Economic activity and how it is measured
All over the world, there is constant commerce. Goods and services are produced, sold and bought, and money switches hands faster and faster as we consume more and more. Imagine how much trade goes on in a country during a single day, let alone in a year! The models that you will encounter in this lesson try to illustrate and measure the economic performance of countries in order for us to better understand what is going on.
The circular flow of income
The most basic model for illustrating the economic performance of a country is known as the "circular flow of income" model. Remember from the section on Microeconomics that there are four fundamental factors of production; land, labour, capital and enterprise. These factors form the basis of all production in a country, and they are provided by households. In return for the factors of production, the households receive income. The income that they receive can then be used to purchase the goods and services produced by the firms, and as firms produce goods and services, they need factors of production! In this way, there is a constant circular flow of financial resources in the economy. The value of the factors of production is equal to the payments for them, and the value of the goods and services produced is, in turn, equal to the expenditure on them.
Leakages and injections
[image: Leakages]While income circulates within an economy, from households via firms and back to the households, there are also certain leakages out of, andinjections into, the flow that you need to be aware of. Imagine that you are working as a hotel receptionist. You provide the labour factor in the production of hotel services. In return, the hotel pays you wages. However, all of the wages will not pass directly into your bank account. The government will deduct taxes, say 20%, that you will not be able to spend on goods and resources. Furthermore, rather than spending the money, you may wish to save some of it for the future, i.e. for a trip abroad. In other words, savings also constitute a leakage out of the flow. Finally, some of the products and services that you buy are likely to be produced abroad. That is, you will spend some of your money on imports. Money will thus flow out of your country and into another.
On the other hand, there are also corresponding injections into the economy. The government will use the tax money in order to pay wages for doctors and nurses working for national health institutions, to finance railroad projects, to pay for education etc. Government spendingtherefore constitutes an injection into the economy. Similarly, when you use your savings in order to buy for example a house or a car, your investment will constitute another injection. Finally, just as you buy imports from abroad, people in other countries will buy products from your country. Thus, exports also make up an injection into the economy. However, this is NOT to say that injections and leakages will always be equal! In fact, in all economies, one is very likely to be greater than the other, and the size of the leakages and injections will be influenced by both monetary policy and fiscal policy – two terms that you will be very familiar with after you have studied macroeconomics. In other words, the size of the circular flow of income depends on the relative sizes of injections and leakages.
The circular flow of income, including the injections and leakages are summarised in the picture below.
[image: Circular flow of income]
Measuring national income
[image: How hot is the economy?]
In order to track and compare the economic progress of different countries, it is important to be able to measure the national income. Remember that the circular flow of income within a country means all income flows are equal. This means that regardless of what flow in the above picture you measure, you should get the same result. Economists make use of this fact, and there are, in fact, three methods that are used when calculating national income:
· The income method measures the total value of the payments for the factors of production paid by firms to the households, including wages as well as rent etc.
· The expenditure method measures the value of the total expenditure on goods and services in the economy.
· The output method involves measuring the value of all final goods and services produced by the firms in a country. "Final" goods and services are those that are sold to consumers. The value of intermediate products (such as the various components used in a computer later sold to a consumer) is not included since this would involve a “double count” of the products, and hence give too high a value of the output produced.
And, because it is a circular flow:
 
Important
National Income = National Output = National Expenditure
 
Examiner Tip
Note that, in practice, the values calculated for each of the above may be different. This however is a result of inaccuracies and mistakes in the data collection rather than different things being measured. Discrepancies are merely a result of the fact that reality often falls short of the accuracy of economic models! For example, money paid for labour activities in parallel markets would not be counted.
GDP and GNP
The IB syllabus requires you to be able to distinguish between and discuss different ways of expressing the national income. While the most common term used to denote the measurement is Gross Domestic Product or GDP, you have to be able to distinguish this measurement from that of Gross National Product, or GNP.
 
Important
GDP (gross domestic product) is the value of all final goods and services produced by firms within the geographical borders of a country.
 
Important
GNP (gross national product) is the value of all final goods and services produced by factors of production owned by nationals of a country.
 
