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TERM EXPLANATION 

Economics The study of how people make purposeful choices 

with scarce resources*, interacting with others 

when making those choices.  

Scarce resources/scarcity* Situation where the quantity of resources (eg. 

time/money) available is insufficient to meet all 

wants.  

Preconditions: Good must be; 

a) Desirable 

b) In limited supply 

Opportunity cost Because resources are scarce, when faced with 

choices, the opportunity cost is the value of the 

next-best alternative forgone.  

Specialisation A key process in receiving gains from trade, 

specialisation involves concentrating on a single, 

specific task for which they have a comparative 

advantage* 

Comparative advantage A situation where a person/group can produce a 

good/service at a lower opportunity cost (i.e. 

using less time, effort, resources) than another 

person/group.  

Gains from trade 

 

NOTE: For trade to occur it has to be: 

 

a) Mutually beneficial – both parties will 

benefit, or be better off from the trade. 

b) Voluntary – parties must engage in a trade 

of their volition/choice.  

Improvements in available resources/satisfaction 

that arise from: 

1. Specialising in production of a good/service for 

which a person/group has a comparative advantage 

in.  

2. Trading those resources for resources which 

another group/person; 

3. Has a comparative advantage in producing. 
Markets An arrangement/setting by which economic 

exchanges between people/groups take place.  

 

 

 

 

 

 

 

 

 

Chapter 1 – The Central Idea  



GENERAL NOTES 

Production possibilities  

One of the most fundamental choices individuals in a society can make is this:  

Whether to invest to produce more/better goods in the future versus how much to consume in the 

present  

But with the scarcity of resources available, economies have production possibilities – [alternative 

combinations of production of various goods/services that are possible, given that economy‟s resources 

and technology]. In other words, if an economy chooses to produce more of one good/service it has to 

produce less of another good/service.  

Yet as production grows, economies begin to face increasing opportunity costs – [situations in which 

producing more of one good/service means giving up an increasing amount of producing another 

good/service]. This is because some of the resources devoted to producing a certain good/service would 

have been better suited to producing an alternative, and are used up in producing that which they are less 

efficient at.  

Below is an example of a production possibilities curve – [maximum combinations of production of two 

goods/services that are possible, given the economy‟s resources] for movies v. computers:  

 

 

Notice how with each computer that is produced, increasingly fewer movies are produced - and vice 

versa. This is because of increasing opportunity costs – the opportunity cost of producing computers 

increases as more computers are produced (this gives the „bowed out‟ shape).  

It is possible for the production possibilities curve to shift outwards, making levels of output currently 

impossible, possible. This can occur when there are more workers, available capital & technological 

innovations. 

An outward shift implies economic growth as more goods and services can now be produced. How much 

the curve shifts outward depends on how much resources are consumed now versus how much is 

invested for the future; investing less implies less growth, investing more implies more growth.  

Efficient points – 

these are along 

the curve itself, 

and indicate that 

all available 

resources have 

been used to 

produce 

maximum output.  

 

Inefficient points – 

these are inside the 

curve, and indicate 

resources that haven‟t 

been used in 

production, and 

therefore, maximum 

output has not been 

attained.  

Impossible points – 

these are outside the 

curve, and indicate a 

level of output that is 

beyond possible with 

given resources.  



Economy types  

Every economy has to solve three essential problems:  

1) What is to be produced? – That is, where on the production possibilities curve should an 

economy be.  

2) How are these goods going to be produced? – That is, how can an economy use its resources so 

that maximum output is attained and no points of inefficiency exist on the curve.  

3) For whom are these goods to be produced? – That is, how can the economy distribute its 

outputs equitably and fairly.  

Broadly speaking, there are two alternate economy types to answer the above problems.  

Market economies  

 Market itself determines how resources are going to be allocated and how production is going to 

occur (i.e. producing more when demand increases, less when demand decreases).  

 Most decisions are made by consumers, firms, governments and organisations interacting in the 

market.  

 Prices are determined in markets. 

Command economies  

 Select group of individuals/firms that control the government (i.e. a dictator) determines how 

resources are allocated and how production is to occur.  

 Decisions are made by a dictator overseeing the running of the market.  

 Prices are determined by the dictator.  

Key elements of a market economy  

1) Freely determined prices – most prices are determined by individuals and firms interacting in 

the market.  

2) Property rights – the right, or legal authority, is given to an individual/firm over the use, sale 

and proceeds from a good/resource. Without these rights, people could take whatever they please 

without paying for it.  

