
 

Introduction & Measuring Output: GDP 
Week 1 

Lecture 1.1 
Introduction and GDP 

Topics: 
1. Administration - staff, assessment, etc.� 
2. Why are we here?� 
3. Introduction to National Accounts and GDP  
 

Definitions: 
• Gross Domestic Product (GDP): market value of the final 

goods and services produced in a country (region) during a 
given time period  

 
Why are we here?  
• Macroeconomics is an important subject:  

- Understand political debates  
- Useful for employment in policy institutions  
- Useful for business decisions - is it a good time to invest?  
- Useful for personal decisions - is it a good time to buy a 

house, fixed or variable interest rates  
• As an academic field, many unanswered questions:  

- How should we think about Greece and Eurozone 
problems?  

- How should we think about public debt and national debt?  
- Have long run economic growth rates declined in recent 

years? 
• Topics 

- Measurement - how do we evaluate the performance of 
the economy?  

- Understand short run fluctuations in the economy - what 
causes fluctuations in economic activity in the short run  

- Understand long run growth - what are theories 
associated with long run growth?  

- International macro issues - how does the international 
economy affect domestic outcomes? 

 
What will we learn?:  
• To achieve this understanding, this course will introduce you to 

basic models that economists use to understand the world: 
- Short run model built on demand and fixed prices  

- also known as the Keynesian model 
- Medium run model in which both quantity and price 

change  
- Long run model that explains changes in output per 

capita over time  
- where prices are perfectly flexible 

• The correct model to use depends upon the question at hand 
 
Importance of Measurement in Economics:  
• Economics as a science  

- Tremendous advances in the 20th century  
- Advances in macroeconomics built upon improvements in 

measuring state of the economy  
- Empirical observation → theories → validation or rejection 

of theory  
- Rejection of theory leads to new theories to explain data 

 
continue… 

 

…continued.  
 
National Accounts: GDP:  
• 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  
• What GDP may be used for:  

- document changes in the pace of economic activity  
- allow international comparisons  
- tell us about the composition of production, expenditure 

and income  
- shed light on changes in employment, hours worked, and 

productivity 
• The economy is a complex system. Hence,  

“it is necessary to find methods for systematic summarizing 
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.“ 

- Press Release on awarding Richard Stone the 1984 Nobel 
Prize in Economics 

 
Market Value of GDP:  
• Aggregate across a range of goods and services by considering 

market value of these goods  
• Avoids some forms of production  

- Household production: cleaning services, child raising, 
cooking  

- Activities of the underground economy  
• Government production often has no market price so it is 

valued at cost of production (defense, education, health) 
 
Final Goods and Services in GDP:  
• GDP is concerned with the production of final goods and 

services  
• Avoiding intermediate goods that are used up in production 

avoids double counting  
- e.g. wheat (farmer) to flour (miller) to bread (baker)  

• Does not count goods that are produced in the past and 
resold today  

- e.g. second-hand houses or other durable goods 
• Financial assets are not a good or service 
• Produced in a country (region) during a given time period  

- Goods produced by Australian companies or individuals 
overseas are not included in GDP  

- Typical time period is a quarter 
 

 



Lecture 1.2 
Gross Domestic Product  

Topics: 
1. Measuring GDP: Income, Expenditure and Production 

Approach � 
2. Real and Nominal GDP � 
3. GDP and Welfare � 

 
National Accounts: GDP:  
• Methods of estimating GDP  

- Production� 
- where value is added at each stage of the production 

process 
- e.g. farmer -> miller -> baker, among each stage of this 

process, they are adding value until the end product 
- Expenditure� 
- Income  

• These measures should, in theory, be equivalent but 
typically vary by a small amount  

- 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) � 

- Equivalent due to treatment of unsold inventories  
- e.g. an example of when these measures can vary is 

when a car is produced in December 2016 and then sold 
in February 2017, for national accounts it is simply 
presumed that it is unsold inventory in 2016 and then 
sold in 2017 

 
Circular Flow of Income:  

 
- households supply resources to firms and firms repay them 

back etc. 
- two markets: labour market and goods market 

• 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)  

 
Measuring GDP: 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 
- Some measurement difficulties involved: owner-workers 

 
!	 = 	$%	 + 	'(	� 

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

 

…continued. 
 
