
Week  1

Introduction to Macroeconomics
* What is economics all about?

* Macroeconomics looks at the economy as a whole as microeconomics is focusing on 
firms and individuals

- Why do people, firms and governments behave the way they do? -> the role of 
incentives

- How does this behaviour impact on the economy, individuals and the environment? -> 
the constraint of scarce resources

Macroeconomics studies decision-making by individual economic agents:

- When does it make sense for one firm to merge with or take-over another?

- How does a firm decide whether or not to enter a new market

And the aggregate impact of individual decisions:

- What determines interest rates and exchange rates? How are they linked?

- What determines a country’s rate of economic growth and aggregate unemployment 
rate?

* Microeconomics provides a foundation for macroeconomics

- major issues coming a head which will shape our lives in the decades to come such 
as financial crisis, environmental challenges, global free trade, the rise of new world 
powers, the impact of new technology, population pressures 

- An economist is like a doctor, and your patient is the economy:

- Ask the right questions - identify the issues

- Look for symptoms - analyse data

- Diagnose the problem - apply the theory
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Week  1
- Prescribe the cure - design policy response

- Suggest prophylactic strategy for the future - design a reform strategy

-> How macroeconomics is useful?

- It is a tool for prediction

- To understand how economy works

- To identify a suitable policy response

* Marginal X Crucial issues -> trends matter

* Measuring Macro performance:

- Output

- Prices

- Savings and wealth

- Unemployment

- Short-run Macroeconomics: the business cycle

* “Good” Economic Performance?

1. Rising living standards

- Industrialised economies ( Europe, US, Australia, newly industrialised economies in 
South-East Asia) have experienced rise in material wellbeing.

- Long-Run growth issues: growth theory, economics history, development economics

- Quality of life ( crime rates, pollution, …), life expectancy, mortality rates, inequality, 
access to goods and services

2. “Smoothing” the business cycle: Avoiding extremes of macroeconomic performance
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Week  1
- Short-run expansions and contractions in economic activity cause hardships and 

costs to the society

- Prevent Large Volatility of GDP evolution

3. Maintain the real value of the currency:

- Rapid changes in prices of goods and services alter the real purchasing power of a 
dollar and create significant costs to the society

- Inflation: sustained increases in the general prince level of average good/service over 
a period of time. -> size of the inflation causes significant costs for the economy

- Deflation: Sustained fall in average price in an economy

4. Sustainable levels of debt:

- Debt accumulation is justifiable and sustainable if it generates returns exceeding its 
costs

- Budjet deficit: Expenditure > Savings/ Income - governments would borrow money 
from private sector to meet commitment

5. Balance spending X Saving: Stable level of Payments

- Balancing current expenditure against future needs

- Saving means postponing consumption today to provide more for the future

6. Full employment:

- Providing current expenditure against future needs

- Complicated topic as it covers both microeconomic and macroeconomics elements

* Important lessons for economists:

-  There is no right “ ideology”

-There are no “free lunches” in economics
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Week  1
“ I made a mistake in presuming that the self-interest of organisations… we such that 
they were best capable of protecting their own shareholders…” - Alan Greenspan

- Policy issues:

- Fiscal Policy

- Monetary policy & the RBA

- Aggregate demand and supply

- Economic growth: the role of saving

- Exchange rates and the balance of payments

Economic output:  GDP:

- The market value of final goods and services produced in a given period.

- Market Value: add up of all the goods/services the economy produces (but not all 
economically valuable goods/ services are bought and sold in markets)

- Measurement problems:

- price change

- multi-stage production

- multinational production

- informal economy + public goods

- Doesn’t reflect diversification

- Doesn’t measure environmental degradation or pollution, which has a quantifiable 
cost

- Doesn’t tell you about income distribution and inequality

- How is GDP measured?
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Week  1
- Value of production - “ value added”

- Value of expenditure

- Value of labour + capital income

- The market value of final goods and services produced in a given period

- Market value:

- Goods and services are counted at their market price X quantity

- Unpaid work is not counted

- Public goods and services do not have market prices and are counted at their 
cost of provision.

- Final goods and services:

- The final good is the good that is consumed by the consumer ( ex: bread, the 
wheat and flour are “ intermediate goods”, which are goods used int he production of the 
bread)

EX: A Macbook is a final good- CPU, LED display and other hardware are intermediate 
goods

- Value added is the revenue minus the costs of inputs

- EX:

-> Measuring the GDP 3 ways:

- A macbook is sold for $1500

Company Revenue Cost Inputs Value Added

Small Hardware 50 0 50

Intel 450 50 400

LED screen 300 0 300

Apple 1500 750 750

Total 50 1500
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Week  1
- Expenditure method: C= $ 1500 if bought by a household

-> All current production by firms must be either: bought by households, other firms or 
left unsold as investors bought by the firm which makes it.

- As such, GDP can also be measured as the sum of “ expenditure” on domestic 
production by households, all firms, government and foreigners.

