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UNIT 1: NATIONAL INCOME AND ECONOMIC
INDICATORS

LECTURE 6: NOMINAL GDP, REAL GDP, GDP
DEFLATOR

Learning Objectives:
A. Define and understand the concept of Nominal and Real GDP
B. Differentiate between Nominal and Real GDP.
C. Understand the calculation of Nominal and Real GDP.
D. Understand the concept of DGP Deflator and its uses

E. Comparing all three concepts

Lecture Outline:

. Definition of Nominal GDP
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Key Components of Nominal GDP

Calculation of Nominal GDP

Definition of Real GDP

Key Components of Real GDP

Calculation of Real GDP

Comparison of Nominal vs. Real GDP

Understanding GDP Deflator: Concept, Calculation, and Examples
Comparison of Nominal, Real GDP and GDP Deflator
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SUMMARY OF THE LECTURE:
This lecture delves into the concept of Real vs. Nominal GDP, highlighting the

difference between these two measures and explaining how they account for price
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changes over time. This section helps students understand how inflation or deflation

can distort the true picture of economic growth.

The discussion further extends to the GDP Deflator, an essential tool for converting
Nominal GDP to Real GDP by adjusting for price changes. The calculation of the
GDP Deflator is explained in a step-by-step manner, making it easier for students to

understand its practical application.

REAL GDP VS. NOMINAL GDP

GDP can be measured in two distinct ways — Real GDP and Nominal GDP.
Understanding the difference between these two measures is crucial for accurately
interpreting economic data, analyzing economic trends, and making informed

decisions.

What is Nominal GDP?

Definition:
Nominal GDP is the total value of all final goods and services produced within a
country during a specific period, measured at current market prices. It is also known

as "current price GDP" because it does not account for inflation or deflation.

Key Characteristics:
Calculated at current prices (market prices of goods and services in the year of

measurement).
Directly affected by changes in price levels (inflation or deflation).

Provides a clear view of the monetary value of economic output without adjusting

for price changes.
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Formula for Nominal GDP:

Nominal GDP=) (Quantity of Goods and Services x Current Prices)

Example Calculation of Nominal GDP:

« In a country, the following goods are produced in a given year:
o 1,000 units of rice at 50 per unit.
o 500 units of bread at ¥30 per unit.
o 200 units of cloth at 100 per unit.

o Calculation:

Nominal GDP=(1,000x50)+(500x30)+(200x100)
Nominal GDP=50,000+15,000+20,000=385,000

What is Real GDP?

Definition:

Real GDP is the total value of all final goods and services produced within a country
during a specific period, adjusted for changes in price levels (inflation or deflation).
It is also known as "constant price GDP" because it is calculated using base-year

prices.

Key Characteristics:

Calculated at constant prices (prices from a base year).

Eliminates the impact of inflation or deflation, providing a more accurate measure

of economic growth.
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Allows for meaningful comparison of economic performance across different

periods.

Formula for Real GDP:

BBM304-L6

Real GDP=GDP Deflator/Nominal GDPx100

Example Calculation of Real GDP:

Using the same example as above, if the base year price for rice is 40, bread is 325,

and cloth is %80, the calculation is:

Calculation:

Real GDP=(1,000x40)+(500%25)+(200x80)
Real GDP=40,000+12,500+16,000=368,500

Comparison of Nominal Versus Real GDP

Aspect

Nominal GDP

Real GDP

Definition

Measures the value of
all final goods and
services produced in an
economy at current

market prices.

Measures the value of
all final goods and
services produced in an
economy at constant
prices (adjusted for

inflation).

Calculation Basis

Calculated using prices

of the current year.

Calculated using prices
of a base year (constant

prices).
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Effect of Inflation Directly affected by Eliminates the impact
inflation or deflation, | of inflation, providing
making it higher in a true picture of
periods of rising prices. | economic growth.

Formula Nominal GDP =}’ Real GDP = (Nominal
(Quantity of Goods and | GDP / GDP Deflator) x
Services x Current 100
Prices)

Accuracy May overstate or Accurately reflects
understate economic economic growth by
growth due to price removing the impact of
changes. price changes.

Comparability Over Difficult to compare Ideal for comparing

Time across periods because | economic performance
prices vary each year. | across different

periods.

Best For Understanding the Analyzing true

current value of
economic output in

monetary terms.

economic growth and

economic planning.

Example Calculation

If a country produces
1,000 units of rice at

%50 1in the current year,

If the base year price of
rice 1s *40, Real GDP
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Nominal GDP = 1,000 |= (50,000 /(50 /40))=
x 50 =350,000. %40,000.
GDP Deflator Not directly used in Directly used to
calculation. convert Nominal GDP
into Real GDP.
Real-World Usage Widely used for Widely used for

measuring economic

output in current terms.

analyzing true
economic growth and
comparing

performance over time.

Advantages Simple to calculate and | Accurately measures
reflects the current growth by eliminating
economic size. the impact of price

changes.

Limitations Misleading if prices Dependent on the

change significantly
due to inflation or

deflation.

choice of base year,
which can impact

values.

Table 1: Nominal vs. Real GDP
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UNDERSTANDING GDP DEFLATOR: CONCEPT, CALCULATION, AND
EXAMPLES

What is GDP Deflator?