Real GDP:  
• Our focus has been on nominal GDP  

- Not particularly useful for comparisons over time  
- Changes in nominal GDP capture both quantity and price 

changes  
• Solution: Real GDP adjusts for price changes  
• Traditional method to calculate Real GDP  

- Use a price in a base year to calculate value of output in a 
given year � 

- Pros: simple and intuitive, captures changes in economic 
activity over time � 

- Cons: base year prices may not reflect product 
composition over time  

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

• Constructing real GDP� 
- Define base year as time 0� 
- We wish to measure GDP over time,	)	 = 	 {0, 1, 2,···	, 0}� 
- Price of good i in period t is defined as 234� 
- Quantity of good i produced in period t defined as 534 
- Value of goods produced in period 0 (base year) is 

6378373   
- Index value in period i is  
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• Chain weighted prices� 

- Adopted to prevent prices reflecting outdated bundle of 
goods  

- The value of a chain-weighted index in period n:  
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- LM

N
: the labour share of income 

- OP
N

: the capital share of income 

• Participants in the economy 

 
- decline in the labour share of income with increase in the 

capital share of income 
- apparent through changes in equality shown through the 

national accounts  
 
Measuring GDP: Expenditure Method:  
• Participants in the economy 

- breaks down consumption through different aspects of 
consumers 

- Household sector - consumption C� 
- if someone buys a television that was imported from 

Japan, this is excluded by subtracting imports 
- Business sector - investment I 
- Government sector - does not include transfer payments G 

- transfer payments are like unemployment benefits or 
pensions 

- Overseas sector - exports minus imports X − M  
• National income accounting identity:� 

 
! = Q + R + = + S − U	 

 

 
- China is skewed towards investment as the Chinese 

government consumes a lot such as road developments 
• consumption includes both private and government 
• investment includes both private and government 

 
Measuring GDP: Production Method:  
• Referred to as a value added approach  

- Value added as a concept  
- Sum up the amount of valued added by all producers in 

the economy  
• Relationship between measures:  

- In theory, different measures should lead to equivalent 
values  

- In practice, different surveys are used in different 
approaches so always some statistical discrepancy  

 
• Other measurement issues:� 

- Seasonal or non-seasonal data� 
- Adjustment for population size� 
- Adjustment for number of workers  
- Comparisons across countries  

 
Real GDP over time:  

 
• from 1960s-1980s, its very volatile and after the 1980s, it 

becomes significantly less volatile  
- this can be a result of better policy or other factos 

 
Real GDP and welfare:  
• What is the relationship between welfare and GDP?  

- Evidence comes from happiness surveys � 
- Easterlin Paradox - Easterlin (1974) argues that  

- within a country, higher income translates into higher 
subjective happiness � 

- for poor countries, higher incomes translates into 
higher subjective happiness � 

- for richer countries, higher income does not translate 
into higher subjective happiness � 

• These findings are challenged by Stevenson and Wolfers 
(2013): they find a positive relationship between happiness 
and income � 

 
• Many good reasons why GDP should not be treated as a 

good measure of welfare  
- Leisure time� 
- Non-market activity� 
- Environment and resource depletion  
- Quality of life 
- Poverty and inequality  



Readings: Ch. 1.1-1.3 

1.1 When Is The Economy Performing Well? 
1.2 Gross Domestic Product: Measuring The Nation’s Output 
1.3 Real GDP Is Not The Same As Economic Wellbeing  
 
Definitions: 
• 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.  

• 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 is a situation in which 
prices fall over time 

• Public Debt: the amount owed by the government to the non- 
government sector.  

• Foreign Debt: the amount owed by the nation to other 
countries  

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

• 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.  

• Expenditure, or Consumption: spending by households on 
goods and services such as food, clothing and entertainment. 
investment spending by firms on final goods and services, 
primarily capital goods and housing.  

• Government Purchases: purchases by federal, state and local 
governments of final goods and services. government 
purchases do not include transfer payments, which are 
payments made by the government in return for which no 
current goods or services are received, nor do they include 
interest paid on the government debt.  

