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MODEL ANSWER 25

Q. Explain the concept of Gross Domestic Product (GDP). Discuss the significance of revising
the base year for GDP calculations in India.

Gross Domestic Product (GDP) is a comprehensive measure of a country’s economic performance,
capturing the monetary value of all final goods and services produced within its borders over a
specific period. It is a critical indicator of economic growth or contraction, guiding policy decisions
on taxation, public spending, and monetary policy, while also facilitating international comparisons of
economic performance.

Gross Domestic Product (GDP) measures a country’s economic output using three main approaches:
the production approach, which calculates the value added at each stage of production; the income
approach, which sums all income earned by individuals and businesses; and the expenditure approach,
which aggregates all spending on final goods and services. Moreover, GDP is categorized into
nominal GDP, measured at current market prices without adjusting for inflation, and real GDP, which
accounts for inflation to reflect true purchasing power.

The base year is a reference year against which GDP for subsequent years is measured. A revision
involves recalibrating the base year to reflect the current structure and dynamics of the economy.

Reasons for Revising the Base Year:

e Reflecting Structural Changes: Economic activities evolve with new sectors emerging (e.g.,
digital economy) and older ones declining.
Incorporating Updated Data Sets: New data sources and better methodologies improve
accuracy.
Capturing Price Changes: Ensures inflation adjustments align with current price trends.
International Best Practices: As recommended by the United Nations System of National
Accounts (SNA), revisions ensure global comparability.

Significance of the Revision in India:

e Better Policy Formulation: Accurate GDP estimates aid in framing effective economic
policies.
Improved Resource Allocation: Helps identify priority sectors for investment and
intervention.
Economic Indicators Alignment: Synchronizing GDP with other indices like Consumer Price
Index (CPI) and Index of Industrial Production (I1P) ensures consistency.
Enhanced Credibility: Reduces discrepancies and controversies, fostering trust in data.

Although there are several challenges associated with revising the base year for GDP which include
methodological concerns, such as replacing traditional datasets like the 1P with MCA-21 data, raising
doubts about representativeness. The informal sector, a major contributor to India’s economy, often
remains underreported. Discrepancies between production and expenditure methods further question
accuracy, while economic disruptions like demonetization or COVID-19 complicate the choice of a
stable base year.

To address these challenges, adopting a transparent methodology, enhancing data collection for the
informal sector, and synchronizing GDP metrics with other economic indicators like CPIl and IIP are
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essential. Selecting a base year during periods of economic stability and incorporating double
deflation methods can ensure robust and credible GDP estimates.
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