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Does Unreal GDP Drive Our Policy Choices? 
 

I am back from Rob Arnott’s conference in Laguna Beach, and I must confess 
that if I had attended it before I wrote last week’s e-letter I might have had lower odds 
on the US political class solving the debt crisis, absent a real economic crisis forcing 
them to. There were several presentations that made the problems quite clear. It 
remains a tough issue. 
  

This week’s Outside the Box is a recent white paper by Rob, where he argues 
that the traditional way we look at GDP is flawed, because it overstates what is 
happening in the real, private part of the economy, which is the productive part. 
Government spending is either money collected from the private sector in the form of 
taxes or borrowed money that future generations must repay. While not likely to 
become a mainstream economic view, this is very useful for our own thinking about 
what constitutes productivity and investments. This is a short but powerful piece from 
one of America’s most honored economic writers. 
  

And let me note that I will be speaking at the annual Agora Financial 
Investment Symposium, perhaps the only conference in the country where I am the 
bull in the crowd. It is July 26-29 in Vancouver. You can find out more and register at 
http://www.agorafinancial.com/reports/vancouver/2011/afis2011b.php. If you come, 
be sure and say hello. 
  

Have a great week. It is good to be home. I am off to see the Texas Rangers, 
after a happy hour with David Tice of Prudent Bear fame. And I must say that 
watching the Mavericks-Lakers game Sunday from the Admiral’s Club in LA, while 
waiting for my plane, was quite fun. Not as good as being there, but fun! 
  
Your trying to remember there is more to life than economics analyst, 
  
John Mauldin, Editor 
Outside the Box 
May 9, 2011 
 
Does Unreal GDP Drive Our Policy Choices? 
 
Gross Domestic Product is used to measure a country’s economic growth and 
standard of living. It measures neither. Unfortunately, the finance community and 
global centers of power are wedded to a measure that bears little relation to reality, 
because it confuses prosperity with debt-fueled spending.  
 
Washington is paralyzed by fears that any withdrawal of stimulus, whether fiscal or 
monetary, whether by the Administration, the Fed, or the Congress, may clobber our 
GDP. And they’re right. But, GDP is the wrong measure. 
 
Without an alternative, we will continue to make bad policy choices based on bad 
data. Eventually, our current choices may wreak havoc with our future prosperity, the 
future purchasing power of the dollar, and the real value of U.S. stocks and bonds. 
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What is GDP?  
 
GDP is consumer spending, plus government outlays, plus gross investments, plus 
exports minus imports. With the exception of exports, GDP measures spending. The 
problem is GDP makes no distinction between debt-financed spending and spending 
that we can cover out of current income.  
 
Consumption is not prosperity. The credit-addicted family measures its success by 
how much it is able to spend, applauding any new source of credit, regardless of the 
family income or ability to repay. The credit-addicted family enjoys a rising “family 
GDP”—consumption—as long as they can find new lenders, and suffers a family 
“recession” when they prudently cut up their credit cards. 
 
In much the same way, the current definition of GDP causes us to ignore the fact that 
we are mortgaging our future to feed current consumption. Worse, like the credit-
addicted family, we can consciously game our GDP and GDP growth rates—our 
consumption and consumption growth—at any levels our creditors will permit!  
 
Consider a simple thought experiment. Let’s suppose the government wants to dazzle 
us with 5% growth next quarter (equivalent to 20% annualized growth!). If they 
borrow an additional 5% of GDP in new additional debt and spend it immediately, 
this magnificent GDP growth is achieved! We would all see it as phony growth, 
sabotaging our national balance sheet—right? Maybe not. We are already borrowing 
and spending 2% to 3% each quarter, equivalent to 10% to 12% of GDP, and yet few 
observers have decried this as artificial GDP growth because we’re not accustomed to 
looking at the underlying GDP before deficit spending!  
 
From this perspective, real GDP seems unreal, at best. GDP that stems from new 
debt—mainly deficit spending—is phony: it is debt-financed consumption, not 
prosperity. Isn’t GDP, after excluding net new debt obligations, a more relevant 
measure? Deficit spending is supposed to trigger growth in the remainder of the 
economy, net of deficit-financed spending, which we can call our “Structural GDP.” 
If Structural GDP fails to grow as a consequence of our deficits, then deficit spending 
has failed in its sole and singular purpose.1 
 
Of course, even Structural GDP offers a misleading picture. Our Structural GDP has 
grown nearly 100-fold in the last 70 years. Most of that growth is due to inflation and 
population growth; a truer measure of the prosperity of the average citizen must 
adjust for these effects. Accordingly, let’s compare real per capita GDP with real per 
capita Structural GDP. 
 
A New Measure of Prosperity 
 
Real per capita GDP has recovered to within 2.5% of the 2007 peak of $48,000 (in 
2010 dollars). So, why do we feel so bad? For one thing, after two recessions, we’re 
up barely 6% in a decade. Furthermore, this scant growth is entirely debt-financed 
consumption. The real per capita Structural GDP, after subtracting the growth in 
public debt, remains 10% below the 2007 peak, and is down 5% in the past decade. 
Net of deficit spending, our prosperity is nearly unchanged from 1998, 13 years ago.  
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As a diagnostic for why this has happened, let’s go one step further. Few would argue 
that a healthy economy can grow without the private sector leading the way. The real 
per capita “Private Sector GDP” is another powerful measure that is easy to calculate. 
It nets out government spending—federal, state, and local. Very like our Structural 
GDP, Private Sector GDP is bottom-bouncing, 11% below the 2007 peak, 6% below 
the 2000–2003 plateau, and has reverted to roughly match 1998 levels.  
 