• Net Exports: exports minus imports. 
• National Income Accounting Identity: a mathematical 

relation that shows how gdp is equal to the sum of expenditure 
on consumption, investment, government purchases and net 
exports  

• Real GDP: 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: a measure of gdp in which the quantities 
produced are valued at current-year prices; nominal gdp 
measures the current dollar value of production  

 
A macro-economy is performing well if it:  

1. raises living standards in the long run  
2. avoids extremes of short-run macroeconomic performance  
3. maintains the real value of the currency  
4. ensures sustainable levels of public and foreign debt  
5. balances current expenditure against the need to provide 

resources for the future  
6. provides employment for all individuals seeking work 

 
 
 

 
Expenditure components of GDP 

 
 

The Circular Flow Of Income  

 
The circular flow of income in a two-sector economy traces the flows 

of income, expenditure and production of resources between 
households and firms.  

 
1.2 Gross Domestic Product: Measuring The Nation’s Output 
• A nation’s GDP is a measure of the final value of goods and 

services produced in that country over a particular period of 
time. Economists closely monitor GDP, as the value of 
production is one of the most fundamental measures we have 
of the economy’s performance. 

• Since GDP comprises thousands and thousands of diverse 
commodities, a common unit of measurement must be found 
to enable a single measure of the value of production to be 
calculated. Prices—market values—provide such a common 
measurement unit, since we conventionally express the value 
of commodities in terms of its price. Problems arise with 
commodities that are valuable but not traded in markets and 
which therefore do not have a market price. 

• GDP measures only the final value of goods and services. This 
means that the value of intermediate goods, on their own, are 
counted in GDP only to the extent that they form part of the 
final value of 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. 

• An alternative to measuring GDP by the value-added method is 
to calculate the total expenditure on final goods and services 
that occurs in an economy over some time period. As unsold 
output is counted as inventory investment expenditure, this 
gives a figure that corresponds to the value of final goods and 
services sold. 



1.1 Gross Domestic Product: Measuring The Nation’s Output 
• For a variety of reasons it is a mistake to equate a nation’s real 

GDP with the welfare of its citizens. These reasons essentially 
relate to the fact that not all of the factors that contribute to 
people’s quality of life are measured in GDP. Examples would 
include leisure time, non-market activities, the quality of the 
environment and the degree of poverty and income inequality. 
However, GDP is believed to be positively related to these 
factors, so monitoring GDP does give some insight into 
people’s general economic wellbeing. 

• As the value of final goods and services is paid out to the 
factors of production, labour and capital, GDP can also be 
valued by adding together the incomes that are earned in the 
economy over a particular period of time. 

• Nominal GDP measures the final value of goods and services at 
current market prices. Real GDP measures the final value of 
goods and services using current quantities but the prices that 
prevailed in some past period. The advantage of using real GDP 
is that, unlike nominal GDP, it does not change if only the price 
of output has changed. Changes in real GDP occur only if the 
actual quantity of goods and services produced in the economy 
changes. 



  



 
 

Inflation And Interest Rates & Saving, Wealth and Investment 
Week 2 

Lecture 2.3 
Inflation and Interest Rates 

Topics: 
1. Measurement and costs of inflation  
2. Interest rates 

 
Definitions: 
• RBA: Reserve Bank of Australia 
• Consumer Price Index: measures the cost of purchasing a 

specified basket of goods and services relative to a base year  
• Inflation: the rate of change of prices 
• Realised Real Interest Rates: this describes the actual return 

on investment 
 
Why do we care about inflation? 
• Inflation has costs upon the economy when high  
• Inflation provides information about the performance of the 

economy  
• Key macro models we will study will try and explain output, 

inflation and interest rates  
- instead of price and quantity in microeconomics 

• RBA Act sets out three goals for the RBA (Reserve Bank of 
Australia) 

- stability of the currency  
- mainly stable inflation and stable currency exchange rate 

- maintenance of full employment  
- the economic prosperity and welfare of the people of 

Australia 
- stable inflation and employment often leads to this 

 
Measuring the Price Level 
• Consumer Price Index: measures the cost of purchasing a 

specified basket of goods and services relative to a base year  
- Requires collecting data on prices over time  

