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MORE THAN ONE WAY TO MEASURE AN ECONOMY:
REAL GDP VS. REAL GDI

Creeping into the news more and more have been dis-
cussions on alternative measures of economic perform-
ance and wellbeing. Although normally reserved for econo-
mistsand policy-wonks, thistopic may soon riseto the sta-
tus of common dinner conversation.

Typically when you hear economists talking about the
performance of the Canadian economy they will point to
the growth rate of real Gross Domestic Product (GDP).
Growthin real GDPisauseful measure of economic per-
formance because it tells us how the number of goods and
services produced in Canada is changing over time, ex-
cluding any influencefrom prices. However, whilereal GDP
isthe most watched economic measure, it is not necessar-
ily acatch-all indicator.

At times economists will also comment on nominal
GDP. Nominal GDP measures the same goods and serv-
ices measured in real GDP, except that it does so in cur-
rent dollar prices. That isto say, if talking about the growth
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Real GDP vs. Real GDI

HIGHLIGHTS

 Real GDPis the most commonly cited indicator
of economic performance and wellbeing of a
country, but not the only one.

» Foreconomies such as Canada, reliant on trade
with other nations, prices of exports and imports
also play arole in determining economic well-
being.

* Real Gross Domestic Income (GDI) captures
changes in economic wellbeing by including
the relative change in export and import prices
on Canadians’ purchasing power.

e The drop in commodity prices and falling Ca-
nadian dollar in the final half of 2008 has led to
a fall in Canadian export prices and rise in im-
port prices, lowering the wellbeing of Canadi-
ans as captured by real GDI by 15.2% annualized
in the fourth quarter of 2008.

e While real GDP growth in the fourth quarter of
2008 was worse in the U.S. at -6.2% compared
to -3.4% in Canada, the difference in real GDI
growth is more astounding at -15.2% for Canada
and only -1.8% for the U.S.

rate of nominal GDP, the number quoted will include both
the amount by which goods and services have increased
but also the amount that the prices for these goods and
services hasrisen. The difference between nominal GDP
growth and real GDP growth isthe changein pricesof all
goods produced in Canada, including exports. Roughly
speaking, if real GDP rises by 2.0% and prices by 3.0%,
nomina GDPwill rise by 5.0%.

In most cases, we do not think of increasing prices as
raising our economic wellbeing (rather the opposite since
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it usually suggestsan erosion in purchasing power). How-
ever, there are cases when price changes are a benefit to
Canadians — and that is when the prices for what we are
selling (our exports) are rising more than the prices for
what we are buying (imports). Yet another measure of
economic wellbeing that takesthisinto account isreal Gross
Domestic Income (GDI). Real GDI measures the goods
and services that domestic income can buy. To calculate
real GDI growth we take nominal GDP growth and re-
move the change in domestic prices paid by Canadians.
Anything left representsagain in Canadians' purchasing
power due to achangein the price of our exportsrelative
to imports. Thisisa“rea” measure because it measures
real income gains of Canadians.

Asasmall open economy, changesin the prices of our
exportsversus our imports play animportant rolein deter-
mining changesin economic wellbeing. Over the last sev-
eral yearstherisein commodity priceshasledtoreal GDI
rising faster than real GDP (apositivetrading gain for Ca-
nadians). Between 2003 and 2008, real GDI grew at an
annual average pace of 3.5% compared to real GDP growth
of 2.5%. Essentially, rising commaodity prices alowed the
real purchasing power of Canadiansincomesto rise 1 per-
centage point morein every year than the number of goods
and services produced. Moreover, in an environment of
falling commodity prices, real GDI, more than real GDP,
captures the real vulnerabilities faced by the Canadian
economy.

The global economic downturn that took shape in the
second half of 2008 resulted in a dramatic reversal in the
pricesof commodities produced in Canada. Our own meas-
ure of commaodity prices, the TD Commodity Price Index
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(TDCI), which weights commaodity pricesby their sharein
Canadian exports, hasfallen by 51% (in Canadian dollars),
fromitspeak in July of 2008. Whilereal GDPinthefourth
quarter contracted by 3.4% annualized, this reversal con-
tributed to thelargest quarterly declinein nominal GDPon
record (-13.4% annualized). Moreover, because it repre-
sented primarily areversal in the price of our exports, it
resulted in an even larger decrease in real GDI of -15.2%
(annualized).

When comparing relative economic performance be-
tween Canada and the United States and thinking about
the future path of both economies, the contribution of the
reversal in commodity prices can not be underestimated.
Much ado was made of the fact that in the fourth quarter
of 2008, real GDPintheU.S. fell by 6.2%, whilein Canada
it declined by a smaller 3.4%. However, when one looks
at real GDI, thefall inthe U.S. was much smaller at 1.8%
annualized, compared to the 15.2% decrease in Canada.
Whilein the United States, lower prices for commodities
in general make U.S. consumers and businessesrelatively
better off, in Canada it represents destruction of the real
income of Canadians—one that shows up in lower corpo-
rate profits, slower disposable income growth and lower
government revenues.

Itisfor thisreason, that while Canadahas avoided many
of the major pitfalls of other countries in regards to our
financial system, we can not escape the impact of the glo-
bal economic downturn and will be dependent on a global
recovery that resultsin demand for Canadian productsonce
again contributing to the wellbeing of Canadians.

James Marple, Economist 416-982-2557
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This report is provided by TD Economics for customers of TD Bank Financial Group. It is for information purposes only and may
not be appropriate for other purposes. The report does not provide material information about the business and affairs of TD Bank
Financial Group and the members of TD Economics are not spokespersons for TD Bank Financial Group with respect to its
business and affairs. The information contained in this report has been drawn from sources believed to be reliable, but is not
guaranteed to be accurate or complete. The report contains economic analysis and views, including about future economic and
financial markets performance. These are based on certain assumptions and other factors, and are subject to inherent risks and
uncertainties. The actual outcome may be materially different. The Toronto-Dominion Bank and its affiliates and related entities
that comprise TD Bank Financial Group are not liable for any errors or omissions in the information, analysis or views contained
in this report, or for any loss or damage suffered.
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