The GDP Deflator is an index that measures the overall change in price levels for all
goods and services produced in an economy. It is used to convert Nominal GDP into
Real GDP by adjusting for the impact of inflation or deflation. Unlike the Consumer
Price Index (CPI), which focuses on a fixed basket of consumer goods, the GDP

Deflator covers all goods and services produced in an economy.

Key Characteristics of GDP Deflator
- It reflects price changes for all domestically produced goods and services,

including consumer goods, capital goods, and government services.

- It 1s a flexible measure that adjusts as the composition of goods and services in

GDP changes.
Why is GDP Deflator Important?

- It provides a comprehensive view of price level changes in an economy, covering

all sectors.

- It helps distinguish between real economic growth and growth caused by rising

prices (inflation).

- It 1s a more flexible measure of inflation than CPI, as it includes all goods and

services produced in an economy.
4. How to Calculate GDP Deflator

The GDP Deflator is calculated using the following formula:
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GDP Deflator = (Nominal GDP / Real GDP) x 100

Steps to Calculate GDP Deflator:

1. Calculate Nominal GDP (using current prices).

2. Calculate Real GDP (using base year prices).

3. Divide Nominal GDP by Real GDP and multiply the result by 100.

Practical Examples of GDP Deflator Calculation

Example 1:
A country has a Nominal GDP of %1,00,000 and a Real GDP of ¥80,000. Calculate
the GDP Deflator.

- GDP Deflator = (Nominal GDP / Real GDP) x 100
- GDP Deflator = (1,00,000 / 80,000) x 100
- GDP Deflator = 125

This means prices have increased by 25% compared to the base year.

Example 2:
A country’s Nominal GDP is 22,50,000 and Real GDP is %2,00,000. Calculate the
GDP Deflator.

- GDP Deflator = (Nominal GDP / Real GDP) x 100
- GDP Deflator = (2,50,000 / 2,00,000) x 100
- GDP Deflator = 125

Prices have risen by 25% compared to the base year.
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Example 3:
A developing country has a Nominal GDP of %5,00,000 and a Real GDP of
%4,50,000. Calculate the GDP Deflator.

- GDP Deflator = (Nominal GDP / Real GDP) x 100
- GDP Deflator = (5,00,000 / 4,50,000) x 100
- GDP Deflator =111.11

This indicates that prices have increased by approximately 11.11% from the base

year.

Example 4:
An island economy has a Nominal GDP o0f%3,00,000 and a Real GDP of %3,00,000.
Calculate the GDP Deflator.

- GDP Deflator = (Nominal GDP / Real GDP) x 100

- GDP Deflator = (3,00,000 / 3,00,000) x 100

- GDP Deflator = 100

This means there has been no change in price levels compared to the base year.

The GDP Deflator is a vital economic tool that provides insights into the overall
price changes in an economy, covering all goods and services produced. By
adjusting for inflation or deflation, it allows economists and policymakers to
distinguish between real economic growth and growth driven by rising prices. It is a
versatile measure that goes beyond the limitations of the Consumer Price Index

(CPI), making it an essential concept for understanding economic performance.
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WHY GDP IS AN IMPORTANT INDICATOR

o International Comparisons: GDP enables meaningful comparisons of real
economic growth across countries by adjusting for differences in price levels and
purchasing power. It helps assess a nation’s relative economic strength in the

global context.

o Deflating Economic Data: GDP, particularly real GDP, is used to adjust nominal
values of macroeconomic indicators such as wages, income, and government
expenditure. This ensures a more accurate reflection of economic conditions by

removing the effects of inflation.

o Forecasting and Strategic Planning: GDP trends provide critical insights for
long-term economic forecasting and budgeting. Governments and businesses rely
on GDP data to anticipate future economic activity, allocate resources effectively,

and design policies that support sustainable growth.

COMPARISON OF NOMINAL GDP, REAL GDP, AND GDP DEFLATOR

Concept Definition Purpose Price Reflects
Adjustment
Nominal The total Measures No Changes in
GDP market value | economic both prices
of all final output and output
goods and without
services adjusting for
produced in | inflation.
an economy
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at current
prices.

Real GDP The total Measures Yes Changes in
value of all | true output only
final goods | economic
and services | growth,
produced, excluding
measured inflation.
using
constant
prices from a
base year.

GDP A price Measures Yes Changes in

Deflator index that overall (calculated | the general
shows how | inflationin | as a ratio) price level
much of the | the economy. (inflation)
change in
nominal
GDP is due

to changes in

prices.

Table 2: Nominal and Real GDP vs. GDP Deflator
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CONCLUSION

This comparative table highlights the distinct roles that Nominal GDP, Real GDP,
and the GDP Deflator play in macroeconomic analysis. While Nominal GDP
provides a snapshot of economic output at current prices, it fails to account for
inflationary effects. Real GDP addresses this limitation by using constant prices to
reflect true changes in output, making it a more accurate measure of economic
growth over time. The GDP Deflator, on the other hand, serves as a critical tool for
measuring inflation within the economy by indicating how much of the change in
Nominal GDP is attributable to changes in price levels. Together, these indicators
offer a comprehensive understanding of economic performance, price dynamics, and
long-term growth trends, thereby equipping policymakers, economists, and

businesses with the insights needed for informed decision-making.
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