- Value-Added: Small Hardware ($50) + CPU ($400)+ LED Display ($300) + Apple 
design ($ 750)

- Income Approach: Employee wages ($1000) + Profit ($500)

Composition of GDP:

GDP = C + I + G + NX

- C: household consumption on durable and non-durable goods

- I: firm spending on final goods and services; business fixed Investment, residential 
Investment, inventory Investment.

- G: government purchase of final goods - not transfer payments

- NX: net exports (exports X, goods/ services produced domestically and sold abroad - 
Imports M, goods and services purchased from abroad)

* Nominal GDP: not adjusted for changes in the price level, measures the value of all 
the goods and services produced expressed in current pricing (current year prices) 
(nomial GDP = quantity of each commodity X current price of the commodity)

* Real GDP: adjusted for changes in the price level ( inflation) using a base years ( Real 
GDP = quantity in current year X price from base year)

EX:

Real GDP based on 2011 = Prices 2011 X Quantities 2012
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Week  1
Real GDP and Economic Wellbeing: these are not the same thing

- Highly correlated with economic wealth:

- Life Expectancy

- Infant mortality rate

- Literacy rate

* Lesson for policymakers? -> Causality

* Time path of GDP -> no free lunches

* Composition of GDP - importance of saving 

* The main difference between nominal and real GDP is that the real values are 
adjusted for inflation, while nominal values are not. As a result, nominal GDP will often 
appear higher than real GDP

* GDP is the value of a good and services produced in a country over a one year period

* Expenditure Approach to GDP:

* Y = C + I + G + X - M ( Investment = Household consumption + ( Total Gross Fixed 
Capital Expenditure + Changes in inventories) + government expenditure + ( exports - 
imports)

* Investment = Total gross fixed capital formation + residential investment + inventory 
investment ( inventory investment is goods produced in period but not sold in that 
period)

——————————————————————————————————————
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Week 2
Measuring Macroeconomic Performance:

The Price Level:

Consumer Price Index (CPI)

1. Define a base year

2. Determine a basket of goods and services consumed

3. CPI = Cost of base year basket in current year/ cost of base year basket in base 
year

EX: CPI= 1.25 = prices are 25% higher in current year compared to base year

* CPI is an extremely useful tool as it can measure changes in the costive living and can 
be used to adjust economic data to eliminate the effects of 
inflation.

*CPI can be used to convert quantities measured at 
current dollar values into real terms -> Deflating. Can be 

used to eliminate the effects of any inflation from comparisons of any nominal quantity.

* real value = nominal value / CPI -> dividing dollar income/ expenditure by a price index 
(measure of price of goods/services), you will obtain a measure of the real quantity of 
goods and services.

Cost of Living Index:

A: Determine the cost of the utility-maximising consumption basket in the base year

B: Determine the minimum cost of the current year consumption basket required to yield 
base year utility at current year prices.

Index Value = B/A (calculated based on prefs, not purchases)

-> What is the cheapest bundle of goods and services necessary to get the same level 
of satisfaction as the last period

8

r i π= −



Week 2

Laspeyres Index:

A: Determine the cost of the (utility- maximising) consumption basket in the base year.

B: Determine the cost of purchasing the SAME consumption basket in the base year in 
the current year 

Index Value: B/A

-> Does not account for changes in demand due to price changes.

-> Laspeyres Index > “Ideal” Index ( if price increases) - will underestimate inflation

Paasche Index:

A: Determine the cost of the current year consumption basket

B: Determine the cost of the purchasing the SAME consumption basket in the base year

Index value: A/B

- Does not account for changes in demand due to price changes

- Paasche < Ideal < Laspeyres ( if price increases) - overestimate the inflation

-> In fact “ a chain- weighting” process is used to measure the CPI.

- Wights updated every 5 years using consumption data from the household Expenditure 
Sydney (HES)

- New series formed and linked to earlier series

RBA measures:

- Excluding volatile items

- Trimmed mean (middle 70% of price changes)

- Weighted median
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Week 2
Inflation:

• % change in the CPI over some period:

•  Inflation Rate = CPI in current year - CPI in bare year / CPI in bare year

– From previous quarter

– From corresponding quarter in previous year

• An aggregate of price changes

• Alternative measures of inflation:

– “Underlying” inflation

– The “trimmed mean”

• Deflation (prices falling)

* Inflation is not the same as relative prices changes. relative price changes happen 
when the price of an item increases/ decreases relative to other goods/services, it’s just 
how the market economy efficiently allocate resources.

- Inflation is Costly:

• Shoe-leather costs ( with inflation, transactional prices are higher) 

• Noise in the price system

• Tax system distortions – “bracket creep”

• Unexpected redistribution of wealth - wage adjustments according to inflation

• Distorts firm and household decisions

• Menu costs - constantly changing

• Reduces real value of debt - ‘reboot’ the economy after a debt binge!

-> But Deflation is Bad too:

GDP deflator = nominal GDP / Real GDP
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