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Aggregate Demand and Aggregate Supply

Much of the Economics course deals with macroeconomics — looking at the whole economy. Hence, while
we look at Demand and Supply curves and the effect of changes in demand and supply, we also need to
focus on Aggregate demand and Aggregate Supply — the total demand and total supply of goods and services
within the domestic economy.

Initial terminology
As it appears in Units 1 - 4

Aggregate demand (AD) represents the sum of spending on goods and ser
year. Itis made up of C+ 1+ G+ X — M.

Aggregate demand-side factors are the macroeconomic influences th
AD at various prices, in turn affecting the cyclical level of economic
consumer confidence, business confidence, the exchange rate for the
conditions.

produced by a nation over a

termine the level of spending or
i ample, they include
dollar and overseas

Aggregate supply (AS) is the total or combined supply of a ed over a
period by the nation’s businesses. It is especially affected by the ces and the
efficiency with which these resources are used.

Aggregate supply-side factors are the main deterg | nati uctive capacity or potential level

of GDP (for example, guantity and productivity
changes in the volume and/or efficiency of

The Business Cycle
As it appears in Units 2 - 4

An economy is involved in i rvices to satisfy the needs and wants of the
members of that economy. The i goods and services) will vary according to
various factors and the tion (the goods and services) will also vary due to a

This interaction of thg
the level of economic a

he demand for goods and services is referred to as

0 too does the level of economic activity. Economists
supply and demand occur over a period of time called the
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The diagram represents four distinct phases of the business c

services is also high so it is assumed tha i h (unemployment is
low). The issues for the economy at hi i

e Demand pressures are high whi
e If domesticsupply can’t match

vill cause inflation
ay be a move towards imports which can

2. Contraction or downtur rowth and the rises in prices lead to a decline
has risen leading to a decline in consumer
confidence. i n and possibly shedding labour. Confidence further

nomy is expected
he government th
ins fo

its policies.
umber of periods (quarters), the economy is said to be in a recession.

4. Expansion or recovi
recommence. The
increase in p
Economic grow

— with a low inflation rate and low interest rates, borrowing and spending
omy begins to grow again and demand begins to increase, leading to an
and employment as supply must increase to meet the increased demand.
rises and unemployment falls.

5. This point is technically not part of the business cycle. It depicts a sustained rate of economic growth
without the fluctuations shown in the diagram. As the diagram shows, the business cycle fluctuates
around this line of sustainable and constant growth and represents where we would like the economy
to be over the course of the business cycle.

Avoiding the fluctuations in the business cycle is part of the role of the government and the policies
implemented by the government aim to keep troughs short and shallow and peaks long and not quite so high.
Ideally the government would like its policies to result in a steady curve — Point 5 on the diagram.
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Review Questions

1.

Level of
economic
activity

3. ldentify and describ

The level of economic activity refers to
A. all production and expenditure by businesses

B. any activity by individuals, businesses and government that generates production, income,
employment and expenditure

C. consumption and expenditure on goods and services by households
D. the activities of the government in the economy

When a recession in the business cycle occurs

A. unemployment rises, business confidence falls and prices fall
B. unemployment rises, business investment rises and prices fall
C. unemployment falls, business confidence rises and prices fall
D. unemployment falls, business confidence falls and prices rise

Refer to diagram of the busin

Average
growth trend

Years
B - indicated on the business cycle diagram.
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Solutions to Review Questions

1. Answer: B
Explanation:
Economic activity is directed towards satisfying wants. Individuals
and their demand for goods and services encourages production g
Businesses will employ factors of production to meet consumer

come to satisfy their wants
s and services by businesses.
and. Wages are earned by labour

resources and profits are earned by owners of capital resources. Il also receive
money through taxation. This income is then spent by individuals, b d governments to
satisfy more wants, which will generate more deman ic activity. Therefore,

2. Answer: A
Explanation:
A recession is a period of decreasing econd ivity and it is i | in economic
growth as measured by GDP during ecuti : i Ivity slows, business

confidence falls as consumer dema
reducing production levels, which
unemployment. There will be pressur
from lower consumer demand for goo

quired causing higher levels of
duce prices to clear excess stock resulting

3. Phase A represents the iness cycle. This occurs when a period of
expansion reaches an upp int. i inflation is at a high and unemployment is at
a low level. | i ing at its productive capacity, it can create an inflationary

An economic boo
unemployment and
consumer confiden
characteristic di

g inflation. In its early stages, a boom is also characterised by rising
etween Year 1 and Year 2, all these indicators have moved in the
of a boom.

5. Leakages in the circular flow diagram are represented by taxes, savings and spending on imports.
Taxes, savings and import spending flow out of the circular flow that exists between households and
businesses and do not add to Aggregate demand. Taxes are collected by the government, savings are
deposited in banks and import spending flows overseas, therefore leaking from the continuous flow of
spending that occurs within the economic sectors.
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6. Answer: C
Explanation:
Non-market activity refers to activity that doesn’t see the output reach the market. This is because the
output is produced and consumed within the household.

Participant Sector

Your parents Household

City of Frankston

ANZ Bank

An American tourist

Your school

Your Economics teacher

Woolworths Business

8. Answer: D
Explanation:
Aggregate demand is the t iture onfall goods and services produced in Australia
7 and is represented as AD=C + 1+ G1+ G2 + X —
ences C; the level of business confidence impacts

isposal income of households, thereby increasing the private consumption (C)
demand. This will encourage in increase in economic activity. An increase
in interest rates larly with respect to borrowings, has the effect of lowering household income
and/or busines s and discourages economic activity. An increase in the exchange rate, or
appreciation, tends to slow exports and raise imports. This has the effect of slowing aggregate
demand and economic activity.

increase the person
component of aggre
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10. One of the following responses would be acceptable:

¢ Improved levels of consumer confidence or expectations can lead to an increase in consumption
spending. If consumers have favourable expectations (i.e. about future income, inflation and their
employment prospects) it will influence them to spend more on goods and services rather than
save their income.

e The availability of higher levels of household disposable income can increase consumption
spending on local and foreign goods and services. Disposable income is the money that
households have available to spend after payment of personal income tax. Cuts in personal income
tax or the receipt of government transfers (e.g. income assistance) can lead to an increase in
disposable income.

11.

I. A depreciation of the Australian dollar will promote econo rowth. As the economy becomes
more competitive in international markets, our exports will esirable to overseas
buyers. This encourages overseas purchasers to buy our goo ices as they will be
comparatively cheaper.

ii. An increase in interest rates puts pressure on bus
Loan repayments represent a cost of production to b ity. Higher
rates will discourage businesses from inv omic activity
and GDP growth.

12. Answer: C
Explanation:

ofit levels and makes businesses less
willing and able to produce competiti tes and labour costs represent a cost of
production and a fall in either of these i

production of goods a ces. Arise

13.

i. The level G - A consumers and businesses to borrow and represent
i will make it more costly to finance private consumption
reby lowering aggregate demand and economic activity.
tion cost to businesses that have borrowed money to finance
interest rates represent an unfavourable supply condition as it can make
itive, thereby reducing aggregate supply and economic activity.

the price and attractiveness of exports against imports. If the Australian
I make our exports more expensive (i.e. causing less to be sold) but
eaper (i.e. encouraging more purchases of foreign goods and services). This
of slowing aggregate demand and economic activity. The exchange rate can
also affec uction costs for businesses using imported products. An appreciation of the
Australian dollar will make imports cheaper, thereby reducing production costs. This encourages
an increase in aggregate supply and economic activity.
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