3) Incentives – property rights motivate individuals/firms to work, as they have legal authority over 

the earnings from their labour. This increases economic efficiency.  

4) Freedom to trade – individuals/firms are allowed to interact and trade freely, both within and 

beyond national borders.  

Although prices are freely determined and individuals/firms have freedom to interact and  trade, 

governments have a role to play in market economies. In the event of market failure – a situation in 

which the market leads to a socially inefficient economic outcome due to the presence of externalities – 

the government is required to intervene and correct the situation.  

Nevertheless, it is still possible that government intervention make matters worse/effect no change in the 

market, in which case it is termed government failure.  



The Price System 

Prices have a large role to play in the running of a market, including:  

1) Acting as signals – the price of a good/service sends a signal to producers to increase or decrease 

production i.e. a lower price means producers should decrease production, as they will earn less 

at same cost, but a higher price means producers should increase production, as they will earn 

more at same cost.  

2) Acting as incentives – higher prices will incentivise firms to produce more, while lower prices 

will incentivise firms to produce less. 

3) Affecting distribution of goods & services – higher or lower income for workers, resulting from 

a higher or lower price of goods/services, will affect the distribution of goods/services in the 

economy.  

In sum:  

 

 

 

 



 

WORD EXPLANATION 

Macroeconomics  The study of the economy as a whole.  

Gross Domestic Product (GDP) Total value of all new goods/services produced in 

the economy over a specific period of time.  

NOTE: Value can change either because the 

quantities or prices are changing. Therefore,  

Real GDP  economists prefer to calculate „real‟ GDP, which 

adjusts for changes in price over time. This is the 

most comprehensive of the success of an economy.  

Real GDP per capita Total number of products per person. When real 

GDP per capita is increasing, the well-being of 

individuals, on average, is increasing. 

Economic growth rate Percentage increase in GDP – indicator of how 

much economic growth has occurred over time.  

 

GENERAL NOTES 

Economic growth and Economic Fluctuations (Business cycles)  

Looking at GDP over an extended period of time yields two simultaneous patterns:  

Economic growth pattern – Over the long-term, when there is an increase in real GDP, an upward trend 

will be demonstrated graphically, demonstrating an expansion in the economy over time. 

Economic fluctuations (business cycles) – Over the short-term, increases and decreases in the real GDP 

that cause the economy to deviate from its long-term trend will be shown by swings away from the trend.  

As shown below:  

 

 

Chapter 5 – Measuring the “Size” of an Economy 

ECONOMIC 

GROWTH (trend) 

ECONOMIC 

FLUCTUATIONS 

(deviations –  increases 

and decreases away from 

the central trend) 



Economic fluctuations – a closer look 

The properties of an economic fluctuation are shown below:  

 

 

NOTE: Recessions are very irregular periods of low economic activity, but occur, on average, once every 

5 years. When a recession is very severe and long lasting, it is known as a depression.  

Unemployment 

Defn.: Number of people unemployed as a percentage of the labour force 

Behaviour:  

 When an economy goes into a recession, unemployment rises as people are laid off jobs/new 

jobs are hard to find.  

 During recoveries, there is a decline in unemployment i.e. employment rises.  

 During very severe recessions/depressions, there is a rapid rise in unemployment whose effects 

are felt for years to come.  

 

Recession – a 

drop in economic 

activity. Period of 

decline must last 

half a year (2 

quarters) before it 

is considered a 

recession. Are 

periods when real 

GDP is declining.  

Peak – the 

highest point in 

economic 

activity before 

a recession.  

Trough – lowest 

point in economic 

activity at the end 

of a recession.  

Expansion – the period 

between recessions, shown 

by an upward trend in 

economic activity.  

Recovery – the early part of an 

expansion. Known as such as the 

economy is just starting to recover 

from the recession. Are periods 

when real GDP is rising.  



Inflation 

Defn.: Percentage increase in the average price of goods/services from one year to the next.  

Behaviour:  

 Inflation is closely related to the ups and downs in real GDP & employment; inflation rises 

during recessions, falls during recoveries.  

 There are long-term trends in inflation; for example, inflation rose dramatically between the late 

1970‟s and 1980 (around 3-4 year period).  

 Inflation is not expected to be 0, even on average.  

Interest rates 

Defn.: Amount received per dollar loaned each year, usually expressed as a percentage of the loan.  

