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WEEK 1 – Measuring Aggregate Output: GDP 

Macroeconomics deals with the economy as a whole – or with basic 
subdivisions/aggregates (collection of specific economic units treated as one unit) that make 
up the economy 

Historical background on Macroeconomics 

 1930s - The Great Depression 
Causes were possibly the stock market, capitalism and poor economic planning 
Australian impact: unemployment rate reaching peak of 32% in 1932 
The responses: macroeconomic policies, government actions designed to affect the 
performance of economy as a whole 
 

 1950s to mid 1960s: The Golden Age 
Low inflation rates and low unemployment 
Start of the Monetarist vs Keynesian debate 
 

 1960s to early 80s – The Great Inflation 
Both inflation and unemployment increase (stagflation) 
Disillusionment with Keynesian economics 
Volcker disinflation 
 

Main policies covered 

1. Monetary Policy 
Determines the nation’s money supply 
- Controlled by Reserve Bank of Australia (RBA), central bank in Australia 
RBA has power to inject more money into economy or remove it  
 

2. Fiscal Policy 
Decisions that determine government’s budget (incl. amount and composition of 
government expenditure and revenues) – asks how much the government should 
spend and on what 
 
Fiscal policy influences balance between government spending and taxes 
- Deficit when government spending > tax revenue 
- Surplus when government spending < tax revenue 
 

3. Structural Policy 
Government policies that aim at changing underlying structure, institutions of nation’s 
economy – asks what the economy should look like 

 

GDP: Gross domestic product is the market value of final goods and services produced in a 
country during a given period. 
It is a commonly used macroeconomic indicator: 
- Short run fluctuations in GDP = the business cycle 
- Long run growth in GDP, associated with better living standards 
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The market value: Goods and services are counted at their market price times quantity  
Aggregate measure of quantities produced. More expensive items receive a higher 
weighting 
e.g. 10 apples at $2 each -> $20 
20 oranges at $1 each -> $20 
Total GDP $40 
 
However the issue for public goods and services (which do not have market prices), 
economists add to the GDP the costs of providing the goods and services as rough 
measures of economic value.  

Final goods and services: GDP measures market value of FINAL goods and services, which 
is consumed by the consumer. Intermediate goods are used in the production of the final 
good. 
e.g. before a baker can make bread, grain must be grown and harvested, then ground into 
flour, then with other ingredients make bread. As bread is the ultimate purpose of production 
process, bread is the final good. The grain and flour are intermediate goods/services. 
-> Therefore, need to avoid double counting 
 
Production Approach 
- Coffee beans 2kg at $10 = $20 for 1 kg GDP at this point 
- Roasted beans 2kg at $20 = $40 for 2 kg to GDP at this point 
- Coffee (using 2kg roasted beans = for 200 cups at $5 each) = $1000 to GDP at this point 
 
But this means you count the coffee beans three times, but you only want to capture only the 
final stage.  
Total GDP for this activity is $1000 only, counting for the final value of the good. Things 
going into intermediate production is not counted into GDP.  

 

Issue of timing in multiple stages of production 
Continuing with previous example, possible that grain and flour was produced in 2010, but 
then bread was baked in 2011.  
- For this issue, the value by each firm in production process is added.  
- The value added by any firm is the market value of product/service – cost of inputs 
purchased from other firms.  

 
In a given period: GDP measures goods produced in a given country, over a period of time 
such as monthly, quarterly or annual GDP. 
This includes production that takes place within the country’s borders. 
 
e.g. Australia’s GDP includes market value of all cars produced in Australian borders, even if 
they are made in foreign-owned plants.  
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(1) Expenditure method for measuring GDP 
Expenditure relates to Sector in which expenditure originates from, not the type of 
expenditure 
 
All current production by firms must either be: 
1. Bought by households, other firms, government and foreigners or 
2. Left unsold as inventories (goods producer but not sold in a period) bought by firm which 
makes it 
 
So GDP can be measured as sum of ‘expenditure’ on domestic production by HH, firms, 
governments 

GDP = Y = C + I + G + NX 

Component Definition Subcategories and 
Examples 

Consumption Expenditure from households on goods 
(durables and non-durables) and services 

Durables: long-lived 
consumer goods such as 
cars and furniture (not new 
houses which are 
investments) 
 
Non-durables: shorter-lived 
goods such as food and 
clothing, and all services 
 

Investment: Expenditure by firms on final goods and 
services (not any intermediate products) 
+ residential + inventories (sitting goods) 
– or new housing purchased by 
individuals 

Business fixed investments: 
purchase by firms of new 
capital such as machinery, 
factories and are treated as 
final goods 
 
Residential investment: 
construction of new homes 
 
Inventory investment: 
addition of unsold goods to 
company inventories, or the 
subtraction of beginning of 
year inventory stocks 

Government 
expenditure 

Government expenditure on final goods, 
excluding transfer payments (payments 
made by government without any return 
in goods or services) and interest paid on 
government debt 

Purchases include: teaching 
in public schools, defence 
force 
 
Transfer payments (which 
are not included): 
unemployment benefits, 
pensions, welfare payments 

Net exports Exports minus imports 
Exports are domestically produced final 
goods and services then sold abroad 
Imports are purchases produced abroad 
bought by domestic buyers. 
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WEEK 7&8 – Aggregate Demand-Aggregate Supply model 

The aggregate demand (AD) curve extends the model of inflation, spending and output. It 
shows the relationship between equilibrium REAL output (y), and the rate of inflation (π). 
As equilibrium output is where PAE = y, where prices change in an economy, the AD curve 
shows the relationship between inflation and spending.  