Figure 1 illustrates the situation. Absent debt-financed consumption, we have gone 
nowhere since the late 1990s. 
 
Figure 1. Real GDP, Structural GDP, and Private Sector GDP, Per Capita, 1944-2011 

 
Source: Research Affiliates 

 
As the private sector has crumbled, and Structural GDP has lost 13 years of growth, 
tax receipts have collapsed. Real per capita federal tax receipts have tumbled to levels 
first achieved in 1994, and are fully 25% below the peak levels of 2000.2 The 2000 
peak in tax receipts was, of course, bolstered by unprecedented capital gains tax 
receipts following the wonder years of the 1990s. But this surge in tax receipts fueled 
a perception—even in a Republican-dominated government!—that there was money 
to burn, as if the capital gains from the biggest bull market in U.S. stock market 
history would continue indefinitely!  
 
What does this mean for the citizens and investors in the world’s largest economy? If 
we continue to focus on GDP, while ignoring (and even facilitating) the decay of our 
Structural GDP and our Private Sector GDP, we’ll continue to borrow and spend, 
mortgaging our nation’s future. The worst case result could include the collapse of the 
purchasing power of the dollar, the demise of the dollar as the world’s reserve 
currency, the dismantling of the middle class, and a flight of global capital away from 
dollar-based stocks and bonds.  
 
None of these consequences is likely imminent. But, few would claim today that they 
are impossible. Most or all of these consequences can likely still be avoided. But, not 
if we hew to the current path, dominated by sheer terror at the thought of a drop in  
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top-line GDP. 
 
After World War II, the U.S. Government “downsized” from 43.6% of GDP to 11.6% 
in 1948 (under a Democrat!). Did this trigger a recession? Measured by GDP, you 
bet! From 1945 to 1950, the nation convulsed in two short sharp recessions as the 
private sector figured out what to do with all the talent released from government 
employment, and real per capita GDP flat-lined. But, underneath the pain of two 
recessions, a spectacular energizing of the private sector was underway. From the 
peak of government expenditure in 1944 until 1952, the per capita real Structural 
GDP, the GDP that was not merely debt-financed consumption, soared by 87%; the 
Private Sector GDP, in per capita real terms, jumped by more than 90%.  
 
Was the recent 0.5% drop in GDP in the United Kingdom a sign of weakness, or was 
this drop merely the elimination of 0.5% of debt-financed GDP that never truly 
existed? Spending dropped by over 1% of GDP; Structural GDP was finally 
improving!  
 
We must pay attention to the health—or lack of same—for our Structural GDP and 
our Private Sector GDP before they lose further ground. 
 
Conclusion 
 
Government outlays were not reined in by either political party for most of the past 
decade. Real per capita government outlays now stand some 50% above the levels of 
just 10 years ago, even with Structural GDP and Private Sector GDP down over the 
same span. Federal spending is more than 40% of the Private Sector GDP for the first 
time since World War II.  
 
Even our calculation of the national debt burden (debt/GDP) needs rethinking. Is the 
family that overextends correct in measuring their debt burden relative to their 
income plus any new debt that they have accumulated in the past year? Isn’t it more 
meaningful to compute debt relative to Structural GDP, net of new borrowing?! Our 
National Debt, poised to cross 100% of GDP this fall, is set to reach 112% of 
Structural GDP at that same time, even without considering off-balance-sheet debt.3 
Will Rogers put it best: “When you find yourself in a hole, stop digging.” 
 
While many cite John Maynard Keynes as favoring government spending during a 
recession, he never intended to create structural deficits. He recommended that 
government should serve as a shock absorber for economic ups and downs. He 
prescribed surpluses in the best of times, with the proceeds serving to fund deficits in 
the bad times, supplemented by temporary borrowings if necessary. And he loathed 
inflation and currency debasement, which he correctly viewed as the scourge of the 
middle class. 
 
GDP provides a misleading picture and a false sense of security. Instead of revealing 
an economy that we all viscerally know is weaker than a decade ago, it suggests an 
economy that is within hailing distance of a new peak in prosperity for the average 
American. Top-line GDP has recovered handily from its lows, on the back of record 
debt-financed consumption. But, our Structural GDP and Private Sector GDP are both 
floundering. Focusing on top-line GDP tempts us all to rely on ever more debt-
financed consumption, until our lenders say “no más.” 
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The cardiac patient on the gurney has had his shot of adrenaline and is feeling better, 
but he is still gravely ill—more so than before his latest heart attack—as these two 
simple GDP measures amply demonstrate. 
 

 

Endnotes 
 

1. A “correct” measure would subtract all new debt that is backed only by future 
income, lacking collateral. Very little private debt lacks collateral, and very little public 
debt is backed by anything other than future income. So, for simplicity’s sake in this 
article, we subtract only net new government debt.  
 
2. Despite no change in tax rates since 2003, this situation is often blamed on 
the perfidy of the affluent, not the evaporation of capital gains, hence capital gains 
taxes. We should recognize that the enemy is not success, it is poverty. But, when 
we rue the latter, we too often blame the former. 
 
3. See the November 2009 issue of Fundamentals, entitled “The ‘3-D’ Hurricane 
Force Headwind,” for more details on the daunting levels of off-balance-sheet debt. 
Our debt/GDP ratio may be poised to cross 100% of GDP this fall, but our GAAP 
accounting debt burden is already well past 400% of GDP and well past 500% of 
Structural GDP. 


