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ABSTRACT

The subject of this paper is the gross domestic product that has become a universal measure of progress and
well-being. However, its usage for this purpose is inadequate, inappropriate and wrong since this economic
measure does not reflect anything more than productivity. Moreover, it was never designed to be more than
just a monetary measure and, besides that, it has a lot of limitations and weaknesses that are not sufficiently
presented to the general public or in academic papers. In this paper the limitations of the GDP are shown by
defining and describing its historical aspects Moreover, the SWOT analysis is used to emphasize the weak-
nesses and restrictions of this monetary measure. Structured critiques of the gross domestic product make
way for other measures of progress and well-being to be recognized and used in a more comprehensive way.
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1. Introduction

In today’s society, progress has become imperative
in all its spheres. Paradoxically, the real meaning
of progress is not defined, and the definition itself
certainly depends on the area and the framework in
which it is observed. Broadly defined, progress can
be defined as a desired future state in which some
positive developments are achieved. Definition of
progress has changed over time. Schepelmann et al.
(2010)! point out that progress is not easy to define
because it is not an entirely objective concept. In
other words, in addition to hard economic indica-
tors, to evaluate progress we also require subjective,
soft indicators, so-called alternative measures (e.g.

various indicators of well-being, happiness, human
progress, quality of life, etc., which take into ac-
count the perception of the population).

In an age of uncertainty, the global society needs a
new compass that will direct it toward real progress
because the myth of economic growth as a syno-
nym of progress ruled for more than half a century
(Abdallah et al., 2009) 2. In economics, the GDP has
long been used as a general indicator of progress,
and is already, by inertia, taken as a measure of pro-
gress, prosperity and even well-being. Michaelson
et al. (2009)® point out that modern society is or-
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ganized around a model of development whereby
increased economic output directly improves the
well-being, reflected in higher living standards and
a better quality of life in society. Monitoring and
increasing tendency of economic output (usually
measured by the GDP) over time, however, proved
as an inadequate method of progress evaluation as
can be witnessed by the recent big financial crisis.

Maxton (2011) somewhat provocatively calls for a
rethinking of the concept of progress that is neces-
sary because of economic ideas and behaviour in
the last few decades. The author points out that in
the last few hundred years business and economics
have not faced real progress at all, because progress
is expressed exclusively through objective indica-
tors (and their material nature, for example, shop-
ping and consumption) on the basis of which pro-
gress cannot be fully quantified. In modern times
society is characterized by growth obsession that is
often seen in the context of exclusive increasing of
economic wealth.

Namely, economic growth and the overall output
of the economy are usually quantified by monetary
measures (of which the most widely used and pub-
licly mentioned is the GDP). Media and everyday
practice in the public show that time, the GDP,
progress and even well-being become synonyms in
time. The GDP is also frequently used in compara-
tive analyses of welfare and as an indicator of living
standards. In this paper, by giving the historical per-
spective and definition and by analysing the GDP
methodology, it is shown why such practice is not
valid. Moreover, the GDP as a measure of economic
growth is analysed by using the SWOT framework
with the focus on its limitations.

2. The GDP as an economic measure
2.1 Historical aspects of the GDP

With the aim of monitoring the economic activi-
ties that take place within the country, national ac-
counts are used. They can give a good overall pic-
ture of a given state and its overall activities, usually
publicly presented with statistical tables and graphs.
The first estimates of national accounts in the west-
ern world were made in England in 1665 by Thomas
Petty, whose main objective was to assess the tax
capacity of a country. These original concepts were
further developed with the guidance of the ‘father’

of economics Adam Smith, and after a gap of almost
a century, again significantly revised by Alfred Mar-
shall in the early 20th century (McNeill, 1999).

With regard to the formation of the national ac-
counts, Cobb et al. (1995) report that in 1931 a
group of experts was invited to respond to the cur-
rent issues of the economy but they were unable to
do so because the most recent data were for 1929.
The Senate in 1932 asked the Commerce Depart-
ment to prepare a comprehensive assessment of
national income; a unique set of national accounts
was made by a young economist Simon Kuznets.
This became the prototype of what is nowadays
called the GDP and is used as a de facto measure of
success. Dasgupta (2009) points out that the coun-
try’s GDP is the most commonly used indicator of
national accounts designed to measure the value
of production. The GDP lies on top of the System
of National Accounts (SNA) and its defined and
standardized methodology enables international
comparison anywhere in the world (Wesselink et
al., 2007).