- data is mainly collected through surveys 
- Requires collecting data on household expenditure to 

select a reasonable basket of goods and services 
-  In Australia, collected on a quarterly basis 

• If there are i goods in the economy, indexed by V ∈ (1, 2, 3, … R) 
- 237: price of good i in the base period 
- 537: quantity of good i purchased in base period 

- also known as a basket of goods or services purchased by 
consumers 

- 234: price of good i in period t 
- 534: quantity of good i purchased in period t 

• Expenditure in base year on goods is: 
- 67 = 237537 

• The amount of expenditure required to consume base year 
consumption bundle in period t 

- 64 = 234537 
- keep prices variable and quantity of goods fixed 

• To create an index, the value of the CPI in period t is 
- 64
67

 

- In this case, the value of the price index in the base year is 
1 

- Sometimes this is scaled so that 100 is the value of the CPI 
in the base year 

- [\
[]

×100 =
[]

[]

= Q?R = 1  

 
 

…continued.  
 
Measuring Inflation: 
• Bias in measuring inflation  

- Composition of goods changes over time, typically away 
from goods that are becoming relatively more expensive  

- Difficult in measuring product quality 
- e.g. computers: between now and ten years ago, 

computers might have costed $2000 as some do now, 
however the quality was significantly poorer 

 
Costs of Inflation: 
• Likely to be small for low inflation but can be substantial for 

larger rates of inflation  
- Noise in the price system  
- Tax system is nominal - bracket creep  

- due to the bracket system of income tax, the tax burden 
might increase by not adjusting these brackets alongside 
inflation 

- Redistribution of wealth  
- e.g. such as a housing loan where if inflation increases, 

the money is less valuable to the bank; if inflation 
decreases, it is less valuable to the loan-taker 

- Planning difficulties  
- e.g. investment project with upfront costs, its 

profitability depends on inflation and if it is volatile, 
the investment is more risky 

- Menu costs  
- e.g. with hyperinflation, a café may have to change its 

menu daily 
- Shoe leather costs - hold too little cash 

- e.g. if inflation is high there will be more money in the 
bank than cash and vice versa 

 
Interest Rates - Nominal and Real: 
• Investing in financial assets typically requires a return on 

investment  
- Key price in an economy: the price of saving income today  
- If we invest $1 in an asset and the nominal interest rate is i 

then I receive $1 + i  
- More relevant is what happens to purchasing power due to 

investment?  
- Typically, the price level rises over time so $1 today is 

not equal to $1 tomorrow 
• Calculating the real interest rate  

- Invest at time 0 and receive return of 1 + $i at time 1  
- Price level at time 0 is P0 and at time 1 is P1  
- $1 in time 0 purchases E

[]

 units of consumption bundle  

- $1 + i wealth purchases E	^	A
[_

 units of consumption bundle at 

time 1  
• The real rate of interest is 

- 1 + ' =
_`a

b_

_

b]

=
E^A

E^c
 

- E^A
[a

: quantity of goods and services purchased in period 1 

if I invest   
- 1/?B: g + s purchased at time 0 if I don’t invest 

- where [_
[]

 is equal to 1 + e and e is the inflation rate 



 
 
Inflation: 
• Inflation: the rate of change of prices 
• Annual rate of inflation 

- f77× g6h4Jg6h4ij

g6h4ij

 

- t – 4 is the CPI a year ago as CPI is calculated quarterly in 
Australia  

• Quarterly rate of inflation 

- f77× g6h4Jg6h4if

g6f
 

• Quarterly vs annual inflation 
- quarterly inflation focuses upon most recent information 

while annual inflation is typically less volatile 
 

Inflation in Australia 

 
 

continue… 

 
• Fischer equation 

- 1 + ' = E^A

E^c
 

- as an approximation: ' ≈ V = e 
- this is appropriate as long as i and e are small values 

 
Real Interest Rates - Realised vs Expected: 
• Realised Real Interest Rates: this describes the actual return 

on investment 
- ' = V − e 

• And expected real interest rate:  
- ' = V − e

l   
- where mn is the expected rate of inflation. The expected 

real interest rate determines economic decisions 
 

Interest Rates 

 