Behaviour:  

 Interest rates rise before a recession, and decline during and after each recession.  

 There are long-term trends in the interest rate.  

NOTE: There is a close relationship between inflation and interest rates; when inflation rises, people 

who lend money are paid back in funds that are worth less because the average price of goods rises 

quicker. To compensate for this decline in value, higher interest rates are charged. Therefore, a real 

interest rate is where the nominal interest rate is adjusted for the rate of inflation.  

Macroeconomic theory and policy 

Economic growth raises the living standards of people in an economy. Therefore, the goals of economic 

policy include:  

a) Raising long-term growth. 

b) Reducing the size of short-term fluctuations.  

But in order to create such policy, macroeconomic theory has to be understood, which is itself divided 

into 2 parts:  

1) Economic growth theory – explains the long-term rise of real GDP over time.  

2) Economic fluctuations theory – explains the short-term fluctuations in real GDP over time.  

 

 

 

 

 



Economic growth theory 

Graphical depiction:  

Long-term economic growth is demonstrated by the upward rise of real GDP over time. However, a more 

apt name for the linear trend would be potential GDP, which represents the tendency for the economy to 

grow in the long run. Real GDP itself fluctuates around potential GDP, either above or below. Therefore, 

potential GDP can be seen as the average of real GDP.  

Theory:  

Economic growth theory purports the idea that: 

The potential GDP of an economy is given by its aggregate supply – [all goods/services produced by all 

firms in an economy using available labour (number of workers available), capital (total number of 

factories, machines, land and tools) and technology (available „know-how‟)] in producing real GDP.  

As such, the Production Function: Real GDP = F (labour, capital, technology) 

Therefore, the higher „F‟ is, the greater real GDP is, and therefore, the greater the rate of economic 

growth.  

NOTE: Sustainable economic growth is always better for an economy than a large but brief economic 

growth.  

Government policy in assisting economic growth:  

Governments can increase economic growth by formulating policies to increase the supply of labour, 

capital & technology by:  

Fiscal policy – policies concerning taxing, spending and borrowing can:  

 Labour – provide incentives for firms to hire more workers, make people work harder or longer, 

allow people to retire later in life.  

 Capital – provide incentives for businesses to invest in new capital.  

 Technology – provide incentives for researchers to invent new technologies, provide funds for 

education to increase workers‟ acumen.  

Monetary policy – policies concerning money supply and control of inflation can:  

 Keep inflation low and stable, thus stimulating long-term growth. Occurs because people more 

certain about their investments in new capital/improving technology.  

NOTE: When it comes to market economies and government intervention, markets are sometimes best 

left untouched in terms of efficiency, although intervention may be required to correct 

inefficiencies/increase equity („fairness‟). 

 



Economic fluctuation theory 

Graphical depiction:  

The fluctuations above (expansions) and below (contractions) the potential GDP line, resulting in the 

real GDP line.  

Theory:  

Fluctuations in the demand for goods/services are the reason for the ups and downs in an economy (as 

opposed to supply of goods/services in economic growth theory); more precisely, aggregate demand – 

[sum of the demand from the four „demand‟ groups – consumers, firms, government, foreigners].  

Theory assumes that:  

- When real GDP < potential GDP = Decline in aggregate demand.  

- When real GDP > potential GDP = Increase in aggregate demand.  

Therefore, theory assumes that real GDP fluctuates around potential GDP, rationale being that the 

determinants of potential GDP [labour (as shown by the population), capital (as shown by factories and 

equipment) and technology (workers‟ knowledge and business acumen)] do not fluctuate wildly, but 

rather smoothly.  

Government policies towards economic fluctuations:  

Generally, government attempts to implement policies that will minimise fluctuations in real GDP;  

Fiscal policy 

If an economy shows signs of entering a recession the government can attempt to increase aggregate 

demand by implementing tax cuts/spending increases, encouraging consumer spending, investor 

confidence and a rise in exports.  

Monetary policy 

If an economy shows signs of rising inflation, due to aggregate demand growing faster than potential 

output, the Federal Reserve may raise interest rates to slow down spending. Likewise, if an economy 

shows signs of entering a recession, the Federal Reserve can minimize its adverse impact by lowering 

interest rates, encouraging an increase in demand/spending.  

NOTE: According to economists, governments should only intervene when necessary. But generally 

speaking, the less intervention, the better.  

