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A t the end o f this year, the Department o f  Commerce 
w ill change the way it calculates real gross domestic 
product (GDP). For nearly 50 years, real GDP has been 
calculated using a fixed-weight index. This method o f 
calculation w ill be replaced with a chain-weight index. 
Starting with this issue o f  National Economic Trends, 
we have added the chain-weight series to the charts on 
pages 4 and 5.

This change w ill more accurately measure the level 
o f  output and economic growth. To measure output in 
any year, the Department o f  Commerce first establish
es a base year. In the base year, currently 1987, real 
G D P is set equal to nominal GDP. Under a fixed- 
weight index, the prices in the base year are used to 
determine real G D P in every year. Thus, real GDP o f 
$5,344 billion in 1994 indicates how much the econo
my produced i f  goods and services cost the same as 
they did in 1987.

There are, however, problems with this method o f 
calculation. As prices change, people and businesses 
alter their purchases, substituting away from goods 
whose prices are rising relative to 
others and toward goods whose 
relative prices are declining.
Thus, output increases most for 
those goods whose relative prices 
are falling. Evaluating these 
goods at their previous higher 
prices overstates output growth.
By contrast, growth may be under
stated in years before the base

year. To lessen the bias in measuring current 
economic growth, the base year is regularly updated. 
Although such a revision presents a more accurate 
picture o f  the current economy, it further distorts the 
history o f  the series.

The chain-weight index w ill minimize the bias in
herent in a fixed-weight index and eliminate the changes 
in historical growth rates that occur when a new base 
year is established. Under this method, real GDP is 
calculated using prices in years close to the year in 
question. For example, the calculation o f 1991 real 
G DP uses the prices in 1990 and 1991 as weights.
Real G D P for 1992 uses the prices in 1991 and 1992 
as weights. M oving through time forms a chain o f 
weights that gives the index its name.

The table below illustrates the difference in mea
sured growth under the two indexes. In years close to 
the base year (1987), there is little substitution bias, so 
growth is the same using either index. As expected, 
however, the chain-weight index indicates higher 
growth in years prior to the base year and slower 
growth in years beyond the base year. Furthermore, 
as one moves further from the base, the substitution 
bias inherent in the fixed-weight index accumulates, 
resulting in an increasing divergence between the 
two indexes.

-  Patricia S. Pollard

AVERAGE ANNUAL REAL GDP GROWTH

Period Chain-Weight Fixed-Weight
(1987$)

Difference

1961-1975 3.75% 3.38% 0.37 % points

1975-1986 3.18 2.88 0.30

1986-1991 2.02 2.02 0

1991-1994 2.72 3.16 -0.44
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