The first official release of GDP data was published
in the United States in 1942, motivated by the rapid
need of the assessments and increase of manufac-
turing capabilities in the post-war economy. By this
time, the main idea was the maximization of war
production. The GDP was thus created in the wake
of the Great Depression and World War II for the
decision-makers to have at their disposal a measure
of economic performance and activity and, actually,
the historical circumstances have boosted the emer-
gence and importance of specific economic meas-
ures (Haque, 2004). Certainly, the emergence of the
GDP was a huge step at the time, which later proved
to be very useful and successful since the GDP (with
certain changes and modifications) ‘has lasted’ for
80 years. However, Michaelson et al. (2009)* em-
phasize that the GDP quickly grew into a measure
of national success because after World War II, the
total production had become firmly entrenched as a
key sign of the overall success of a country and was
widely interpreted as a substitute for the progress of
society, with devastating consequences for the peo-
ple and the planet.

Today’s widely used methodology of the GDP was
prepared by the United Nations and was suggested
by the SNA. The purpose and objective of the SNA
is to provide comprehensive conceptual and ac-
counting framework for the analysis and assessment
of economic performance. The SNA consists of a
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coherent, consistent and integrated set of macroe-
conomic accounts, annual accounts (balance sheet)
and tables, based on the internationally accepted
and agreed concepts, definitions, classifications and
accounting rules.

The SNA has its origin in 1947 when the United
Nations Statistical Commission (UNSC) expressed
and emphasized the need for international statisti-
cal standards to serve the development and updat-
ing of comparable statistics. The SNA was finally
first issued in 1953, encompassing a detailed expla-
nation of the methodology and terminology, and
developed standardized tables for presenting the
data. Throughout the history of the UNSC several
national accounting standards were produced. The
SNA of 1953 had two audits in 1960 and 1964. In
1968 the new SNA was prepared, which further de-
veloped and expanded the existing system primary
by adding also the input-output accounts and bal-
ance sheet, focusing on the evaluation of constant
prices and trying to approach the SNA and the
Material Product System. This convergence was
achieved by clarifying and defining the conceptual
differences and expanding the definition with the
aim of achieving comparability.

A new SNA was adopted and jointly published in
1993 by five organizations: the Statistical Office of
the European Communities (Eurostat), the Interna-
tional Monetary Fund (IMF), the Organisation for
Economic Co-operation and Development (OECD),
the United Nations Statistics Division (UNSD) and
the Regional Commissions of the UN and the World
Bank. During the development of the SNA in 1993
they took into account the new features of the mar-
ket economy. Release of the SNA 2008 from 2009,
which represents an updated and revised version of
the SNA in 1993, is characterized by issues related
to changes in the economic environment, advances
in methodological research and the release is more
adapted to the needs of users (SNA, 2009, pp. xivii)®.

The Council of the European Union, together with
Eurostat, modulated and adjusted the standard
methodology of the 1993 SNA for the purposes of
statistical offices in the European Union (EU), cre-
ating a European System of National and Regional
Accounts (ESA). The ESA is compatible with the
SNA and enables description of the total output of
the region, country or group of countries, the dif-
ferent components of output and enables the evalu-
ation and comparison with other economies. This
is why the ESA serves as the central framework of

reference for the social and economic statistics of
the EU and its Member States. In the continuation
of the paper, the definition and methodology of the
GDP as the most important indicator derived from
the national accounts is presented, accompanied by
analysis of the GDP with focus on its limitations.

2.2 Definition ad methodology of the GDP

Using the definition given in the 2008 SNA (SNA
2009)¢, the GDP is the total market value of all final
goods and services produced in the country (within
the geographical boundaries) in a given period of
time. Mankiw and Tayor (2006) use an almost iden-
tical definition. Schepelmann et al. (2010) give de-
tailed explanation of three GDP words: gross - the
impairment of the value of capital used in produc-
tion of goods and services is not taken away from
the total value of GDP, domestic - only applies to
activities in the domestic economy regardless of
ownership, product - refers to what is produced, i.e.
goods and services are treated as an output of the
economy. The authors also point out that the GDP
could be seen as the link of three sides of economy:
demand, production and income (Figure 1).

Figure 1 GDP as the crossing point of three sides
of the economy

v

( Income |~‘—‘ Production |

Source: Schepelmann et al. (2010: 14)

These crossing points of the economy can be easily
converted into three different and to all economists
well-known measurement approaches, i.e. the cal-
culation of GDP: 1. expenditure approach, 2. pro-
duction approach, 3. income approach.

According to the approach of spending (expendi-
ture method), the GDP is the sum of the final spend-
ing, i.e. a measure of the total value of personal, in-
vestment and government spending, plus the value
of exports minus the value of imports. The above
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approach is often shown in the formula GDP = C +
I+ G+ (X - M), given that C is consumption, I in-
vestment, G government spending, X export, and M
import. Another approach, the approach of output
or production method measures the value added
that every sector of the economy contributes to the
final output; the GDP is the sum of market value
reported final production which have made local
businesses during an accounting period (usually
one year). Finally, access of income (income meth-
od) adds the benefits of productive factors received
by different people and institutions. The GDP is the
sum of wages and salaries, other production taxes
and gross operating surplus.