Examiner Tip
The term Gross National Income, GNI, mentioned in the IB syllabus can be used interchangeably with GNP.
In other words, if you would measure the GDP of the United States, you would include the value of the goods produced by a Japanese car manufacturer in Detroit. The value of the goods would however not be included in the Japanese GDP. On the other hand, if you would measure the U.S. GNP, you would have to deduct the value of the goods produced in the Japanese factory, and add the value to the Japanese GNP. Similarly, you would add the value of the goods produced by an American car manufacturer located in Japan to the American GNP.
 
Examiner Tip
Note that GDP is the better measurement when discussing issues such as inflation and unemployment. This is a result of the fact that the Japanese car manufacturer located in Detroit is likely to employ Americans rather than Japanese people and vice versa. GDP should therefore be your first choice when discussing most macroeconomic questions that you will encounter in this course. On the other hand, when looking at foreign direct investment and comparing the value of the resources owned by a country, it would be preferable to use GNP.
Nominal and real GDP
Another distinction that you need to be aware of is that between nominal GDP and real GDP. If you would compare the GDP of one country from one year to another, you are likely to find that it will have risen. However, this is not to say that the value of the goods and services produced has actually increased. Instead, the higher GDP may just be a result of higher prices, i.e. inflation. While nominal GDP looks at the value of the final goods and services produced at face value, real GDP is the value after it has been adjusted for inflation.
 
Important
Real GDP = Nominal GDP adjusted for inflation (the value of all final goods and services adjusted for inflation).
Total GDP and GDP per capita
Finally, you also have to be able to distinguish between total GDP and GDP per capita. “Per capita” literally means “per head” and it is an expression of the value of the final goods and services produced by each person in the country on average.
 
Important
GDP per capita is the total GDP divided by the size of the population
GDP per capita is a much better way of expressing national income when comparing the economic performances of countries. Small countries like Sweden, Norway or Singapore are economically successful, but their total GDP cannot be compared to countries like India, Russia and Brazil. In terms of GDP per capita however, the former countries rank much higher.
For a list of countries by GDP per capita, check this wikipedia link.
Also, for a very interesting illustration of the connection between GDP per capita and life expectancy, have a look at this chart produced by GapMinder.
Calculations using national income - HL
For Paper 3, HL students may be required to calculate real GDP from nominal GDP “using a price deflator”. The price deflator that the syllabus refers to is simply the number by which you multiply the nominal GDP in order to get the real GDP, and it is calculated using the inflation rate.
Example
The nominal GDP of the United States in 2009 was USD 14 100 billion, and the nominal GDP in 2010 was 14 650 billion dollars. Knowing that the inflation rate was 3%, you may calculate the real GDP for 2010.
The price deflator is calculated using index numbers. Let the index number for 2009 be 100. The index number for 2010 is then 103 (100 + the inflation rate).
Thus 100103 is the price deflator that you should use. In other words, the real GDP for 2010 is:
100103×USD 14650  billion=USD 14223 billion
Green GDP
In 2004, China surprised the world by announcing that they would start producing figures showing their “Green GDP”. This would illustrate the impact of environmental destruction by deducting environmental costs associated with the production of goods and services from the real GDP.
 
Important
Green GDP = real GDP – environmental costs of production
While China produced figures of green GDP for 2004, political disagreement regarding the way in which such figures should be calculated led to abandoning of the idea merely a year after its introduction. India as well as the European Union are now investigating the best way to calculate and present figures of green GDP however in order to further draw the attention to environmental problems.
 
What you should know
· The circular flow of income means that financial resources circulate between firms and households without leaving the economy.
· There are both injections into, and leakages out of the circular flow of income.
· National income can be measured via the income, expenditure and output methods. Because of the circular flow of income, you get the same result regardless of the method used.
· While GDP encompasses the value of everything produced within the geographical borders of a country, GNP encompasses everything produced by the factors of production owned by the people of a certain country.
· Real GDP is nominal GDP adjusted for inflation.
· GDP per capita means GDP divided by the total population.
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