
ECON1002: Introductory Macroeconomics 

 [Week 1] 

Introduction to Macroeconomics and Measuring Performance (Output)  

Introduction to Macroeconomics 

 Economics is about why people, firms and governments behave the way they do.  
o This behaviour will impact the economy, individuals and the environment. 

o Economics can be divided into: 
 Microeconomics: The study of decision-making by individual economic 

agents. Examples include decisions relating to: 

 Mergers and acquisitions. 

 Market entry. 

 Individual countries entering free trade agreements.  

 The impact of petrol prices on individual car usage.  
 Macroeconomics: The study of the aggregate impact of individual decisions. 

Examples include determination of: 

 Interest rates and exchange rates, as well as the linkage between the 
two.  

 A country’s rate of economic growth and unemployment rate.  

 The impact of global warming (and government response to the 
issue) on an economy.  

o Microeconomics provides a foundation for macroeconomics. The two are 
interconnected.  

o Macroeconomics captures the  

 There are three aims in economics: 
o Assessing the economy’s performance. 

o Explain the underlying economic drivers behind this performance. 
o Suggest measures to improve the situation and predict the effect of the measures. 

 Some central themes in economics include: 
o The role of incentives.  

o The fact that resources are scare. This acts as a constraint and choices must be 
made. These choices are played out at an individual, firm and macroeconomic level. 

 The application of macroeconomics involves: 
o The development of a definition of good economic health. This requires the issues to 

be known.  
o The collection of relevant data to determine the current state of the economy.  

o Theory must be applied to diagnose the cause of any issues.  
o Theory can be applied to developed policy responses. 

o Long-term structural reforms can also be put forward. 

 The study of macroeconomics is relevant at present because of a number of contemporary 
challenges including: 

o The economic discipline is under pressure because it did not predict the GFC.  
o There are significant challenges facing Australia and the world (including the 

aftermath of the GFC, the euro crisis, restrictions to free trade). 

o The emergence of new economic powers like China and India.  
o The economic effects of climate change.  

 Some of the uses of macroeconomics include: 
o It can be used as tool for prediction. 
o It can be used to better understand crises and recessions.  
o Better identification of policy responses. 

 Limitations of macroeconomics include: 
o Theoretical models are an imperfect capture of reality.  
o Ideology influences everybody regardless of how ‘scientific’ people try to be.  



o The past is not necessarily an infallible guide to the future. History is generally 
cyclical, not linear. This can be caused by structural change. 

 At a broad level, the macroeconomy can be thought to be performing well if it meets the 
following criteria: 

o Rising living standards in the long-run.  

 Over long periods of time (decades and centuries), many of the world’s 
economies have experienced significant growth in the material well-being of 
their populations. 

 By and large, these have been the industrialised economies (e.g. US, 
Europe, and Australia) and the newly industrialised ‘tiger’ economies 
of South East Asia.  

 This should not be taken for granted. Some countries have experience a 
decline in living standards and parts of the developing world are yet to 

participate in a significant increase in living standards.  
 Providing a framework with within which countries can grow and increases 

standards of living is an important responsibility for governments and 

international organisations like the World Bank.  
 Macroeconomists study these long-run growth issues, using what is known 

as ‘growth theory’. Growth theory is the study of the long-run growth 
performance of economies.  

o Avoiding the extremes of short-run macroeconomic performance (i.e. smoothing of 

the business cycle).  
 Virtually all economies have experienced a ‘short-run business cycle’. The 

short-run business cycle is the term used by economists to describe the 
tendency for economies to pass through relatively prosperous times followed 

by relatively lean times, followed by prosperous times, and so on.  
 Periods of time in the cycle where the economy is doing particularly well are 

known as ‘expansions’. 

 ‘Contractions’ are the opposite case where economic performance is 
sluggish.  

 Recessions are often defined as two consecutive quarters in which the 
economy’s aggregate output falls. These are very costly in terms of both the 
output that is lost to the economy and the economic and social hardships 

faced by the people unable to find work.  

 The Great Depression of the 1930s was an extreme example of a 
recession.  

 The Global Financial Crisis (‘GFC’) is another period where many 
countries were pushed into contraction and recession.  

o Maintaining the real value of currency (i.e. moderate inflation).  

 Inflation and deflation is the tendency for the general level of prices in an 
economy to change over time. Inflation occurs when prices rise over time. 
Deflation occurs when prices decline over time. 

 Changes in the price level imply that any given amount of currency will now 
command a different amount of real purchasing power.  

 Inflation will decrease the real value of a currency. For a given dollar, 
less goods and services can be purchased. 

 Deflation will allow a given dollar to purchase more goods and 
services, increasing its real value. 

o Ensuring sustainable levels of public and foreign debt (i.e. achieving a balance 

between using tomorrow’s income to consume today).  
 Unsustainable debt policy results when too much borrowing has occurred 

relative to the income flow that will be used to pay off debt.  
 Public debt is the amount owed by the government to the non-government 

sector. 



 A budget deficit occurs when the government spends more money 
than is receives. In this situation, the government must borrow 
money from the private sector to meet its spending commitments. If 

government borrowing is unsustainable, painful measures must be 
taken to rein in debt.  

 A budget surplus occurs when the government’s expenditure falls 
short of its revenue (largely from taxation). Surpluses allow the 
government to pay off some of its accumulated debt from past 

government deficits. There is an opportunity cost here because the 
money could be used to fund health or education systems.  

 Foreign debt is the amount owed by the nation to other countries. This must 

also be monitored to ensure that it is reasonable.  
o Balancing current expenditure against the need to provide resources in the future.  

 This concerns the decision to save or spend.  
 The saving and spending patterns of people influences both the business 

cycle and the ability of the economy to grow in the long-run.  

o Providing employment for all individuals seeking work.  
 Broadly speaking, macroeconomists are concerned with unemployment when 

it is systematic, affecting the entire economy and caused by identifiable 
national (or international) factors).  

o A fair distribution of income. 

o Sustainability. 

Measuring Performance (Output) 

 Measuring is the first step in economics.  

 The leading measure in macroeconomics is gross domestic product (‘GDP’). This captures 
the output produced by a nation and can be used to measure two of the determinants of good 

economic performance (rising long-run living standards and the avoidance of extremes in 
short-run macroeconomic performance).  

 Other measures, known as ‘partial indicators’, are used to give insight to economic 
performance.  

o They include: retail sales, industrial production, business investment, home building, 
and a range of others.  

o This gives and early indication of economic performance. In Australia GDP is only 
released quarterly (US has monthly). Partial indicators are released earlier.  

Components of GDP and the Production Measure of GDP 

 GDP is the final market value of goods and services produced in a country in a given time 
period.  

o The time period measured will typically be a quarter or a year. 
o The ‘final’ market value is the aggregated market value of all goods and services 

produced in the time period. 

 Higher valued items will receive greater weighting then cheaper items on a 
per item basis. This is logically as a higher market price is indicative of 

greater economic benefit.  
 Market values provide a convenient way to add together, or aggregate, the 

many different goods and services produced in a modern economy. It 

provides a medium for comparison.  

 This is the case for most items contributing to GDP, however some 
exceptions exist for goods and services provided by government 

agencies. The contribution of public education and defence to GDP is 
determined on a cost basis.  

 A drawback of using market values is that not all economically valuable 
goods and services are bought and sold in markets (for example, unpaid 
housework). 