Regardless of the method used for the calculation of
the GDP, the calculation should always result in the
same number as the above three methods are equiv-
alent: total value added of the manufacturing pro-
cess is equal to the sum of income generated, which
is in turn equal to the total expenditure. Thereby,
the GDP measures both: the total income and total
spending because those within the state have to be
the same.

It is worth noting that the GDP represents the mon-
etary value of all final goods and services produced
in the economy, which is calculated by multiplying
the value of each product and service with their
prices. Therefore, although the GDP is measured in
monetary units, its value reflects a combination of
real and monetary values. Changes in the level of
the GDP can therefore be caused by the real change
in volume (products and/or services) or by changes
in their prices. That should certainly be taken into
account when analysing the change in the size of
the GDP within a specified period. In addition, the
GDP can be expressed either in the present, mar-
ket prices (nominal GDP) or constant prices (real
GDP), and their ratio is known as the GDP defla-
tor. Given that the real GDP measures the output
of the economy adjusted for inflation, it enables
the creation of a precise and accurate picture of the
functioning of the macro-economy and represents a
basic standard of measuring economic activity.

As shown, the GDP is oriented towards production
measurement (not taking into account intermedi-
ate transactions), taking into account the stronger
measure of economic activity based on transactions
(not evaluating air pollution, drinking water, natu-
ral resources, volunteering, work at home, etc.). As
such, the concept of the GDP is often faced with
many problems and limitations (shown in the next

section), especially if it is interpreted in the context
of measuring total progress, well-being and sustain-
able economic development. The GDP is often in-
terpreted as a measure of well-being, a purpose for
which it was not intended and for which it was nev-
er designed (Bergheim and Schneider, 2006°, Bleys,
2005 Canoy and Lerais, 2007).

3. Analysis of the GDP with focus on
limitations and weaknesses

The GDP is nowadays faced with many critiques,
limitations in its application and shortcomings in
the broader sense. Shortly after its creation, its us-
age and interpretation in the context of measure of
development and prosperity, as well as its exclusive
focus aimed at producing, was criticized by many
famous economists such as Nobel Prize winners
Kenneth Arrow, Simon Kuznets, Daniel Kahne-
man, Robert Solow, Joseph Stiglitz, Amartya Sen
and Muhammad Yunus (Wesselink et al., 2007).
Even Simon Kuznets, one of the main pioneers of
the GDP, was aware of how the welfare of the coun-
try can hardly be judged based on the measures of
national income: one should pay attention to the
difference between quantitative and qualitative
growth, between costs and income, and between a
short and long period of time; aims for more growth
should specify more growth of what and for whom
(Kuznets, 1962).

During his keynote speech in 1968, US Congress-
man Robert F. Kennedy expressed his doubts about
the GDP as the only measure of development by
noting that too much and for too long, we seemed
to have surrendered personal excellence and com-
munity values in the mere purpose of accumulating
material goods. Our gross domestic product is high,
but there is much that it does not cover. It does not
include the health of our families and children, the
quality of their education or the pleasure of play-
ing or the safety of our streets. It does not include
the beauty of our poetry or the strength of our mar-
riages, the intelligence of our public diplomacy and
integrity of our officials. The GDP measures nei-
ther our intellect nor our courage, neither wisdom,
knowledge, nor our compassion or dedication to
the country.’ In short, Kennedy concluded that it
measures everything except that which actually has
real meaning in lives.
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Figure 2 GDP per person against life expectancy (years at birth) (UNDP, 2009)
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Source: WWE Living Planet Report (2010: 75)

Even in the source point of the GDP, the SNA 2008,
it is clearly stated that the GDP is often interpreted
as a measure of well-being and that the SNA does
not stand behind this view (SNA, 2009)%. The SNA
also points out the shortcomings of the GDP (i.e.
the national accounts) in the context of well-being
measurement.

The big questions are whether the GDP really repre-
sents a good measure of the living standard (Stiglitz,
2009)", what really lies behind the GDP numbers
and do the people interpret them in the right way.
For politicians, the historic Olympic feat of the GDP
(faster, higher, stronger) testifies to the ever increas-
ing economic wealth that they will be glad to share
with their environment (Islam and Clarke, 2002). If
people spend more money, thus increase the GDP,
can it be assumed that this transaction increases
the total or subjective well-being, that is, do people
really feel the improvement? Although the mate-
rial well-being (measured by the GDP) represents
a potential and an economic base for the develop-
ment of society, the goal of every state should be the

maximization of well-being of citizens, which leads
to the overall progress, rather than maximization of
pure material well-being.

Recent empirical research and studies (e.g. Bleys,
2005, Goossens et al.,, 2007%, Stiglitz et al., 2009*3,
Scheplemann et al., 2010) show that the monetary
measures should not be the ultimate in measuring
progress due to the weakness and limitation of ac-
cess and methodology, calculation and monitoring,
because they are too simplistic and do not cover all
aspects of human life. In other words, it cannot be
assumed that the monetary transactions increase
well-being, i.e. that things are generally improving
and progressing only because more money is being
spent.

