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Week 1 
 

 Some output produced by the government is free. Education is a classic example. This is still 
viewed as a service and valued at the cost of production which is primarily the salary of the 
workers in the education sector. 

 Transfer payments are a means of redistributing wealth across the economy. They are not a 
final good or service, nor a measure of market activity and therefore are not included as 
government expenditure in the calculation of GDP. The transfer payments will eventually 
show up in GDP if and when the families that receive the transfer income spend the income. 
However, in that case it will be household consumption expenditure 

 Over a three month period, not everything that is produced is necessarily purchased (i.e., 
there might be inventories of unsold stock). Yet, economists maintain that in any period, the 
values of production and expenditure will be the equal. 

 This is because of the treatment of unsold inventories whereby unsold goods are 
treated as having been purchased by the firms that produced them. 

 This item is treated as adding to a firm’s inventory stock and changes in inventories 
over a particular period are recorded as an investment expenditure by firms (or, to 
put it another way, the assumption is made that firms buy their own unsold output 
in a situation where not everything that is produced is sold) 

 When they are finally sold, it is the value added that is contributed to that period of 
sale’s GDP, which is the market value of goods minus the cost of inputs purchased 
from firms 

 A final good or service is one that will not be transformed further in the market sector in 
Australia. An intermediate good or service is sold to another firm in Australia to be further 
transformed. 

 Alternatively, a final good or service is one that is consumed by the ultimate user and 
counted as part of GDP because it is the end product of the production process. By contrast, 
an intermediate good or service is used up in the production of final goods and services and 
is therefore excluded from GDP. 

 The chain volume measure of GDP is more sensitive to structural changes in the economy 
– used to prevent prices reflecting outdated bundle of goods 

 It considers product  substitutions made by consumers and other changes in their 
spending habits 

 It is considered to be a more accurate inflation gauge than the traditional fixed-
weighted CPI, because rather than merely measuring periodic changes in the price of 
a fixed basket of goods, it accounts for the fact that consumers’ purchasing decisions 
change along with changes in prices.  

 The fixed-weighted CPI may consistently overstate inflation by ignoring the 
disinflationary effect of quality improvements and new technology, in addition to 
the substitution effect 

 Sales of shares are not included in GDP as they already existed 

 Business gross fixed capital formation is included in GDP because of the creation of new 
capital/shares 
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 Final Consumption Expenditure is defined as the sum of private and public (government) 
consumption 

 Gross Capital Formation is the sum of private and public (government) investment 

 It is possible for Final Consumption Expenditure to exceed the level of GDP if there are a lot 
of imports. In that cases, M > I + G + X 

 When comparing data across countries, economists often scale a variable by dividing by 
GDP. This is useful to compare data relative to an own country’s growth. A relative 
measurement is easier to compare. An example of such data is population.  

 

Gross Domestic Product 

 Gross Domestic Product (GDP) is the final (market) value of goods and services produced in 
an economy over a particular time period. 

 The time period is often taken to be a quarter (three months) of a year 

 GDP measures a nation’s standard of living 

 GDP is a measure of the quantity of goods and services produced by an economy 

 Output is measured using the concept of gross domestic product (GDP) 

 There are three equivalent ways of measuring a country’s GDP: 
1. The value of production 
2. The value of expenditure 
3. The value of income 

 GDP extends across to different time dimensions: the long run and the short run 

 Real GDP 
 Involves an adjustment to the raw GDP figures to remove distortions introduced by 

inflation 

 As market prices for publicly provided goods and services do not exist, economic 
statisticians add to the GDP the costs of providing those goods and services as rough 
measures of their economic value 

 Goods and services that are used up in the production process are not counted in GDP 
(intermediate goods) 

 When the production process of a good or service occurs in more than one period, 
economists determine the market value of final goods and services indirectly, by adding up 
the value added by each firm in the production process. 

 The value added by any firm equals the market value of its product or service minus the 
cost of inputs purchased from other firms. This is the same as simply adding together the 
value of final goods and services 

 To ensure that only the final value of goods and services is counted, at each stage of the 
production process only the value added to the inputs is counted in GDP 

 Only production that takes place within the country’s borders is counted. 