 

Inflation and the AD Curve 
The primarily responsibility of the Reserve Bank is to maintain a low and stable rate of 
inflation. By keeping inflation low, the RB tries to avoid costs high inflation imposes on the 
economy.  
 

 

 
Reason for downward sloping AD curve: 
 
1. Where increased inflation is an expansionary output gap (where SR equilibrium output > 
potential outlet, where Y > Y*).  
As output is above potential output, firms produce above-normal capacity to meet demands 
of customers – but eventually will have to adjust to high level of demand by raising prices, 
contributing to inflation. 
 
To control for this, RB needs to dampen planned spending and output when they threaten to 
exceed potential outputs.  

This can be done by reducing exogenous expenditure -> reduce SR equilibrium input by 
raising the real interest rate. When inflation is higher, RB responds by raising real interest 
rate (implied by policy reaction function). Higher real interest rate reduces consumption and 
investment spending, so reduces equilibrium output. 
 
Higher real interest rate -> reduces output, AD is downward sloping 
 
2. The effect of inflation on real value of net assets (wealth) held by households and 
businesses.  
At higher levels of inflation, purchasing power in people’s wealth declines rapidly. True for 
money, but unlike assets such as real estate, do not experience capital gains in periods of 
high inflation. 
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-> Reduce public’s real wealth cause households to restrain consumption spending, 
reducing equilibrium output 

3. Distributional effects, where people who are less well off are often hurt more by inflation 
than wealthier people. 
e.g. retirees on fixed incomes, workers receiving minimum wage 
These people lose buying power when prices rises rapidly. Less affluent people less 
sophisticated when making investments, so less able than wealthier citizens to protect 
savings against inflation. Lower end of income distribution spend greater percentage of 
disposable income than wealthier individuals. 
 
-> Inflation redistributes resources from relatively high spending, less affluent households to 
relatively high saving, more affluent households. Overall spending may decline. 
 
4. Higher rates of inflation generate uncertainty for households and businesses.  
Inflation increase, people less certain about what things will cost in future, and uncertainty 
makes planning more difficult. 
Both HH and firms may become more cautious -> reduce spending. 
 
5. Foreign prices of domestic goods and services depends in part on rate at which domestic 
currency exchanges for foreign currencies. 
For constant rates of exchange between currencies, rise in domestic inflation causes prices 
of domestic goods in foreign markets rise more quickly.  
As domestic goods become more expensive to foreign purchasers, export sales decline. 
Exports reduce aggregate expenditure, so increased inflation reduces spending. 
 

Shifts of Aggregate Demand Curve 
So downward slope of AD reflects all other factors being constant – a higher level of inflation 
will lead to lower planned spending, so lower equilibrium output. 
Main reason being RB react to increases in inflation by raising real interest rate, reducing C 
and IP. 
 
Even if inflation held constant, various factors affect PAE and equilibrium output. 
If a change in economy increases equilibrium output, AD shifts to the right. 
If change in economy decreases equilibrium output, AD shifts to the left. 

 Exogenous changes in spending 
Changes in spending caused by factors other than output or interest rates (as these 
are the axes)  
 
So any change in Cbar, c Tbar, I, G, X, m, t – given inflation is constant 
 
For given inflation rate (and thus for a given real interest rate set, following from 
policy reaction function), an exogenous increase in spending RAISES equilibrium 
output. This increases output at each level of inflation, and so an exogenous increase 
in spending shifts AD to the right.  
 
e.g. the level of government spending, consumer and business confidence, 
increased business investments, increase in exports etc. with inflation held constant 
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 Exogenous changes in the Reserve Bank’s policy reaction function 
If Reserve Bank sets real interest rate according to unchanged reaction function, 
adjustments in real rate does not shift the AD curve. Generally follows a stable policy 
reaction function.  
 
However may occasionally choose a ‘tighter’ or ‘easier’ than normal for a given rate 
of inflation. 
- If inflation is high and refused to decrease, Reserve Bank might choose tighter 
monetary policy, setting real interest rate higher than normal at each given rate of 
inflation; and is an upward shift in Reserve Bank’s policy reaction function.  
- If nation has unusually severe recession, may choose to change policies and set 
real interest rate lower than normal. Shifts policy reaction function downward, leading 
to higher levels of expenditure and equilibrium output. Shifts AD curve to the right.  
 

 

Aggregate Supply 

Inflation seems to be inertial, in the sense that it tends to remain roughly constant as long as 
the economy is at full employment and there are no external shocks to the price level.  
 
Roughly tends to adjust slowly due to: behaviour of public’s inflation expectations and 
existence of long-term wage and price contracts.  
- Public’s inflation expectations: buyers and sellers consider rate of inflation they expect in 
next few years. E.g. if Fred believes inflation is likely to be 3% over the next year, he wants 
to ask for 5% increase in nominal wage to obtain 2% in real wage. If Colleen his boss agrees 
that inflation is likely to be 3% she would be willing to go with 5% nominal increase.  
- If Colleen is negotiating with office supply company, she will agree to pay for next year’s 
delivery depending on expectation of inflation rate. If anticipates price of office supplies will 
not change relative to prices of other goods, and general inflation rate will be 3%, she would 
be willing to agree to a 3% increase in price of office supplies.  