Although incomes are an important component of
development, they are not the only one: the well-
being also includes social and personal elements
which together extend the capabilities available for
people to live the life they want and consider to be
worth living. Furthermore, after a certain level of
income, a large number of soft and hard data of the
human well-being, such as life expectancy at birth,
cannot be increased with further increase in per
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capita income (WWE, 2010, Figure 2)™.

On the other hand, the economy has to be more
than just the production and consumption of things;
higher goals and better ways of measuring coun-
try performance are necessary (Cobb et al., 1995).
Moreover, the GDP does not measure directly what
makes life valuable, but the ability to obtain inputs
(Mankiw and Taylor, 2006).

While the GDP is the widely used and accepted
measure of growth, it is often used in an inappro-
priate manner, partially purposely, partially because
of the lack of knowledge of those who use it. Hence
Goldsmith (2009) interpreted the English expres-
sion GDP as a grossly distorted picture. Before us-
ing and interpreting the GDP numbers to create the
policy of a state, region or company, you must be
familiar with all the advantages and disadvantages
of this widely used measure of economic output.
Based on these assumptions, the following chap-
ters of this paper analyse the GDP through SWOT
analysis based on weaknesses and limitations of the
GDP as a universal measure of progress.

3.1 GDP limitations and critiques - the SWOT
analysis

SWOT analysis is a tool often used in strategic plan-
ning and analysis with the strengths, weaknesses,
opportunities and threats as the main components
used to analyse the competitive situation and the
position of the observed company, city, region,
country, specific indicators or systems (e.g. edu-
cational, scientific, etc.). The limiting factor of the
SWOT analysis lies in the potentially subjective as-
sessment and evaluation of observed elements. The
justification for the SWOT method selection for
the GDP analysis was confirmed by Schepelmann
et al. (2010)"; they used the same methodological
framework for each of the selected indicators that
go beyond the GDP. However, that publication
does not assess GDP for its internal strengths and
weaknesses and external opportunities and threats.
The SWOT analysis of the GDP is presented below
(summarized in Table 1 after which all of the items
are explained in detail). The initials of the analysis
have the following meanings: strength - attributes
of the GDP that contribute to its continued use as
an indicator; weaknesses — attributes of the GDP
speaking against its use as an indicator of progress;
opportunities - external conditions that may con-
tribute to the use of the GDP; threats - external con-
ditions that ‘damage’ the GDP and its usage.

Table 1 SWOT analyses of the GDP as a measure of progress

Strengths

« simple and universal

+ used in economic policy for a long period of time

« comparable in terms of time

« comparable in terms of scope

« positively correlates with some alternative measures

Opportunities

« indicators adjusting the GDP
« Satellite Accounts SNA
« favour of the relevant institutions

Source: Author

Weaknesses

« already recognized by the SNA (e.g. the impact of
externalities, external events, non-economic effects
etc.)

«» uncovered items (e.g. the black economy, leisure,
human freedom etc.)

« questionable covered items (e.g. depreciation, income
for foreigners etc.)

« methodological problems of calculations (e.g. the
invisible structure, distribution of income, health
conditions, etc.)

Threats

« the growing costs of economic growth
» new measures that include sustainability
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Strengths

Historically, the GDP is the most commonly used
indicator of economic activity because of certain
qualities that enabled it to survive for so long. The
great advantage of the GDP is reflected in the fact
that it was the first measure of economic perfor-
mance and activity. Convenient historical circum-
stances and reasons created and encouraged the
emergence of the GDP (as explained above). Its
specific development made it very unique: it com-
bines simplicity, linearity and universality and has
a crucial role in macroeconomic policy (monetary
as well as fiscal) and decision making (Schepelmann
et al,, 2010)'°. As such, the GDP is a valuable and
important economic indicator, which plays an im-
portant role in designing economic policy, which
represents its main strength. In addition, the GDP
also allows comparability. The GDP is positively
correlated with some of the alternative measures.

Weaknesses

Several problems exist in the definition of the GDP
and what it measures. The literature reports the dis-
cussion of the limitations and criticisms of the GDP
as a measure of well-being. Some authors empha-
size issues related to the environment (e.g. Dasgup-
ta, 2009, Coyle, 2014), some mention incorporated
or unincorporated activities (e.g. Schepelmann
et al, 2010Y, Coneciao and Bandura, 2008, Case
and Fair, 2007, Bergheim and Schneider, 2006,
Braguinsky, 2005, Doepke, 2003%, Darmstadter,
2000, Cobb et al,, 1995, Matthews, 1984), some
question the methodology itself (e.g. Landefeld et
al., 2010, Albu, 2008, Boarini et al., 2006, Van den
Bergh, 2007, Stiglitz, 2009*, Haque, 2004, Islam and
Clarke, 2002, McNeill, 1999, Bannock, 1975, etc.).

