. Few people would look at those two 
situations and call them equivalent. GDP per person tells us what happens 
to the average person, but behind the average lies a large variety of personal 
experiences.

Source: Peter Klenow and Charles Jones, Stanford University. Data are for 2000.

For the purpose of comparing well-being 
across countries, asking people how they feel 
might be better than monetary measures. 
Angus Deaton, an economist at Princeton 
University, notes that placing values on the 
extremely different goods and services con-
sumed in the U.S. and, say, Tajikistan, can 
be impossible to do in a comparable way. Just 

asking people about their situation could be 
much easier and no less accurate.

Surveys already play a meaningful role 
in the way many countries assess their per-
formance, from consumer confidence in the 
U.S. to the Netherlands’s Life Situation Index, 
which accounts for factors such as relation-
ships and community involvement. 

As part of its effort to gauge well-being, 
the U.K. plans to add more subjective ques-
tions to its household surveys.

But surveys can also send misleading policy 
signals. Mr. Wolfers, for example, has found that 
surveys of women’s subjective well-being in the 
U.S. suggest that they are less happy than they 
were four decades ago, despite improvements 

in wages, education and other objective mea-
sures. That, he says, doesn’t mean the feminist 
movement should be reversed. Rather, it could 
be related to rising expectations or greater 
frankness among the women interviewed.

Peoples’ true preferences are often re-
vealed more by what they do than by what 
they say. Surveys suggest people with chil-
dren tend to be less happy than those with-
out, yet people keep having children—and 
nobody would advocate mass sterilization to 
improve overall well-being.

“What we care about in the world is not 
just happiness,” says Mr. Wolfers. “If you 
measure just one part of what makes for a full 
life you’re going to end up harming the other 
parts.”

For the time being, that leaves policy 
makers to choose the measures of success 
that seem most appropriate for the task at 
hand. That’s not ideal, but it’s the best eco-
nomics has to offer. ■

Source: The Wall Street Journal, January 10, 2011.
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Happily ever after

More wealth doesn’t always translate into greater quality of life, when factors such as
leisure and length of life are included.

U.S.

Germany

France

Japan

Hong Kong

Italy

U.K.

Singapore

South Korea

Mexico

Brazil

Russia

Thailand

Indonesia

China

South Africa

India

Botswana

Malawi

Well-being index

100.0100.0

74.098.0

70.197.4

72.491.5

82.190.0

69.589.7

69.889.0

82.943.6

47.129.7

25.917.4

21.812.2

20.98.6

18.47.1

10.86.6

11.35.3

21.64.4

6.63.5

17.91.8

2.90.4

Per capita GDP index
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23-6 Conclusion
In this chapter we learned how economists measure the total income of a nation. 
Measurement is, of course, only a starting point. Much of macroeconomics is 
aimed at revealing the long-run and short-run determinants of a nation’s gross 
domestic product. Why, for example, is GDP higher in the United States and 
 Japan than in India and Nigeria? What can the governments of the poorest coun-
tries do to promote more rapid GDP growth? Why does GDP in the United States 
rise rapidly in some years and fall in others? What can U.S. policymakers do to 
reduce the severity of these fluctuations in GDP? These are the questions we will 
take up shortly. 

At this point, it is important to acknowledge the significance of just measur-
ing GDP. We all get some sense of how the economy is doing as we go about our 
lives. But the economists who study changes in the economy and the policymak-
ers who formulate economic policies need more than this vague sense—they need 
concrete data on which to base their judgments. Quantifying the behavior of the 
economy with statistics such as GDP is, therefore, the first step to developing a 
science of macroeconomics.

1. If the price of a hot dog is $2 and the price of a ham-
burger is $4, then 30 hot dogs contribute as much to 
GDP as _____ hamburgers.
a. 5
b. 15
c. 30
d. 60

2. Angus the sheep farmer sells wool to Barnaby the 
knitter for $20. Barnaby makes two sweaters, each of 
which has a market price of $40. Collette buys one of 
them, while the other remains on the shelf of Barna-
by’s store to be sold later. What is GDP here?
a. $40
b. $60
c. $80
d. $100

3. Which of the following does NOT add to U.S. GDP?
a. Air France buys a plane from Boeing, the U.S. air-

craft manufacturer.
b. General Motors builds a new auto factory in North 

Carolina.
c. The city of New York pays a salary to a policeman.
d. The federal government sends a Social Security 

check to your grandmother.

4. An American buys a pair of shoes made in Italy. 
How do the U.S. national income accounts treat the 
transaction?
a. Net exports and GDP both rise.
b. Net exports and GDP both fall.
c. Net exports fall, while GDP is unchanged.
d. Net exports are unchanged, while GDP rises.

5. Which is the largest component of GDP?
a. consumption 
b. investment
c. government purchases
d. net exports

6. If all quantities produced rise by 10 percent and 
all prices fall by 10 percent, which of the following 
occurs?
a. Real GDP rises by 10 percent, while nominal GDP 

falls by 10 percent.
b. Real GDP rises by 10 percent, while nominal GDP 

is unchanged.
c. Real GDP is unchanged, while nominal GDP rises 

by 10 percent.
d. Real GDP is unchanged, while nominal GDP falls 

by 10 percent.

CHapter QuickQuiz
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into bread, which she sells to consumers for $180. Con-
sumers eat the bread.
a. What is GDP in this economy? Explain.
b. Value added is defined as the value of a producer’s 

output minus the value of the intermediate goods 
that the producer buys to make the output. Assum-
ing there are no intermediate goods beyond those 
described above, calculate the value added of each of 
the three producers.

c. What is total value added of the three producers in 
this economy? How does it compare to the econo-
my’s GDP? Does this example suggest another way 
of calculating GDP?

10. Goods and services that are not sold in markets, such 
as food produced and consumed at home, are generally 
not included in GDP. Can you think of how this might 
cause the numbers in the second column of Table 3 to be 
misleading in a comparison of the economic well-being of 
the United States and India? Explain.

11. The participation of women in the U.S. labor force has 
risen dramatically since 1970.
a. How do you think this rise affected GDP?
b. Now imagine a measure of well-being that includes 

time spent working in the home and taking leisure. 

How would the change in this measure of well-being 
compare to the change in GDP?

c. Can you think of other aspects of well-being  
that are associated with the rise in women’s  
labor-force participation? Would it be practical to 
construct a measure of well-being that includes 
these aspects?

12. One day, Barry the Barber, Inc., collects $400 for hair-
cuts. Over this day, his equipment depreciates in value 
by $50. Of the remaining $350, Barry sends $30 to the 
government in sales taxes, takes home $220 in wages, 
and retains $100 in his business to add new equipment 
in the future. From the $220 that Barry takes home, he 
pays $70 in income taxes. Based on this information, 
compute  Barry’s contribution to the following measures 
of income.
a. gross domestic product
b. net national product
c. national income
d. personal income
e. disposable personal income

  To find additional study resources, visit cengagebrain.com,  
and search for “Mankiw.”
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