Lecture 2.4 
Saving and Investment 

Topics: 
1. Consumption, saving and wealth  
2. Investment 

 
Definitions: 
• Wealth: an individual’s assets (financial and real) less an 

individual’s liabilities  
• Capital stock: the stock of durable goods that exist at a point 

in time that can be used as part of the production process  
• Investment: new expenditure on durable goods that add to the 

capital stock (includes inventory investment) 
  
 

Household Behaviour: Consumption and Saving 
 
After-Tax Income: 
• After-tax income an individual earns can be either used for  

- Current consumption  
- Saved for future use - future consumption or bequest  
- → Consumption and saving are connected  

- if you don’t consume then you save and vice versa 
• Wealth: an individual’s assets (financial and real) less an 

individual’s liabilities  
- e.g. of financial asset is bank account, cash or stocks 
- e.g. of real asset is a house 

- Saving adds to an individual’s wealth  
- Wealth has an impact upon economic decisions  
- Stock versus flow distinction 

 
• Stock vs Flow 

- stock can be measured without the consideration of time 
- e.g. wealth is a stock value as it does not take time into 

account 

…continued. 
 
 
National Saving in an Open Economy 
• Can analyse an open economy 

- ! = Q + R + = + (S − U) 
• Retain definition of saving as income less consumption (private 

and public) 
- ! − Q − = = R + (S − U) 

- where ! − Q − = = national saving 
therefore, 

- o − R = S − U 
- therefore, if o ≷ R → S	 ≷ U 

- Nota bene: in an open economy saving less investment 
equals exports less imports 

Investment and Capital Stock 
 

Investment and Capital Stock: 
• Capital stock: the stock of durable goods that exist at a point 

in time that can be used as part of the production process  
• Investment: new expenditure on durable goods that add to the 

capital stock (includes inventory investment) 
- investment is often measured dollar per unit of time 

• The standard relationship between capital and investment: 
- (D^E = 1 + r (D + RD  

- r: depreciation rate 
- K: capital stock 
- I: investment expenditure  

  
 
 
 
 



- flow can only be measured within a certain time period 
- e.g. savings is a flow as it can increase and decrease, 

varying with time and interest rates 
- the water analogy can be used as stock values are like 

water in a lake that can be precisely measured whereas 
flow values are in a river, constantly moving and changing 

  
Household Saving in Australia 

 
financial deregulation leads to more borrowing 

 
Reasons for Saving: 
• Different incentives 

- Lifecycle saving - borrow money when income is low and 
save money when income is relatively high  

- Precautionary saving - saving for unexpected events  
- Bequest saving - for saving for the next generation 

 
• Determinants of saving:  

- Real interest rates: opportunity cost  
- real amount of income opportunity out of consumption 

i.e. how much to forgo in the future 
- Demographics - the age structure is important  
- Beliefs about future events  

- e.g. after the Global Financial Crisis, savings increased 
- Behavioural economics: temptation and self-control 
- subtext 

 
National Saving: 
• Other sectors of the economy can save:  

- Firms: revenue less wages, other costs and dividends  
- dividends = retained profits 

- Government: taxation revenue less expenditure 
 
National Saving in a Closed Economy: 
• Examine a closed economy - that is no trade  

- s	 = 	g	 + 	h	 + 	t	 
- as there is no trade, S = 0 and U = 0 

- Consider both C and G consumption expenditure  
- R = ! − Q − = 

• Define national saving, S as income less private and public 
consumption expenditure  

- !	 − 	Q	 − 	=	 = 	o	 
• Punchline: in a closed economy saving is equal to investment 

- if R = ! − Q − = and o = ! − Q − = 
- o = R 

• Can analyse savings by public or private sector 
- o = ! − Q − = − 0 + 0 = ! − Q − 0 + (0 − =) 

- Y – C – T: private saving 
- T – G: public saving 
- Y – T: income after tax 

- Here, T is taxes less transfer and interest payments by the 
government to private sector  

- T − G is budget surplus  
- Private saving is by households and firms 

 

 
 