All these disadvantages are interconnected and can
therefore sometimes be difficult to separate. For the
purpose of this paper, the GDP weaknesses are di-
vided into two groups: A) the weaknesses identified
by the SNA itself (further divided into six catego-
ries) and B) other weaknesses to be found in the lit-
erature (further divided into three categories).

A) The SNA is also aware of some shortcom-
ings involved in measures of national accounts
from the perspective of measuring well-being.
In the 2008 SNA it is clearly stated: the GDP is
often used as a measure of well-being, but the
SNA does not claim that this is true, and there

are several conventions in the SNA that speak
against the interpretation of these accounts in
terms of well-being (SNA, 2009)*. This primar-
ily refers to the 6 categories explained below.

1. Qualifications to treating expenditure as a welfare
measure

In a market economy, the prices used to value dif-
ferent goods and services should reflect not only
their relative costs of production, but also the rel-
ative benefits or utilities to be derived from using
them for production or consumption. This estab-
lishes the link between changes in aggregate pro-
duction and consumption and changes in welfare.
However, changes in the volume of consumption,
for example, are not the same as changes in wel-
fare. It is widely accepted that, other things being
equal, increased expenditure on goods and ser-
vices leads to increased welfare. The increase in
welfare may not, however, be proportionate to the
increase in expenditure. Nor is the unit incurring
the expenditure necessarily the one that benefits
from an increase in welfare. The SNA makes a
distinction between actual consumption, show-
ing the amount of goods and services actually
consumed, and consumption expenditure.

2. Unpaid services and welfare

The services produced and consumed by house-
holds are not included in the SNA except for the
imputed rental of owner-occupied dwellings and
the payments made to domestic staff. Similarly,
no estimate is included in the SNA for the labour
services of individuals provided without cost to
non-profit institutions. In both these cases, the
contribution of time increases the welfare of oth-
er individuals in the community.

3. The impact of external events on welfare

The level of an individual’s and a nation’s welfare
may be affected by a wide range of factors that
are not economic in origin. Consider the effects
of an exceptionally severe winter combined with
an influenza epidemic. Other things being equal,
the production and consumption of a number of
goods and services may be expected to rise in re-
sponse to extra demands created by the cold and
the epidemic; the production and consumption
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of fuels, clothing and medical services will tend
to increase. As compared with the previous year,
people may consider themselves to be worse off
overall because of the exceptionally bad weather
and the epidemic, notwithstanding the fact that
production and consumption may have increased
in response to the additional demand for heating
and health services. Total welfare could fall even
though the GDP could increase in volume terms.

4. The impact of externalities on welfare

Some production activities cause a loss in wel-
fare that is not captured in the SNA. A factory,
for example, may generate noise and emit pol-
lutants into the air or nearby water systems to
the extent of causing a loss of amenity and thus
a loss of welfare to individuals living nearby. As
long as there is no financial penalty to the factory,
the consequences go unmeasured in the SNA. If,
in response to government legislation or other-
wise, the factory incurs expenditures that reduce
the noise or quantity of pollutants emitted, costs
will rise and so will welfare, but again the match is
not necessarily one to one and the level of welfare
after the ameliorations may still be lower than it
might be if the factory simply closed down.

. Non-economic impacts on welfare

An individual’s state of well-being, or welfare, is
not determined by economic factors alone but
by personal and family circumstances, quality of
health, satisfaction, etc. It is difficult to imagine
an objective way in which factors such as these
could be quantified and more difficult to imagine
the usefulness of including them in a system de-
signed primarily to facilitate economic analysis.

6. Welfare indicators and macroeconomic aggre-
gates

Welfare is a wide-ranging concept with many dif-
ferent facets: some of these may be captured rea-
sonably well by one or more of the key aggregates
of the SNA, others may be captured by using the
basic structure of the SNA and expanding it in
certain directions. Yet other aspects are likely to
remain forever outside the reach of a system not
designed with the measurement of welfare as a
prime consideration.

B) In addition to the weaknesses identified and al-

ready ‘recognized’ by the SNA, in the literature
one can find other limitations of the GDP, which
confirm that it is not a good measure of well-
being. These limitations will be discussed below,
grouped into three categories that, to some ex-
tent, intertwine.

1. Not covered items

Here, among other things, it is important to em-
phasize the following concepts: black economy,
black marketing, leisure, human freedom, type of
employment, quality of products, etc.

The GDP underestimates the true living stand-
ards due to the existence of the black economy
(also called grey economy, shadow economy, in-
formal economy, the underground economy),
which includes the economic activities that take
place unrecorded (Matthews, 1984). The above
is related to unregistered legal transactions that
go beyond the market (to avoid paying taxes), but
also illegal, prohibited transactions (e.g. sale of
weapons, prostitution, smuggling, etc.); none of
these is included in the statistics of GDP (see also
Braguinsky, 2005%, Doepke, 2003%).

