Measuring Economic Growth


The Gross Domestic Product (GDP) plays a key role in determining how an economy is doing.  Although it isn’t an accurate figure due to such things like unreported income and production, it’s a figure that is used often to measure the nation’s standard of living.  One may ask; what are some of the other factors?

             Factors of Production Flow 1
As illustrated in the Factors of Production flow, Factors of Production leave from the Households to the Input Markets.  From there, these same factors are passed on to businesses which use the resources to supply goods and services to the Output Markets.  The Households in-turn buys the goods and services supplied by the Businesses in the Output Markets.  As a result, the money spent flows back around in the opposite way.  Households use the money from resources to pay for the goods and services supplied by businesses in the Output Markets.  Businesses use the revenue to pay for Factors of Production.  And that money returns to the households as income.  As to the question comparing Demand and Supply with the chicken and the egg, “Which came first?” we know that Demand and Supply go hand-in-hand, thus they both come first.
There are four components in measuring the GDP: Consumption, Investments, Government Spending, and Net Exports.  The sum of these, make up the GDP.  Consumption is the major contributor to the GDP while Government Spending only makes up 20% of the GDP.  To calculate Net exports, we must subtract the total import from the total export.  A negative Net Export means we have a trade deficit, while a positive Net Export means we have a trade surplus.  Now that you know how to calculate GDP, What about the GDP helps to determine the standard of living?

Real GDP indicates that per capita, the U.S. has the greatest standard of living; at least material wise.  Higher productivity, which is used to determine the real GDP, leads to stress, less leisure time, and environmental degradation.  In return, we are left with a lower quality of life and well being.  

One thing that real GDP does not measure is income distribution.  You may see that two countries have the same GDP, yet one of the two may have more poverty that the other.  Real GDP only looks at the aggregate well being and not the distribution of well being.  Sweden is an example of a good balance between the two.  Here, the country has high productivity, but with an emphasis on social welfare.  Per capita, Sweden has a GDP among the highest in the world.  
However, Real GDP continues to be the best single indicator of macroeconomic performance, and it will always influence government and private sector planning.
