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WHAT’S MISSING FROM GDP?

by: Mijin Cha

his Demos Explainer explores how the Gross

Domestic Product (GDP) is used in measuring

our economic growth and whether alternative

measures are also needed to provide a more compre-

hensive outlook of economic progress.

WHAT IS GDP AND HOW IS IT USED?

GDP measures the output of goods and
services produced by labor and property located
within the U.S. during a given time period.! It was
developed in the 1930s as a way for policymakers
to gauge the recovery from the Great Depression.2
Reported quarterly, GDP has become the metric
economists and policymakers primarily look to for
analyzing the health of our economy and setting
economic policy. For instance, the White House
and Congress use GDP numbers to prepare the
Federal budget, the Federal Reserve uses GDP to
formulate monetary policy, and business interests
look to GDP as an indicator of economic activity
and performance.?

However, GDP is a measure of raw economic
activity, not a complete picture of economic prog-
ress. Even its chief architect, Simon Kuznets, rec
ognized the limitations of GDP and thought it was
a poor instrument for measuring economic devel

opment. GDP was never intended to become the

sole measurement of the state of our economy, let
alone a measure of societal progress. But in the
decades after World War |lI, GDP has become the
go-to metric for determining whether society is
progressing. Our economic policy has been largely
shaped by the end goal of maximizing GDP growth
without consideration of what the figure does and

does not measure.

WHAT DOES GDP MEASURE?
The formula used to calculate GDP is:

GDP = Consumption + Private Investment +

Government spending + Exports — Imports*

This calculation gives the monetary value of all the
goods and services purchased within national bor-
ders by persons, businesses, governments and for-
eigners. As a raw data analysis, GDP gives a good
broad overview of the market economic activity

that takes place within the U.S. However, because
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it does not differentiate between types of spend-
ing, and because it does not recognize non-market
forms of production and values without market
prices, GDP does not provide a complete picture
of economic and societal progress.

For example, GDP counts just broad catego-
ries of consumption and government spending.
It cannot distinguish between “good” and “bad”
spending. If government spending increases due to
responding to a natural disaster, like Superstorm
Sandy, or if it increases due to a substantial infra-
structure expansion program, there is no distinc-
tion in GDP accounting. Yet, the infrastructure
program is clearly better for our overall economy
and society. Likewise, if personal consumption in-
creases, GDP counts that as a positive sign, even
if the personal consumption is financed by credit

cards or other means that put households in debt.

WHAT DOES IT LEAVE OUT?
e Despite being a broad measure, there are
several things that GDP does not measure that
are essential for both the economy and society.

Most glaringly, GDP does not capture the distri-
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bution of growth and, as a result, cannot reflect
inequality. Since 1979, the bottom 20 percent
of earners saw their income increase by 18 per-
cent.® Over the same time period, the top twenty
percent of earners saw their incomes increase by
65 percent and the top one percent saw their in-
comes increase by an astonishing 277 percent. The
U.S. GDP, meanwhile, more than doubled over the
last 30 years with no ability to reflect the growing
income inequality. As the graph below shows, as
GDP has increased, so has the level of inequality.
s Yet, this disparity is not reflected in GDP num-
bers. GDP cannot distinguish between a positive
economic indicator, like increased spending due
to more disposable income, and a negative eco-
nomic indicator, like increased spending on credit
cards due to loss of wages or declining real value of
wages. (Since 1980, GDP per capita has increased
from $25,640 to $42,722 in 20107; over the same
time period, credit card debt increased by 285
percent to $3,480 per capita.)

GDP also does not capture the value added by
volunteer work, and does not capture the value

of caring for one’s own children. For example, if

FIGURE 2. | GROWTH FINANCED BY SPENDING NATURAL WEALTH

6.0 $50,000
B BIOCAPACITY (GHA/CAPITA)
B GDP IN BILLIONS OF CHAINED 2005 DOLLARS $45,000
5.0
$40,000
$35,000
4.0
$30,000
3.0 $25,000
$20,000
2.0
$15,000
$10,000
1.0
$5,000
0.0 $0

1961
1965
1970
1975
1980
1985
1990
1995
2000
2005
2008

SOURCE: Global Footprint Network

2 « JANUARY 2013



a family hires someone for childcare, that counts
in GDP accounting. If a parent stays home to care
for their child, however, the value is not counted
in GDP.

In addition, the enormous value of the coun-
try’s natural capital and ecosystems is also not
reflected in GDP.® Preserving the country’s nat-
ural resources—essential to our current and fu-
ture wealth—is not counted, but exploiting them
in an unsustainable manner is. Only when natural
resources are sold or somehow commoditized do
they show up in GDP calculations. For example,
if all of the fish in the sea were caught and sold
in in one year, global GDP would skyrocket, even
though the fishing industry itself would collapse
and the broader ecosystem would be damaged ir-
revocably. As shown below, our economic growth
is increasing at a rate that cannot be ecologically

sustained.