 GDP is divided into four categories: households, firms, governments and the foreign sector 
As a result, GDP can be measured with equal accuracy by either of two methods: 
1. Adding the market values of all the final goods and services that are produced 

domestically 
2. Adding up the total amount spent by each of the four groups on final goods and services 

and subtracting spending on imported goods and services 

 GDP can be thought equally as a measure of total production, a measure of total 
expenditure and a measure of incomes of capital and labour. 
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 GDP excludes the underground economy 
Market value 

 In general, the amount people are willing to pay for an item is an indication of the economic 
benefit they expect to receive from it. For this reason, higher-priced items should count for 
more in a measure of aggregate output 

 A drawback of using market values is that not all economically valuable goods and services 
are bought and sold in markets 

 

The three broad themes of macroeconomics are: 
1. Making judgements about the performance of the economy 
2. Understanding the factors that have produced particular macroeconomics outcomes 
3. The role of the government in influencing macroeconomic performance 

 

Consumer Price Index (CPI) 

 The economy’s overall price level is measured using the consumer price index. 

 The rate of change in CPI is one way of measuring the rate of inflation in the economy. 
 

A macro economy is performing well if it meets the following criteria: 
1. Rising living standards in the long run 
2. Avoiding extremes of short-run macroeconomic performance 
3. Maintaining the real value of the currency 
4. Ensuring sustainable levels of public and foreign debt 
5. Balancing current expenditure against the need to provide resources for the future 
6. Providing employment for all individuals seeking work 

 

Growth theory: the study of the long-run growth performance of economies 
Short-run business cycle: The name given by economists to the tendency for economies to pass 
through periods of economic expansion followed by economic contraction. 
Recessions are often defined as two consecutive quarters in which the economy’s aggregate output 
falls. 
 

Global financial crisis 

 The period from around 2007 to 2009 

 A variety of negative factors affecting financial markets which led to the collapse of financial 
institutions 

 Resulted in severe distress for the world’s major economies 

 Pushed many countries’ economies into contraction and recession 
 

Inflation and deflation 

 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 fall over time 

 The effect of inflation is to decrease the real value of the currency 
 

Public debt 

 the amount owed by the government to the non-government (private) sector 

 A budget deficit occurs when the government spends more money than it receives as tax 
revenue, and as a result, must borrow money from the private sector 
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 An unsustainable public debt is one that cannot be paid off, given the government’s current 
and projected flow of income 

 Budget surpluses arise when the government’s expenditure falls short of its available tax 
revenue. In this case, there is an opportunity cost, as that money could have been used to 
finance additional uses of public expenditure 

 

Foreign debt: the amount owed by the nation to other countries 
 

Macroeconomics are concerned with unemployment when it is systematic, affecting the entire 
economy and caused by identifiable national (or international) factors 
 

The increase in women’s labour force and the GDP 

 The increase in measured GDP associated with increased participation in the labour force by 
women probably overstates the actual increase in economic activity. 

 The goods and services that women produce in their new jobs have contributed directly to 
increasing GDP and represents a genuine increase in economic activity. 

 However, the fact that paid workers took over previously unpaid housework and childcare 
duties has increased measured GDP by the amount paid to those workers, and reflects a 
transfer of existing economic activities from the unpaid sector to the market sector.  

 

Comparative advantage: everyone does best when each person concentrates on the activities for 
which his or her opportunity cost is lowest 
 

Opportunity cost: the value of the next-best alternative to taking a particular action 
 
Final goods or services: Goods or services consumed by the ultimate user – because they are the 
end products of the production process they are counted as part of GDP 
 

Intermediate goods or services: Goods or services used up in the production of final goods and 
services and therefore not counted as part of GDP 
 

The value added by each firm represents the portion of the value of the final good or service that 
the firm creates in its stage of production. 
 

There are four components of expenditure: 
1. Consumption expenditure: spending by households on goods and services such as food, 

clothing and entertainment 
2. Investments: spending by firms on final goods and services, primarily capital goods and 

housing 
3. Government purchases – purchases by federal, state and local governments of final goods 

and services. These do not include transfer payments, which are payments made by the 
government in return for which no current goods or services are received, and interest paid 
on the government debt. 

