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Real versus Nominal GDP

Why use real GDP to measure economic activity?

Imagine a world with only 2 goods

bread and wine

2006


loaves

price

Bread

1000

1.00
=
1000



bottles

Wine

50

2.00
=
 100
Nominal GDP in 2006      

=
1100

Since 2006 is the base year
Real GDP in 2006 


= 
1100

2007
Bread

500
x
2
=
1000

Wine

50
x
4
=
 200


Nominal GDP in 2007


1200

Use 2006 prices to compare output in 2007 to output in 2006.

2007



2006 prices
Bread

500
x
1
=
 500

Wine

50
x
2
=
 100


Real GDP in 2007


 
600

From 2006 to 2007 two things change P and Q;  price indices hold P constant so we can evaluate changes in Q.



           price of all goods and services

use 2006 goods and

Price Index =
                  in a given year


     2007 prices               



           prices of the same goods in 
            use 2006 good and

 


       the base year


      2006 prices

business cycle ≈ alternating periods of economic growth and contraction
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Recession ≈ growth of < 0% for 2 consecutive quarters 

Growth recession
0 < growth < 3

Expansion period
growth > 3

