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August 5, 2026 By Malik Woullard and Gbenga Ajilore 

Gross Domestic Product: What It Is and What It Isn’t 
When we ask how the economy is doing, it is important to center people, who are at the heart of the 
economy. People work jobs, run businesses, buy goods, and make the rules of doing business — the 
economy is a means to an end and that end is to provide for the needs of people. We all contribute to and 
participate in the economy in some fashion.  

This makes the question of how the economy is doing extremely important, but also complicated. With so 
many people involved in so many different ways, there is no perfect way to capture everyone’s 
experience. There are a variety of indicators that consumers, businesses, and policymakers can use to 
understand what’s happening in the broader economy. But when economists are forced to rely on a 
single indicator, they tend to use gross domestic product (GDP) — the sum of all economic activity in a 
particular place and time.  

GDP can be viewed as an economic health indicator, as its change over time represents the change in the 
size of the economy. GDP tells us if the economy is shrinking or growing, and it is also used to compare 
the sizes of different countries’ economies. A growing economy generally means more people’s wants 
and needs are being fulfilled, more people are working, and living standards are improving. A shrinking 
economy generally means more people are not having their needs met. But as with any single indicator, 
there are limits to what it can tell us about the well-being of the people behind the number. 

What Is Gross Domestic Product (GDP)? 

GDP is defined as the value of all goods and services (or the sum of consumer spending), investment, 
government spending, and net exports. (See Figure 1.) Consumer spending on goods and services 
(consumption) accounts for roughly two-thirds of GDP and represents people spending on things like 
food, rent, clothing, and gas. Investment refers to business purchases of capital goods, like machinery 
or inventories, for use in future production. Investment also includes consumer spending on residential 
housing, including the construction of new single- and multi-family homes. Government spending 
refers to purchases of goods and services by government and includes things like defense and education 
spending. The final component of GDP is net exports, which is the difference between exports, or 
goods and services we sell overseas, and imports, or goods and services we purchase from overseas. Net 
exports are also referred to as a nation’s trade balance. Exports add to GDP, because they are produced 
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domestically but purchased abroad, while imports decrease GDP, because the purchase of items 
produced abroad are already captured in the other categories of spending.  

FIGURE 1 
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How Is GDP measured? 

In the United States, GDP is estimated by the Bureau of Economic Analysis (BEA) using detailed data 
from the Economic Census (which happens every five years) and a combination of methods including 
business survey data for other years.1 

Since GDP is the value of goods and services, changes in GDP from year to year reflect both changes in 
the amount of goods and services produced and changes in the price of those goods and services. 
Nominal GDP uses current prices, and so does not distinguish between changes in production or prices. 
So, if nominal GDP rises, it could be due to an increase in production, or it could reflect an increase in 
prices or inflation — or some combination of both.  

The BEA adjusts GDP data for inflation using various 
price indices, like the consumer price index or the 
producer price index. When GDP is adjusted for 
inflation, it is called real GDP. Because it removes the 
effects of prices, a change in real GDP isolates the 
effects of production, making it a better measure for 
assessing the health of the economy.  

In addition, it can be helpful to control for population 
when comparing across countries, as one country may 
have a larger GDP simply because it has a larger 
population, not because it has greater production. Per-
capita GDP is total GDP divided by population and 
gives the average GDP per person. While some use per-
capita GDP as a proxy for how well people within a 
country are doing, it can be misleading in highly unequal 
economies. Because per-capita GDP is an average, it is 
likely not a good indicator of how much the typical 
person is sharing in a country’s prosperity when income and wealth are concentrated.   

As shown in Figure 2, GDP has grown over time. Nominal GDP has shown the greatest amount of growth 
though that includes rising prices. Accounting for inflation, real GDP has averaged 3 percent growth per 
year over the last 65 years, and per-person growth, as measured by per-capita GDP, has averaged 
around 2 percent per year. 