 

 

 

 



WORD EXPLANATION 

GDP (Gross Domestic Product) The value of all the newly produced goods and 

services in a country over a specific period of time. 

 

GENERAL NOTES 

GDP (Gross Domestic Product) 

GDP, a measure of the size of a country‟s economy, must be precise about answering three questions:  

1) What is included in production? – only newly produced/purchased goods and services are 

included in the calculation of GDP; goods bought years previously are not, as aren‟t intermediate 

goods/services.  

2) Where does production take place? – only goods and services produced within a country‟s 

borders are included in GDP. This includes goods and services produced by foreigners within a 

country‟s borders.  

3) When does production take place? – only goods and services produced during a specific time 

frame are included in GDP, whether within a month (monthly) or within a year (yearly).  

NOTE:  

1. Each good is given its own weight in computing GDP, which is its price. Therefore, if the price of 

one good is more than another, it will contribute more to GDP. See below for example:  

 

 

2. In a market economy, prices are determined by the demand and supply of the market itself, and 

so reflect the cost & value of goods and services. This is one of the major drawbacks with 

centrally planned economies, where prices are set by the government, and so each good and 

services weight has very little to do with its cost or value.  

 

 

 

 

 

Chapter 6: Measuring the Production, Income and Spending of Nations  



Items included and excluded in the calculation of GDP 

Intermediate goods v. Final Goods 

 To avoid double counting, intermediate goods – [a good that undergoes further processing before 

it is sold to consumers, or is an input in production] are never included in the calculation of 

GDP.  

 Only final goods – [a good which undergoes no further processing before being sold to 

customers, nor is an input in production] are included.  

Stocks v. Flows 

 GDP measures the flow of new goods/services in the economy; that is, it measures the value of all 

the newly produced/added goods/services in an economy.  

 GDP is not a measure of the stock of goods/services in an economy; that is, it does not tell us the 

value of all the goods and services that already exist in an economy.  

 Therefore, only flows are included. 

Three ways to measure GDP 

Whichever method is adopted, they all should result in the same GDP figure. There are three methods 

used in measuring GDP, including:  

THE SPENDING APPROACH – the total amount that people spend on goods and services made in 

Australia [typically divided up onto the four components of the economy – 
1
consumption (consumers), 

2
investment (businesses), 

3
government purchases (government) and 

4
net exports (foreigners)].  

1
Consumption 

Measures: The purchases of all final goods and services* by individual consumers/households 

 *Final goods/services includes those that are both durable and non-durable:  

o Durable goods – tangible goods, which have a long shelf-life eg. cars, washing machines 

o Non-durable goods – perishable goods which have a short shelf-life, or intangible goods 

eg. flowers, groceries, insurance (and all services for that matter!)  

 Is the largest component of the GDP, and the least fluctuating – people will always need to 

survive, no matter the economic conditions, so money will always be spent on food, transport etc. 

 Does not include spending by businesses or government.  

2
Investment 

Measures: The purchases of final goods/services by firms, as well as the purchases of newly produced 

residences. Further divided into 3 categories:  

i) Business fixed investment – firm spending on new factories, buildings, machines and 

equipment (equipment doesn‟t include intermediate goods)  

 

 



ii) Inventory investment – the „change in inventories‟ i.e. the difference between inventories at 

the end of the period and inventories at the start): 

a. Includes goods in warehouses, on store shelves that have not yet been sold or assembled 

into final form for sale. When these are shipped out of the factory or sold, they are 

counted as part of GDP.  

b. Positive inventory investment – inventories are rising;  

Negative inventory investment – inventories are falling.  

EG: As at 31 December 2009, a car dealer has 50 cars on his factory floor. He 

ships 35 out, and sells 20 to consumers during the year. His closing inventory is 

therefore 65 on 31 December 2010, indicating that inventories are rising, and he 

has a positive inventory investment. Note: 20 cars sold to consumers are deducted 

because they are now part of consumer spending.  

c. Inventory investment is included as a spending item because an accurate measure of 

production is required in calculating GDP.  

d. Ideally, inventory investment should be 0 (i.e. all inventory on hand at start of period is 

sold throughout the period) because that inventory wasn‟t produced during the current 

period.  

e. Is the second biggest and most fluctuating component of GDP calculation, playing a big 

part in the business cycle.  

 

iii) Residential investment – the purchase of new homes/apartments by households (but not 

rental payments – this is considered consumption spending).  

a. Is considered investment spending as 1) lifetime is indefinite, and therefore there is no 

final consumption, and 2) houses/apartments produce services i.e. shelter, ability to work 

from home. 