4. Net exports = Exports – imports 
 
Y = C + I + G + NX 
This equation is known as the national income accounting identity. 
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Income effect: the change in demand for a good or service, caused by a change in price, that is 
attributable to the effect of that price change on the real purchasing power of consumers’ income 
 

GDP and the incomes of capital and labour 

 Labour income (equal to about 75% of GDP) comprises of wages, salaries and the incomes 
of the self-employed. 

 Capital income (about 25% of GDP) is made up of payments to owners of physical capital 
(such as factories, machines and office buildings) and intangible capital (such as copyrights 
and patents). 

 The components of capital income include items such as profits earned by business owners, 
the rents paid to owners of lands or buildings, interests received by bond holders in non-
financial private firms and the royalties received by the holders of copyrights and patents. 

 Both labour income and capital income are to be understood as measured prior to payment 
of taxes. 

 

Gross National Income (GNI) is defined as income earned by all citizens of a country regardless of 
where those citizens live. 
 

Circular flow of income: the economy’s national income that can be equivalently measured using 
the production, expenditure or income approaches. 
Two-sector model: a simplified model of the economy in which there are only households and 
firms. The government is absent and there are no exports and imports. 
 

 
 
The underground economy: 

 Economic transaction which are not recorded in the official statistics, often because they 
represent illegal activity and/or they are a result of an attempt to avoid taxes. 

 
Nominal GDP vs Real GDP: 

 Nominal GDP is calculated by multiplying the quantity of each commodity by its current 
price, and then adding the values thus derived to get an overall measure of the value of 
commodities in this economy 
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 Nominal GDP can be a misleading gauge of economic growth, since the physical quantities 
of the goods and services produced in any given year, not the dollar values, are what 
determine people’s economic wellbeing 

 Real GDP is a measure of GDP in which the quantities produced are valued at the prices in a 
base year rather than at current prices 

 Real GDP measures the actual physical volume of production 

 Nominal GDP is a measure of GDP in which the quantities produced are valued at current-
year prices 

 Nominal GDP measures the current dollar value of production 
 
Economic wellbeing 

 Real GDP is not the same as economic wellbeing because it captures only those goods and 
services that are priced and sold in markets. However, many factors that contribute to 
people’s economic wellbeing are not priced and sold in markets and thus are largely omitted 
from GDP. 

 Factors that increase wellbeing but not included in GDP are: 
 leisure time 
 non-market economic activities (such as unpaid housekeeping services and volunteer 

services) 
 quality of life (such as low crime rate, minimal traffic congestion, active community 

organisations and open space) 
 poverty and economic inequality (the distribution of economic welfare across the 

population) 

 GDP data may substantially understate the true amount of economic activity in the poorest 
countries because for example, families in rural villages of developing countries tend to be 
relatively self-sufficient, growing their own food and providing many of their own basic 
services. 

 China has recently experienced tremendous growth in real GDP. However, in expanding its 
manufacturing base it has also suffered a severe decline in air and water quality. The 
Chinese GDP does not reflect this downside of their economic growth. 

 The exploitation of finite natural resources also tends to be overlooked in GDP. 

 GDP focuses on total production rather than the distribution of output, and does not 
capture the effects of inequality. 

 Nevertheless, GDP is believed to be positively related to these factors, so monitoring GDP 
does give some insight into people’s general economic wellbeing. 
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Lecture 1: Introduction and GDP 
 

 Short run model built on demand and fixed prices 

 Medium run model in which both quantity and price change 

 Long run model that explains changes in output per capital over time 

 Gross Domestic Product (GDP): market value of the final goods and services produced in a 
country (region) during a given time period 

 Basically a measure of market activity 

 GDP may be used for: 
1. Document changes in the pace of economic activity – growing/contracting 
2. Allow international comparisons – change to similar policies? 
3. Tell us about composition of production, expenditure and income 
4. Shed light on changes in employment, hours worked and productivity – cause of 

changes in output 

 The economy is a complex system. Hence, it is necessary to find methods for systematic 
summarising and aggregating of a reality which, on the micro level is endlessly complicated. 