The GDP also does not take into account the
earnings generated through black marketing that
is rapidly evolving, which is why it is often called
parallel economy (economic activity that leads to
growth, but is not registered). The GDP measures
only goods and services that are bought or sold; if
the products and/or services are exchanged with
neighbours, friends, family and the like, they are
not included in the GDP (Doepke, 2003)%. Lei-
sure and family time is also not taken into ac-
count (Cobb et al., 1995).

From the health perspective, we can certainly say
that leisure contributes to the well-being of peo-
ple; yet, from the perspective of the GDP there
are clear ‘opportunity costs’ of free time. Calcula-
tion of the GDP also does not take into account
how hard people work to produce a specific out-
put. Moreover, most of the tasks today are safer
and less physically strenuous than in the past, but
the GDP does not take that into account. Even
the changes in the quality of the product are not
measured; for example, even though computers
have become much better, faster and more ef-
ficient, they are still counted as the same prod-
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ucts, which is why economic growth is often un-
derestimated (Doepke, 2003)*. Human freedom
is also an important concept that is vital for the
well-being, but it is difficult to express in mon-
etary terms that are the essential aim of using the
GDP to measure well-being (Islam and Clarke,
2002). Wen et al. (2007) grouped items that are
not included in the GDP into three categories:
economic (e.g. coefficient of income distribution,
etc.), social (the cost of crime, the cost of car ac-
cidents, the value of volunteering, etc.) and eco-
logical (cost of air pollution, water, forests, etc.).

. Questionably covered items

If someone in the company wants to spend
money to repair the machine that is broken or
just for some reason no longer suitable for use,
the money spent for such expenditure will in the
company be shown as an expense, rather than as
revenue. The problem with the GDP is that there
is no such difference. It includes many items that
do not contribute to the well-being: depreciation,
income for foreigners, etc. (Bergheim and Sch-
neider, 2006)*. The GDP does not indicate the
conditions of life in which people live and how
economic activity is reflected in their living con-
ditions. The value of the GDP can grow if, for
example, natural resources are used more aggres-
sively. In a situation of non-renewable or slowly
renewable resources, such growth is generated to
the detriment and expense of future growth. The
GDP includes the replacement of the amortized/
underestimated capital: it is a ‘gross’ concept.
However, the depreciation will not contribute
to the well-being and the replacement of the old
capital of economy actually returned to the same
place (Bergheim, 2006) unless the capital is re-
placed with better and more innovative one.

A large number of GDP critics are associated with
environmental issues (depletion of natural re-
sources and damage to the environment) that jus-
tify the need for satellite accounts. Initiatives in
the area are commonly referred to as greening the
GDP. This kind of criticism is more than justified:
the more countries exhaust their natural resourc-
es, the more the GDP increases, but the welfare
is certainly not growing. According to McNeill
(1999), this occurs for two reasons. Firstly, when-
ever you do harm to the environment (e.g. oil
spills, contamination of waterways), financial re-

sources used in the campaign to resolve the con-
sequences of the pollution will pass through the
market system. Labour, machinery and raw mate-
rials required in this process will be registered as
an economic activity and will therefore increase
the GDP. Secondly, the GDP does not take into
account when stocks of natural capital (such as
forests or fish in the sea) decrease. Activities for
which there is a decrease in natural capital (such
as logging or hunting fish) are recorded in the
GDP because these products are sold in the mar-
ket at a certain price; the GDP will rise even if the
stocks of natural capital decrease (to the point of
complete exhaustion of natural resources).

. Methodological problems of calculation

This category primarily relates to the following
weaknesses: delay in reporting, invisible struc-
ture, government spending, perfect competition,
distribution of income, health conditions, inter-
state comparisons, the issue of the environment,
the ratio of short-term vs. long-term develop-
ment and others. The problems caused by the
above deficiencies in the calculation of the GDP
are explained below.

The GDP is facing delays in reporting; consid-
ering that the collection of data on transactions
included in the calculation of the GDP in any
country is a time demanding process, the data
are evaluated only on a quarterly basis. For this
reason, additional variables are required to de-
termine monthly chronology in order to obtain
short-term forecast of economic activity at the
national level (Albu, 2008).

Furthermore, data on the GDP itself have an in-
visible structure: they do not indicate the struc-
ture of output which can often be crucial for
analysts and subjects of macroeconomic policy.
For example, the increase in the GDP is not nec-
essarily the result of an increase in productive
investment and better export performance but
of the increase of unproductive private and/or
government spending. Similarly, the reduction in
the GDP does not always mean a worse economic
situation, but can sometimes be the result of posi-
tive innovation caused by restructuring and mod-
ernizing the economy, which will, in the future,
enable the creation of a larger output (Borozan,
2006).
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The GDP highlights the average income, which
may not correspond to the actual income of any
particular or specific population group. Average
income gives no indication of the distribution of
income among citizens (not taking into account
how the output produced is distributed in a given
period - how much went to the rich, and how
much to the poor people).