NOTE: To an economist, the term „investment‟ refers to the purchase of new factories, houses and 

equipment.  

3
Government purchases 

Measures: Purchases, spending by federal, state and local governments of goods/services eg. Money 

spent on education, roads, police etc.  

 2 types of government spending:  

o Government consumption spending (G1) – paying for resources to be used within the 

period.  

o Government investment spending (G2) – paying for building and assets with indefinite 

lives.  

 Not all government spending is included in government purchases, and therefore government 

purchases. Welfare & retirement payments are not included because they aren‟t considered a 

purchase or production of a good/service, but rather represent a transfer payment of government 

income to the individual consumer. When the consumer spends these transfer payments, it is 

included in the calculation of GDP.  

 



4
Net exports 

Measures: The value of imports* less the value of exports**= net exports i.e. how much more we sell to 

foreign countries than purchase from other countries.  

 Another term for net exports is trade balance:  

o If net exports are positive = trade surplus 

o If net exports are negative = trade deficit  

o If net exports are 0 = balanced trade 

 Net exports are included in the spending approach to GDP calculation for 2 reasons:  

1) Imports must be deducted from exports to get a measure of total production.  

2) Exports needed to be added to get a measure of production.  

*Exports – goods produced domestically and sold overseas.  

**Imports – goods produced overseas and bought domestically.  

The SPENDING APPROACH is important enough to have an algebraic formula attributed to it: 

𝒀 = 𝑪 + 𝑰 + 𝑮 + 𝑿 

Where:  

 Y – GDP or total production.  

 C – consumption spending 

 I – investment spending 

 G – government spending 

 X – net exports (X – M i.e. exports less imports) 

The above infers the total production and purchases in GDP.  

THE INCOME APPROACH – the total income earned by all factors of production (workers and 

businesses) that produce goods/services. Income is a measure of what people produce. The income 

approach is further divided into 5 categories: 

Labour Income, including:  

 Wages – payments to workers by the hour. 

 Salaries – payments to workers by the month.  

 Fringe benefits – retirement, health and other benefits paid by firms.  

Capital Income, including:  

 Profits – profits of large corporations and income of small businesses.  

 Rental payments – rental payments received from leasing and renting buildings out.  

 Interest payments – income received from lending to firms. Note: Interest payments are 

included because they represent part of the income firms generate in production.  

 



Depreciation  

Measures: The amount by which factories and machines wear out each year. Included in GDP because 

new machines are purchased to replace the old ones, and thereby maintain productive capacity i.e. 

generate income.  

Note: If business is merely purchasing new machines, factories, equipment it is included in investment 

spending.  

Taxes, subsidies & transfers  

Measures: Taxes represent the income that goes to the government. Subsidies and transfer payments 

(payments between parties that does not involved the exchange of goods/services), however, need to be 

subtracted, as they are not income generated in producing GDP.  

Net income of foreigners  

Measures: What foreigners earn in Australia less what Australians earn abroad. Foreigners‟ income 

represents payment for goods/services produced domestically, and thereby included in GDP. Moreover, 

the income of Australians working overseas has to be subtracted, as they are producing goods and 

services outside the home country. This amounts to net income of foreigners.  

NOTE: Even after adding the above 5 factors together, the sum will generally be quite close, but not 

equal, to GDP. These discrepancies amount from errors made in collecting data on income, and are 

known as statistical discrepancies. Accounting for this discrepancy, the result is aggregate income, 

which equals GDP.  

NOTE: GDP under the INCOME APPRAOCH  is not available to all countries. This is because, in 

order to calculate income, governments need to collect taxes. Some governments aren‟t able to collect 

taxes from certain people, so income is underestimated in these countries.  

Below is the Circular Flow Model, which illustrates the link between aggregate spending (the factors of 

the spending approach added) and aggregate income:  

 



THE PRODUCTION APPROACH – the total value of all goods and services as they are shipped out of 

the factory 

Measures: The production of each firm/industry in the economy.  

HOWEVER, it is particularly important under this approach not to double-count. Thus, when measuring 

GDP, it is necessary to count only the value added by each manufacturer. This is the value of the firm‟s 

production less the value of the intermediate inputs used in production. An example follows:  

 

As shown above, it isn‟t the value of the bean that‟s included in GDP; rather, it is the value added by the 

manufacturing, distribution and production at each consecutive level.  