Determinants of Investment:  
• Standard assumption: firms base investment decisions to 

maximise profits or a cost-benefit analysis  
- Capital is costly to acquire - firms must pay an interest 

rate, r plus depreciation cost, δ for using capital  
- But more capital stock increases output, y = F(k)  
- Assume output is sold at a fixed price p 

• Profit maximization problem of firm: 
- u	 = 	@v(w) 	− 	('	 + 	r)w	 

- where '	 + 	r w is the cost of hiring capital and @v(w) is 
price x output = revenue 

with first order condition: 
- @v′	(w) 	− 	('	 + 	r) 	= 	0 

- where @vy w =
z{(|)

z|
 

• Determinants of investment  
- Marginal product of capital  
- Output price relative to capital price  
- The real interest rate  
- The rate of depreciation 

 
Marginal Product of Capital 

 
 
Market for Loanable Funds: 
• There are some individuals in the economy that wish to save, 

and some to invest  
- Interest rate is essentially the price associated with savings 

and investment to ensure market equilibrium  
- Individuals increase saving as the real interest rate rises  
- Firms reduce investment as the real interest rate rises 

 
Supply and Demand for Loanable Funds 

 



Readings:  
Ch. 1.4 Ch. 2 

1.4 The Consumer Price Index: Measuring The Price Level  
2.1 Saving and Wealth 
2.2 Why Do People Save? 
2.3  National Saving And Its Components  
2.4 Is Low Household Saving A Problem?  
2.5 Investment And Capital Formation 
2.6 Saving, Investment And Financial Markets  
 
Definitions: 
• Quality Adjustment Bias: The bias that causes measured 

inflation to overstate changes in the cost of living caused by 
the failure to adjust adequately for improvements in the quality 
of goods and services. 

• Nominal Interest Rate: The percentage increase in the 
nominal, or dollar, value of a financial asset 

• Saving: Current income minus spending on current needs.  
• Saving rate The proportion of total income devoted to saving. 

In a closed economy, this is equivalent to the investment rate.  
• Assets: Anything of value that one owns.  
• Liabilities The debts one owes.  
• Wealth The value of assets minus liabilities 
• Flow: A measure that is defined per unit of time.  
• Stock: A measure that is defined at a point in time 
• Capital Gains: Increases in the value of existing assets.  
• Capital Losses: Decreases in the value of existing assets.  
• Lifecycle Saving: Saving to meet long-term objectives, such as 

retirement, university attendance or the purchase of a home.  
• Precautionary Saving: Saving for protection against 

unexpected setbacks, such as the loss of a job or a medical 
emergency.  

• Bequest Saving: Saving done for the purpose of leaving an 
inheritance 

• Private Saving: The saving of the private sector of the 
economy is equal to the after-tax income of the private sector 
minus consumption expenditures (Y – T – C); private saving can 
be further broken down into household saving and business 
saving.  

• Public Saving: The saving of the government sector is equal to 
net tax payments minus government purchases (T – G).  

• Government Budget Deficit: The excess of government 
spending over tax collections.  

• Government Budget Surplus: The excess of government tax 
collections over government spending; the government budget 
surplus equals public saving.  

 
 

1.4 The Consumer Price Index: Measuring The Price Level 
 

• The basic tool for measuring inflation is the consumer price 
index, or CPI. The CPI measures the cost of purchasing a fixed 
basket of goods and services in any period relative to the cost 
of the same basket of goods and services in a base year.  

• The inflation rate is the annual percentage rate of change in 
the price level as measured by a price index such as the CPI.  

• The public sometimes confuses increases in the relative 
prices for specific goods or services with inflation, which is an 
increase in the general price level.  

• Inflation imposes a number of true costs on the economy, 
including ‘shoe-leather’ costs, which are the real resources 
that are wasted as people try to economise on cash holdings; 
‘noise’ in the price system; distortions of the tax system; 
unexpected redistributions of wealth; and interference with 
long-run planning. Because of these costs, most economists 
agree that sustained economic growth is more likely if 
inflation is low and stable.  

 
Supply and Demand of Savings 

 
Savings are supplied by households, firms and the government, 

and demanded by borrowers wishing to invest in new capital 
goods. The supply of saving (S) increases with the real interest 

rate, and the demand for saving by investors (I) decreases with the 
real interest rate. In financial market equilibrium, the real 

interest rate takes the value that equates the quantity of saving 
supplied and demanded. 

 
ex. The Link Between Saving and Wealth 

 
 

ex. By How Much Does A High Saving Rate Enhance A Family’s 
Future Living Standard? 