It is particularly challenging and difficult to meas-
ure government spending in the national accounts
as public services are often provided for free (or
at a reduced price) and directly to users; govern-
ment spending cannot be evaluated using prices
that reflect the marginal benefit to the consumer.
As a result, the valuation of the output of public
services in current prices is based on the values of
inputs, i.e. equalizing the government spending
with a total cost of production. The above has im-
plications for the measurement of the total GDP
and determination of the extent to which it can
be used as an assessment of well-being (Boarini
et al., 2006).

Changes in the health conditions of society are
only reflected in the GDP in the extent to which
they increase the cost of the health care system.
In this sense, a more expensive health care sys-
tem increases the GDP, though the foundation
of the growth of these costs may be the use of
advanced techniques, increasing life expectancy
and the like. The costs and benefits in these cases
again are not easy to identify (Schepelmann et al.,
2010)2,

In order to compare living standards between
countries, the basic GDP figures should be ad-
justed because of the different exchange rates
and relative price levels in the two countries.
Otherwise, it would seem that the poor countries
always lose (in terms of issues of convergence).
However, it should be remembered that the cost
of living in poor countries is lower than in rich
countries. To correct this difference, it is neces-
sary to use purchasing power parity (PPP) as an
exchange rate that makes the cost of living in dif-
ferent countries comparable (Gould and Ruffin,
1993). Schepelmann et al. (2010)* define the PPP
as a set of comparable products from countries
that examines how many units of the domestic
currency in relation to foreign currency (usually
USD or euro) should be set aside for the purchase
of a particular product in another country. When
the GDP is adjusted to the recalculated exchange

rates, the authors added that it becomes an effec-
tive customized mirror of real purchasing power
and living standards.

Within this methodological GDP issues catego-
ry it is important to point out that it is possible
that the productivity of the country is growing,
but also decreasing during the period in which
the GDP grows. The problem is that no one will
notice a reduction in productivity, as long as at-
tention is focused solely on the GDP. Moreover,
if productivity continues to decline, economic
growth will stop and get the opposite sign: the
standard of living will decline. Thus, the growth
of the GDP per capita can encourage people to
think that everything is fine, despite the fact that
it is not (Dasgupta, 2009).

Another recent concern about the adequacy of
national accounts stems from the understand-
ing of the different impacts of recession among
households, industries and regions of the coun-
try. Concerns also occur in terms of failure of
the national accounts for the corresponding
warning about imbalances that developed in the
household sector and financial markets (Lande-
feld et al., 2010). The GDP does not distinguish
between the costs and benefits of productive and
destructive activities, sustainable and unsustain-
able practices and procedures. The GDP focuses
on short-term (current) economic activity, and
not the long-term aspects of sustainable devel-
opment, such as growth of natural, economic
and human resources that are important from
a long-term perspective (Van den Bergh, 2007).
All of the limitations of the GDP are important
and absolutely correct; what is wrong, according
to McNeill (1999), is that the analysis of these re-
strictions does not go far enough.

Opportunities

The GDP has a lot of disadvantages if it is seen as
an indicator of progress and prosperity. However,
the above limitations may be the starting point of
changes, i.e. they can be turned into opportunities
that will allow the GDP to retain its role of a leading
economic measure. Seen by conventional means,
opportunities for the GDP that come from the en-
vironment are the new indicators that use the GDP
as its basis, and are usually called indicators that
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adjust the GDP (e.g. Genuine Progress Indicator).
These alternative indicators, which use the GDP in
the calculation, often show different results measur-
ing the progress than the GDP itself. However, the
last efforts of expanding the conventional GDP have
run into problems of subjectivity and uncertainty
inherent in the measurement of health, happiness
and the environment (Landefeld et al., 2010). Critics
fear that the inclusion of the uncertain and subjec-
tive value in the GDP seriously reduces the key role
of national accounts in the measurement and man-
agement of market economy.

Environmental externalities are the main cause of
concern from a dual perspective: the measurement
of well-being and the economic growth. In response
to these problems, satellite accounts by the SNA
have been developed. Satellite accounts are closely
linked with the main SNA, but do not necessarily
use the same concepts and are not necessarily lim-
ited to information expressed in monetary terms.
Satellite accounts are intended for specific purpos-
es, such as monitoring the health of the community
or the state of the environment. They can also be
used to research new methodologies and new ac-
counting procedures that, when fully developed and
accepted, can become part of the main SNA over
time (SNA 2008, 2009).