 A system for national accounts is a method of achieving simplification and an 
overview 

 Market value – consistent unit of measurement 
 Aggregate across a range of goods and services by considering market value of these 

goods 
 Avoids some forms of production – has to be a legal transaction 

1. Household production: cleaning services, child raising, cooking 
2. Activities of the underground economy: illegal goods 

 Government production often has no market price so it is valued at cost of 
production (defence, education, health) 

 Final goods and services 
 GDP is concerned with the production of final goods and services 
 Avoiding intermediate goods that are used up in production avoids double counting 
 Does not count goods that are produced in the past and resold today (second-hand 

houses or other durable goods) 
 Financial assets are not a good or service 

 GDP: Produced in a country (region) during a given time period 
 Goods produced by Australian companies or individuals overseas are not included in 

GDP – ownership does not count; where it is produced is what counts 
 Typical time period is a quarter 
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Lecture 2: Gross Domestic Product 
 

 Methods of estimating GDP: 
1. Production – sum up the value added along each stage of the production process 
2. Expenditure – consumption, investment, government expenditure, net exports 
3. Income - Workers earn labour income and Owners of capital, earn capital income or 

profits 

 Output produced is sold at market prices so must equal expenditure 

 Expenditure on output becomes income to the producers of that good (either capital 
income or labour income) 

 The different methods are equivalent due to the treatment of unsold inventories 

 Circular flow of income - Two types of transactions take place: 
1. Households receive labour and capital income for supplying factors of production 

(labour-capital markets) 
2. Firms receive revenue by selling goods and services to households (goods market) 

 Income Method – Every transaction of a final good transfers money from consumer to 
producer 

 This money becomes income to those involved in the production process 
 Workers earn labour income 
 Owners of capital, earn capital income or profits 
 Y = wL + rK 

o w: wage rate 
o L: labour employed 
o r: interest rate 
o K: capital stock 

𝟏 =
𝒘𝑳

𝒀
+
𝒓𝑲

𝒀
 

o 
𝑤𝐿

𝑌
: labour share of income 

o 
𝑟𝐾

𝑌
: capital share of income 

 Expenditure Method 
 Household sector – consumption C 
 Business sector – investment I 
 Government sector – does not include transfer payments G 
 Overseas sector – exports minus imports X – M 
 National income accounting identity: 

Y = C + I + G + X – M 
 Consumption includes both private and government 

o Public consumption – the value of goods and services individuals receive 
through the public sector 

 Investment includes both private and government 

 Production Method 
 Value added approach – sum up the amount of value added by all producers in the 

economy 

 Nominal GDP 
 Not particularly useful for comparisons over time 
 Changes in nominal GDP capture both quantity and price changes 
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 Real GDP 
 Adjusts for price changes – focus on how quantity changes over time 
 Use a price in a base year to calculate value of output in a given year 
 Pros: simple and intuitive, capture changes in economic activity over time 
 Cons: base year prices may not reflect product composition over time 

o Preferences may change over time 
o Shift consumption to less expensive goods 
o New goods are introduced over time 

 Real GDP = 
∑ 𝒑𝒊𝟎𝒒𝒊𝒕𝒊

∑ 𝒑𝒊𝟎𝒒𝒊𝒐𝒊
 

 Chain weighted prices – adopted to prevent prices reflecting outdated bundle of goods 

o 
∑ 𝒑𝒊𝟎𝒒𝒊𝟏𝒊

∑ 𝒑𝒊𝟎𝒒𝒊𝒐𝒊
×

∑ 𝒑𝒊𝟏𝒒𝒊𝟐𝒊

∑ 𝒑𝒊𝟏𝒒𝒊𝟏𝒊
× …×

∑ 𝒑𝒊𝒏−𝟏𝒒𝒊𝒏𝒊

∑ 𝒑𝒊𝒏−𝟏𝒒𝒊𝒏−𝟏𝒊
 

 Other measurement issues: 
o Seasonal or non-seasonal data 
o Adjustment for population size 
o Adjustment for number of workers 
o Comparisons across countries 

 Real GDP and welfare (happiness) generally have a positive relationship 
 Some reasons why GDP should not be treated as a good measure of welfare: 

o Leisure time 
o Non-market activity 
o Environment and resource depletion 
o Quality of life 
o Poverty and inequality 

 
 