NOTE: Data under this approach is available to almost all countries.  

Saving 

Total amount of saving 

Measures: The amount of resources a country has available for investment, either in its own country or 

abroad. Countries with a high level of saving have a greater ability to undertake investment projects than 

ones with low levels. However, countries with a low level of saving can increase investment if 

people/firms are willing to lend/invest their own savings in that country. There are 2 types of saving:  

Individual saving – For the individual, saving is income earned less taxes and consumption i.e.  

𝑰𝒏𝒅𝒊𝒗𝒊𝒅𝒖𝒂𝒍 𝒔𝒂𝒗𝒊𝒏𝒈 = 𝑰𝒏𝒄𝒐𝒎𝒆 − 𝒕𝒂𝒙𝒆𝒔 + 𝒕𝒓𝒂𝒏𝒔𝒇𝒆𝒓𝒔 − 𝒄𝒐𝒏𝒔𝒖𝒎𝒑𝒕𝒊𝒐𝒏 

National saving – For the nation/country, saving is aggregate income less consumption spending less 

government purchases i.e.  

𝑵𝒂𝒕𝒊𝒐𝒏𝒂𝒍 𝒔𝒂𝒗𝒊𝒏𝒈 = 𝑰𝒏𝒄𝒐𝒎𝒆 − 𝒄𝒐𝒏𝒔𝒖𝒎𝒑𝒕𝒊𝒐𝒏 − 𝒈𝒐𝒗𝒆𝒓𝒏𝒎𝒆𝒏𝒕 𝒑𝒖𝒓𝒄𝒉𝒂𝒔𝒆𝒔 

Or, using terms from the equation earlier:  

𝑺 = 𝒀 − 𝑪 − 𝑮 



A large component of national savings is in private saving – the sum of all savings by individuals in the 

economy. This is defined as:  

𝑷𝒓𝒊𝒗𝒂𝒕𝒆 𝒔𝒂𝒗𝒊𝒏𝒈 = 𝒀  𝑰𝒏𝒄𝒐𝒎𝒆 −  𝑪  𝑪𝒐𝒏𝒔𝒖𝒎𝒑𝒕𝒊𝒐𝒏 −  𝑻𝒂𝒙𝒆𝒔 (𝑻) 

But in order to calculate national savings fully, government saving also has to be included. This is the 

difference between a government‟s receipts from taxes, and its expenditures, also known as its budget 

balance:  

 Budget surplus: When the government spends less than it gains through tax revenue 

 Budget deficit: When the government spends more than it gains through tax revenue 

 Balanced budget: When the government spends just as much as it earns through tax revenue 

Its formula is defined as:  

𝑮𝒐𝒗𝒆𝒓𝒏𝒎𝒆𝒏𝒕 𝒔𝒂𝒗𝒊𝒏𝒈 = 𝑻  𝑻𝒂𝒙𝒆𝒔 −  𝑮 (𝑮𝒐𝒗𝒆𝒓𝒏𝒎𝒆𝒏𝒕 𝒔𝒑𝒆𝒏𝒅𝒊𝒏𝒈) 

Therefore, combining government and private saving: 

𝑷𝒓𝒊𝒗𝒂𝒕𝒆 𝒔𝒂𝒗𝒊𝒏𝒈 + 𝑮𝒐𝒗𝒆𝒓𝒏𝒎𝒆𝒏𝒕 𝒔𝒂𝒗𝒊𝒏𝒈 =  𝒀 − 𝑪 − 𝑻 +  𝑻 − 𝑮 =  𝒀 − 𝑪 − 𝑮 

=  𝑵𝑨𝑻𝑰𝑶𝑵𝑨𝑳 𝑺𝑨𝑽𝑰𝑵𝑮 

Below are the national savings in Australia:  

       

Measuring Real GDP 

As well as calculating the value of the economy, economists are interested in assessing how an economy 

changes over time. This can be done by calculating nominal GDP, or GDP without correction for prices:  

Formula: 𝑁𝑜𝑚𝑖𝑛𝑎𝑙 𝐺𝐷𝑃 = 𝑃𝑟𝑖𝑐𝑒 𝑥 𝑄𝑢𝑎𝑛𝑡𝑖𝑡𝑦  𝑓𝑜𝑟 𝑑𝑖𝑓𝑓𝑒𝑟𝑒𝑛𝑡 𝑡𝑦𝑝𝑒𝑠 𝑜𝑓 𝑔𝑜𝑜𝑑𝑠  

Thus, nominal GDP calculates the value of goods/services in an economy by determining both their 

quantities & prices. Therefore, even if the quantity remains constant, if the price of goods and services 

increase, GDP will grow i.e. If nominal GDP 2011 > nominal GDP 2012 – either price, or quantity, or 

both, could be increasing, resulting in perceived economic growth. What nominal GDP doesn‟t take into 

account, however, is that prices do tend to rise over time, due to inflation. Therefore, a GDP that doesn‟t 

take into account the effects of inflation, is one that is useless for comparing production at different dates.  