An additional opportunity for the GDP is the obvi-
ous inclination of major institutions (such as the Eu-
ropean Council) to keep it as the main measure of
progress of society. Everything is calculated through
and with the help of the GDP. Schepelmann et al.
(2010)*! argue that the modern economic policy
and decision-making processes (in the EU, at the
national and regional level) are therefore heavily
dependent on GDP growth: the EU regional policy
is to use the level of the GDP in determining the
threshold acceptability levels for EU funding, gov-
ernment debt and deficit are calculated as a per-
centage of the GDP, and so on. In fact, given these
reasons and their interdependence, completely
abandoning the GDP could cause serious problems
and even conflicts.

Threats

Economic well-being is not the guarantor of hu-
man happiness or, in itself, a reliable key to human
well-being (Darmstadter, 2000), but it is often inter-
preted in this context. Citizens generally feel bet-
ter if they are materially richer, but well-being also

depends on the type of goods that are consumed,
the amount of free time that is available to individu-
als, relationships with family and friends, the state
of preservation of the environment that surrounds
them, and so on. Nowadays many people feel that
their well-being is undermined by too much pres-
sure of work, unemployment, problems in the fam-
ily, pollution and climate change. For these reasons
the decision-makers should be interested in statis-
tics that take into account the resolution of those
issues, rather than purely economic, monetary indi-
cators like the GDP. In addition, there remains the
question if the GDP, out of all data that can be ob-
tained from the SNA, is best suited to measure the
total value of economic resources that influence the
well-being (Boarini et al., 2006).

From a competitive perspective, the threat to the
GDP is the emergence of new measures that in-
clude the aspect of sustainability. Thus, the external
threats to the GDP are all new indicators that aim
to replace the GDP. The question remains how big
the interest of the public and the media should be
for this, in a way, revolutionary move to measure
progress qualitatively, in terms of welfare and sus-
tainability. Or, to go a step back, economists should
be the main generators of new measures to promote
the progress and presentation of existing shortcom-
ings of the GDP to the general public.

4. Conclusion

Progress of the society should be valued through
the quality of life improvement, not on GDP fig-
ures alone. Therefore, it might be useful to see it as
a construct consisting of two dimensions: objective
and subjective (Frajman Ivkovi¢, 2012). The fact
that argues for the necessity of coordinated moni-
toring of objective and subjective indicators is that
despite the economic growth in the last 50 years,
people have not become happier and more satis-
fied than they were 20 or 40 years ago (Clark et al.,
2008) when there were no big TV screens, Inter-
net and PlayStations. Questionable thus becomes
the assumption of traditional economics, which
is that all people strive to maximize utility, with
higher income available and greater opportunities
for consumption. Research (like Easterlin, 1974)
shows that the size of the GDP does not determine
the amount of happiness and well-being in society.
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There is obviously something else in addition to the
GDP to what one should pay particular attention in
policy-making and policy implications, especially if
the primary concern is the welfare of society over a
long period of time.

Conventional practice has until recently been to
judge the well-being solely on the basis of GDP data.
As shown in this paper, the GDP has a number of
weaknesses. The consequences of improper use of
the GDP and its interpretation as an indicator of
well-being, i.e. the absence of measures of the ac-
tual progress of society are huge, especially if one

takes into account the powerful impact the figures
of the GDP have on the functioning and direction
of the economy as a whole (e.g. the public debt, the
available funds of the European Union, the devel-
opment of regions within the country, etc.) and
decision-making at all levels. The GDP is therefore
only one of the economic measures that objectively
show the situation in the country. The number of
alternative measures of economic development that
indicate varying degrees of social development is
increasing, but they are still insufficiently accepted
in public policy.
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Anita Frajman Ivkovic¢

OGRANICENJA BDP-A KAO MJERE PROGRESA
I BLAGOSTANJA

SAZETAK

Predmet ovog rada je bruto domadi proizvod koji je postao univerzalna mjera napretka i blagostanja.
Medutim, njegova upotreba za tu svrhu je neprimjerena i pogresna, jer on kao ekonomska mjera, odrazava
isklju¢ivo produktivnost. Nadalje, BDP nije ni osmisljen za nesto vise od monetarne mjere, a osim toga, ima
puno ogranicenja i slabosti koje nisu u dovoljnoj mjeri predstavljene $iroj javnosti, kao ni u znanstvenim
radovima. U ovome radu, navedeno je prikazano definiranjem BDP-a i njegovim povijesnim gledistima.
Osim toga, koristena je SWOT analiza za isticanje slabosti i ograni¢enja ove monetarne mjere. Strukturi-
rane kritike bruto domacega proizvoda daju prostor drugim mjerama napretka i blagostanja koje se mogu
koristiti na sveobuhvatniji nacin.

Klju¢ne rijeci: BDP, ogranic¢enja BDP-a, napredak, blagostanje, alternativne mjere
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