WHY DOES IT MATTER THAT GDP IS SEEN AS
a THE PRIMARY METRIC FOR PROGRESS?
The problem with overreliance on GDP is the role
that it plays in formulating policy and setting pri-
orities. If policymakers considered GDP only as a
measure of raw market economic activity in con-
junction with many other metrics, the flaws in it
would be less important. If poverty rates, inequali-
ty levels, natural capital accounts, and other met-
rics were taken into account as heavily as GDP,
then different policies and priorities would begin
to emerge. Instead, we are now focused solely on
increasing GDP, even though increasing poverty
rates, inequality levels, and other societal indica-
tors show that in many ways, we are experiencing
growth without progress.

For example, if policymakers relied on measures
of natural capital as well as GDP, the value of pre-
serving forests as carbon sinks and air purifiers
would provide economic justification for adopting
policies to preserve natural resources.® Likewise,

if economists and officials considered decreasing

FIGURE 3. | GROWTH VS. PROGRESS

45000.0

[l GPI PER CAPITA
B GDP PER CAPITA

40000.0

35000.0

30000.0

25000.0

20000.0

15000.0

10000.0

5000.0

1960
1965
1970
1975
1980
1985
1990
1995
2000
2004

SOURCE: Redefining Progress

inequality as central to economic progress, more
progressive taxation and pro-worker trade policies
would be more attractive.

ARE THERE ALTERNATIVE WAYS
o TO MEASURE PROGRESS?
There are several indicators that consider forms
of progress ignored in GDP, such as wellness, nat-
ural capital accounting, and even gross national
happiness. A more comprehensive single metric,
the Genuine Progress Indicator (GPI), provides a
complete picture of economic and social progress.
Under Governor Martin O’Malley, the state of
Maryland has been leading the way in adopting a
GPIl with the goal of integrating it into policymak-
ing decisions."

Maryland uses 26 indicators to calculate the
state GPI. The indicators are within three cate-
gories: economic, environmental and social. The
economic category indicators are similar to the

state’s gross product calculations. The environ-
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mental indicators measure factors such as the
costs of pollution, the cost of climate change, and
the cost of net changes in natural resources. The
social indicators include the value of education
and volunteering and the costs of crime and lost
leisure time.

Maryland’s GPI also captures the impact of in-
come inequality on the state’s economy. The state
uses the following equation to calculate Adjusted

Personal Consumption:

ADJUSTED PERSONAL CONSUMPTION
= Personal Consumption Expenditures /

Income Inequality

The higher the level of income inequality is, the
lower the state’s starting Adjusted Personal Con-
sumption level. The impact of this calculation is
clear: as inequality rises, this crucial measure of
consumption decreases. If inequality levels were
the same as in 2000, the state’s GPI would have
increased 4.15 percent in 2010 —instead, the GPI
rose just 0.25 percent in 2010. This reality pro-
vides a strong case for policymakers to focus on
decreasing the level of income inequality in the
state to improve the state’s overall economic and
social health.

Comparing GDP growth with GPI calculations,
it becomes clear that while we are growing, we are

not making progress.

CONCLUSION

Over-reliance on GDP distorts decision-making
affecting our economy and society. Other met-
rics such as the Genuine Progress Indicator are

beginning to provide a more comprehensive view

of economic and social progress to use when set-
ting national priorities. As Joseph Stiglitz stated
upon release of the report of the Commission on
the Measurement of Economic Performance and
Social Progress: “What you measure affects what
you do,” and if “you don’t measure the right thing,
you don’t do the right thing.”

ENDNOTES

1. See National Income and Product Accounts: Gross Domestic Product, at http://
www.bea.gov/newsreleases/national/gdp/gdpnewsrelease.htm.

2. See Beyond GDP, at http://www.demos.org/publication/beyond-gdp-new-mea-
sures-new-economy.

3. See Measuring the Economy A Primer on GDP and the National Income and
Product Accounts, at www.bea.gov/national/pdf/nipa_primer.pdf.

4. Seeid.

5. See Center on Budget and Policy Priorities: Income Inequality Series, at http://
www.offthechartsblog.org/tag/income-inequality-series/

6. See supra note 2.

7. See Table 679. Selected Per Capita Income and Product Measures in Current and
Chained (2005) Dollars: 1960 to 2010, at http://www.census.gov/compendia/
statab/2012/tables/1250679.pdf

8. See How Americans’ Love Affair with Debt Has Grown, at http://www.theatlan-
tic.com/business/archive/2010/09/how-americans-love-affair-with-debt-has-
grown/63552/

9. Seeid.

10. See Inclusive Wealth Index, at http://www.ihdp.unu.edu/file/download/9927.pdf

11. See Smart, Green, and Growing, at http://www.green.maryland.gov/mdgpi/
mdgpioverview.asp
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