Thus, REAL GDP is used, which measures production correcting for inflation; that is, the value of all 

goods/services produced in a country over a period of time, adjusted for changes in price over time, 

often within a year. Thus, the formula:  

𝑹𝒆𝒂𝒍 𝑮𝑫𝑷 = Sum of (Prices of 𝑏𝑎𝑠𝑒 𝑦𝑒𝑎𝑟 x Quantity goods & 𝑠𝑒𝑟𝑣𝑖𝑐𝑒𝑠 𝑝𝑟𝑜𝑑𝑢𝑐𝑒𝑑 𝑖𝑛 𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑦𝑒𝑎𝑟) 

NOTE: GDP entails keeping prices constant and using the same prices for both years (through use of the 

„base year‟). Therefore, in the base year, real GDP = nominal GDP. However, when comparing future 

years, REAL GDP>NOMINAL GDP, and therefore closer to the actual economic growth rate, after 

adjusting for inflation.  

If Real GDP increases from year to year, it means that quantity has increased, not price, which is the 

true measure of GDP.  

Thus, the Real GDP Economic Growth Rate is given by:  

% 𝑐𝑎𝑛𝑔𝑒 𝑖𝑛 𝑅𝑒𝑎𝑙 𝐺𝐷𝑃 =
  𝑅𝑒𝑎𝑙 𝐺𝐷𝑃 𝑜𝑓 𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑦𝑒𝑎𝑟 − 𝑅𝑒𝑎𝑙 𝐺𝐷𝑃 𝑜𝑓 𝑝𝑟𝑒𝑣𝑖𝑜𝑢𝑠 𝑦𝑒𝑎𝑟  

𝑅𝑒𝑎𝑙 𝐺𝐷𝑃 𝑜𝑓 𝑝𝑟𝑒𝑣𝑖𝑜𝑢𝑠 𝑦𝑒𝑎𝑟
𝑥100 

Real GDP v. Nominal GDP for Australia is shown below (equal in base year):  

 

Measuring price level changes (Inflation) 

It is known that nominal GDP grows faster than real GDP because of inflation; the greater the difference 

between the two, the greater the rate of inflation. On the other hand, with deflation and falling prices, 

nominal GDP would increase less than real GDP. Hence, a by-product of real GDP is inflation.  

Having monitored quantity level changes through the use of real GDP, there are two ways to measure the 

price level i.e. average level of prices in the economy:  

1
GDP Deflator = 

𝑁𝑜𝑚𝑖𝑛𝑎𝑙  𝐺𝐷𝑃   𝑓𝑜𝑟  𝑝𝑎𝑟𝑡𝑖𝑐𝑢𝑙𝑎𝑟  𝑦𝑒𝑎𝑟  

𝑅𝑒𝑎𝑙  𝐺𝐷𝑃   𝑓𝑜𝑟  𝑝𝑎𝑟𝑡𝑖𝑐𝑢𝑙𝑎𝑟  𝑦𝑒𝑎𝑟  
𝑥100  

The GDP Deflator is then used to calculate Inflation i.e. rise in general price levels: 

𝑰𝒏𝒇𝒍𝒂𝒕𝒊𝒐𝒏 = % 𝑐𝑎𝑛𝑔𝑒 𝑖𝑛 𝐺𝐷𝑃 𝐷𝑒𝑓𝑙𝑎𝑡𝑜𝑟 =
𝐺𝐷𝑃 𝐷𝑒𝑓𝑙𝑎𝑡𝑜𝑟 𝑖𝑛 𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑦𝑒𝑎𝑟 − 𝐺𝐷𝑃 𝐷𝑒𝑓𝑙𝑎𝑡𝑜𝑟 𝑝𝑟𝑒𝑣𝑖𝑜𝑢𝑠 𝑦𝑒𝑎𝑟