Business Cycles and Recessions 

The economy is driven by the behavior of individual consumers and businesses interacting in markets that 
operate subject to regulation (or deregulation) by government. This activity creates cycles of booms 
when the economy is surging, and busts when the economy is faltering; economists refer to this as the 

FIGURE 2 
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business cycle. (See Figure 3.) Formally, the National Bureau of Economic Research (NBER) Business 
Cycle Dating Committee monitors the path of each business cycle and, as part of that duty, officially 
determines when a recession occurs. Generally, when GDP declines for at least two consecutive quarters, 
a recession has occurred. But the NBER committee uses a variety of measures to make its determination, 
including non-farm payroll employment, real personal consumption expenditures, and industrial 
production, to get a fuller picture of economic activity.  

During a recession, GDP falls and unemployment rises, which can have profound human and economic 
costs.2 In a recession, people lose jobs, businesses lose revenue and may end up shuttering, and state 
and local finances diminish due to the erosion of the local tax base.3 Unemployment carries 
serious human costs as families are less able to afford the basics, like food, shelter, and health care.4 
Recessions can have long-lasting, even permanent, harmful impacts on households and communities. 
Wage losses persist after recessions,5 and areas with large job losses during a recession tend to 
experience persistent declines in employment and population in subsequent years as compared to 
communities that fared better during the downturn6.  

Policymakers have tools at their disposal that, if employed quickly and judiciously, can effectively 
mitigate the harm caused by an economic downturn and speed up a recovery. The tools to combat a 
recession fall under one of two categories: monetary policy and fiscal policy.  

FIGURE 3 

 

Monetary policy refers to tools the Federal Reserve Board (Fed) uses to achieve its dual mandate of 
price stability and full employment.7 The primary tool that the Fed uses is the federal funds rate, which is 
the rate at which banks borrow from and lend to one another on overnight loans. By lowering the rate, the 
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Fed makes borrowing less expensive, providing an incentive for businesses and consumers to borrow and 
spend, thereby spurring demand for goods and services. 

Fiscal policy refers to the higher spending or lower taxes, or both, that the federal government uses to 
shore up households’ and businesses’ demand for goods and services and stimulate the economy during 
a recession. In addition to supporting the economy, some fiscal policies, like expanded food or health 
assistance, directly address the financial hardship families face as result of job loss and fewer hours 
worked.  

What Is Not in GDP and Why That Matters 

GDP includes the value of all goods and services purchased. But there are goods and services that are 
not easily valued and are not counted in GDP. For instance, economic activity like unpaid work, such as a 
parent caring for a child at home, is not counted, since it is not traded in the marketplace and therefore is 
difficult to value in the calculation of GDP.8 Similarly, illegal or informal economic activities are not 
counted. This means that GDP as a measure of output is missing non-market activities that occur in the 
economy, leading to an undercount.  

On the other hand, some negative effects of economic activity, such as pollution and other 
environmental damage or the depletion of finite natural resources, are not taken out of GDP and can 
result in GDP overstating the value of certain economic activity.  

GDP focuses on production and output to indicate how well the economy is doing. It does not speak to 
how individuals are faring within the economy. When GDP grows, not all households are necessarily 
benefiting from that growth, particularly when income and wealth are inequitably distributed. Nor does it 
speak to people’s well-being overall.9 A measure of well-being could incorporate life expectancy, literacy, 
and gender equality.  

Other indicators attempt to rectify these shortcoming, like the United Nation’s Human Development 
Index,10 which incorporates dimensions like life expectancy, education, and standard of living; the 
Organization for Economic Cooperation and Development’s Better Life Index,11 which looks across 
different factors affecting well-being that include income and wealth, but also extend to areas such as 
housing, social connections, environmental quality, health, and safety; and the World Happiness Report,12 
which relies on a self-assessed life evaluation. 

GDP is an important indicator that measures the output of a given country and is useful to measure 
changes over time and compare across countries. But it is important to understand there are limitations 
of GDP as a measure of the economy and economic activity and of the well-being of the people in the 
economy.  
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