 



• The real interest rate is the annual percentage increase in the 
purchasing power of a financial asset. When measured ex 
post, it is equal to the nominal, or market, interest rate 
minus the inflation rate.  

• To obtain a given real rate of return, lenders must charge a 
high nominal interest rate when inflation is high and a low 
nominal interest rate when inflation is low.  

• Deflation, a fall in the general level of prices, can lead to an 
increase in the real interest rate. This is because the nominal 
interest rate will not fall below zero. 

 
Consumer Price Index 

 
e.g. family’s income 

 
 

Real Interest Rate 

 
 
 

•  In general, saving equals current income minus spending on 
current needs; the saving rate is the percentage of income 
that is saved.  

• Wealth, or net worth, equals the market value of assets (real 
or financial items of value) minus liabilities (debts).  

• Saving is a flow, being measured in dollars per unit of time; 
wealth is a stock, measured in dollars at a point in time. As 
the amount of water in a bathtub changes according to the rate 
at which water flows in, the stock of wealth increases at the 
saving rate. Wealth also increases if the value of existing 
assets rises (capital gains) and decreases if the value of 
existing assets falls (capital losses). 

• Individuals and households save for a variety of reasons, 
including lifecycle objectives, such as saving for retirement or a 
new home; the need to be prepared for an emergency 
(precautionary saving); and the desire to leave an inheritance 
(bequest saving). The amount people save is also affected by 
the real interest rate, which is the ‘reward’ for saving. 
Evidence suggests that higher real interest rates lead to 
modest increases in saving. Saving can also be affected by 
psychological factors, such as the degree of self-control and 
the desire to consume at the level of one’s neighbours 
(demonstration effects). 

• The saving of an entire country is national saving, S. National 
saving is defined by S = Y − C − G, where Y represents total 
output or income, C equals consumption spending and G 
equals government purchases of goods and services.  

• National saving can be broken up into private saving, or Y − T 
− C, and public saving, or T − G, where T stands for taxes paid 
to the government less transfer payments and interest paid 
by the government to the private sector. Private saving can 
be further broken down into household saving and business 
saving. In Australia, the bulk of private saving has often been 
done by businesses. 

• Public saving is equivalent to the government budget surplus, 
T − G; if the government runs a budget deficit then public 
saving is negative. 

 
 

ex. Should Patrick Buy a Ride-On Lawn Mower? 

 

 
 

ex. Government Saving 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



• Investment is the purchase or construction of new capital 
goods, including housing. Firms will invest in new capital 
goods if the benefits of doing so outweigh the costs. Two 
factors that determine the cost of investment are the price of 
new capital goods and the real interest rate. The higher the 
real interest rate, the more expensive it is to borrow, and the 
less likely firms are to invest. The benefit of investment is the 
value of the marginal product of new capital, which depends 
on factors such as the productivity of new capital goods, the 
taxes levied on the revenues they generate and the relative 
price of the firm’s output. 

• In the absence of international borrowing or lending, the 
supply of, and demand for, national saving must be equal. 
The supply of national saving depends on the saving 
decisions of households and businesses and the fiscal 
policies of the government (which determine public saving).  

• The demand for saving is the amount business firms want to 
invest in new capital. The real interest rate, which is the 
‘price’ of borrowed funds, changes to equate the supply of 
and demand for national saving. Factors that affect the 
supply of or demand for saving will change saving, 
investment and the equilibrium real interest rate. For 
example, an increase in the government budget deficit will 
reduce national saving and investment and raise the 
equilibrium real interest rate. The tendency of government 
budget deficits to reduce investment is called crowding out. 

 
 

Income and National Saving 

 
Each of these three sectors in the economy receives an income flow 

each period. After meeting their current needs, what is left over 
from this income flow represents saving. The combined saving of 

the three sectors is national saving. 
 

ex. The Effects of New Technology 

 

 
 

ex. Increase in Government Budget Deficit 

 

 

  