𝐺𝐷𝑃 𝐷𝑒𝑓𝑙𝑎𝑡𝑜𝑟 𝑝𝑟𝑒𝑣𝑖𝑜𝑢𝑠 𝑦𝑒𝑎𝑟 
𝑥100 

1908/09 1928/29 1948/49 1968/69 1988/89 2008/09

1400

1200

1000

800

600

400

200

0

$A Billions

Gross Domestic Product: Australia

Current prices GDP: 2007/08 prices

Real GDP = Red line 

Nominal GDP = Blue line 

 

 



2
Consumer price index (CPI): Price of a „fixed collection‟ (“market basket”) of goods/services in a 

given year, divided by the price of the same collection in the base year. There are 5 steps involved in 

calculating CPI:  

1) Decide on CPI 

2) Survey the prices of goods and services in basket 

3) Calculate the cost of the basket (Prices in current year x Quantity in base year) 

4) Calculate CPI: 
𝐶𝑜𝑠𝑡  𝑜𝑓  𝑔𝑜𝑜𝑑𝑠  & 𝑠𝑒𝑟𝑣𝑖𝑐𝑒𝑠  𝑖𝑛  𝑐𝑢𝑟𝑟𝑒𝑛𝑡  𝑦𝑒𝑎𝑟

𝐶𝑜𝑠𝑡  𝑜𝑓  𝑔𝑜𝑜𝑑𝑠  & 𝑠𝑒𝑟𝑣𝑖𝑐𝑒𝑠  𝑖𝑛  𝑏𝑎𝑠𝑒  𝑦𝑒𝑎𝑟
𝑥100 

5) Use CPI to calculate Inflation Rate: 
  𝐶𝑃𝐼 𝑐𝑢𝑟𝑟𝑒𝑛𝑡  𝑦𝑒𝑎𝑟 −𝐶𝑃𝐼  𝑝𝑟𝑒𝑣𝑖𝑜𝑢𝑠  𝑦𝑒𝑎𝑟   

𝐶𝑃𝐼 𝑝𝑟𝑒𝑣𝑖𝑜𝑢𝑠  𝑦𝑒𝑎𝑟
𝑥100 

This is the more popular measurement of price level changes.  

Differences between GDP Deflator & CPI Index 

 GDP Deflator measures the price level of all domestically produced goods/services, both those 

affecting day-to-day life of consumers (eg. price of milk), as well as those never purchased by 

consumers (eg. price of machinery).  

CPI Index measures only those goods affecting the day-to-day lives of consumers, and is a more 

relevant price level measure to consumers.  

 CPI measures a fixed collection of goods/services, whereas the goods that make up the GDP 

Deflator change year to year.  

Criticism: Economists think CPI overstates inflation by keeping the basket of goods/services 

constant – fails to take into account how increases/decreases in price change supply and demand 

of the market. Therefore, CPI tends to indicate that prices have gone up by more than they really 

have.  

 CPI can include goods and services produced in other countries, whereas the GDP Deflator 

measures the price of domestically produced goods and services.  

Support: This means that, in countries which lack good domestic substitutes, inflation measured 

by CPI may be a better indicator of the difficulties people and businesses face in the economy.  

Below is a diagram of the two measures of price level changes:  
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Shortcomings to the GDP Measure 

Revisions to GDP – Data for GDP is collected from a variety of sources over a period of time. However, 

some of these sources take a long time to produce their information, meaning that data takes a long time 

to receive and process. This means that GDP is frequently revised as new data comes in.  

Omissions from GDP, including:  

Home work and production – much of the production that people do at home is considered productive 

activity, but is not included in GDP because they are not recorded in markets where statisticians measure 

GDP.  

Leisure activities – leisure activities, such as going to the beach, is not included in GDP eventhough they 

are enjoyable, because they are not recorded in markets where statisticians measure spending. However, 

purchases made during leisure activities, such as buying an ice cream on the beach, are included.  

The underground economy – illegal activities, such as selling drugs and avoiding paying taxes by 

accepting cash only, are not included in the calculation of GDP because these activities are purposely 

hidden from the government.  

Quality improvements – measuring GDP sometimes misses improvements in the quality of goods and 

services. Techniques have been adapted to measure improvements, such as extended ability to determine 

the quality of new laptop models, but sometimes these improvements are hard to measure eg. unable to 

measure how a new car can add extra comfort and protection from shocks.  

 


