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Aggregate demand (AD) is the quantity of national output demanded at each price level.

Aggregate demand is calculated by adding together all forms of spending on New Zealand goods and services 
in a year; that is, consumer expenditure (C), plus investment spending (I), plus government spending (G), plus 
export receipts (X) less import payments (M) (import payments are spending on goods not made in New Zealand):

AD = C + I + G + (X – M)

The AD curve slopes downwards, but for different reasons from a normal demand curve.
•  If the price level rises, the purchasing power of the available money supply will be less, so consumers will be 

unable to buy as much with their money.
•  If the price level falls, exports are more competitive while imports become less competitive in New Zealand. 

As a result, exports increase while imports fall, so AD rises at lower price levels.

Shifts of the AD curve

If any factor other than the price level changes and affects C, I, G, X, or M, then the whole AD curve shifts. Some 
of the factors affecting each component follow.

Consumer expenditure will be affected by:
•  national income levels •  interest rates • employment levels
•  income tax rates •  consumer confidence.

Investment will be affected by:
• interest rates • business confidence • company tax rates.

Government spending is a matter of government policy and priorities.

Exports will depend on:
• the exchange rate • overseas income levels • overseas competition and supply.

Imports will depend on:
• the exchange rate • New Zealand income levels.

Aggregate supply is the quantity of 
national output that firms are willing to 
supply at each price level. In the short 
run, it is assumed wage rates (nominal), 
productivity levels and the cost of 
imported raw materials are constant.

Price
level

Aggregate supply curve

Yf

AS

National output

Chapter 3
Aggregate demand and supply – Part I
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Yf is the full employment level of national output, i.e. all resources are being used as efficiently as possible. When 
dealing with AD/AS graphs, Price level is on the vertical axis (not price), and National output is on the horizontal 
axis, since the whole economy is being represented.

National output is used interchangeably with real GDP and employment, since an increase in any one of these 
results is an increase in the others.

Aggregate supply curve – explaining the shape
‘The flat bit’
At low levels of national output, firms will have excess capacity, i.e. under-utilised machinery and staff. They 
would be willing and able to produce more output without increasing prices because the marginal cost of 
increasing production is very low. As a result, the AS curve is flat at low levels of national output.

‘The steep bit’
As the economy moves closer to full employment, firms are competing against one another for resources and 
workers. Firms may also begin to face production difficulties in the short run, as resources become scarce, 
diminishing returns set in and bottlenecks occur. Resource scarcity and bottlenecks increase costs of production, 
so firms will only increase output with an increase in prices. As a result, the AS curve becomes steeper the closer 
output gets to Yf to reflect rising price levels.

An economy at full employment experiences competition for workers and resources.

At some stage, the AS curve becomes vertical, as all resources are fully utilised. 

The economy can temporarily operate beyond full employment by overworking capital and human resources. 
Overworked resources will eventually put upward pressure on wages and cause the AS curve to shift left. The full 
employment output is the maximum level of output for the economy in the long run.

Shifts in aggregate supply
The primary factors that will cause a shift in aggregate supply will be a change in costs of production. Change in 
costs of production may be caused by:
• changes in the cost of imported materials
• changes in the exchange rate (affects the cost of imports)
• changes in technology that change productivity
• changes in nominal wage rates
• changes in productivity due to changes in employment practices
• changes to business regulations that affect business costs
• changes to indirect taxes (e.g. GST) and subsidies.
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Aggregate demand / Aggregate supply analysis
AD and AS can be used together 
to determine how various factors 
will impact on national output, 
employment, income and the 
price level.

Price level

PLe

AD

AS

New Zealand economy

YfYe National output

National equilibrium is where AD and AS intersect, establishing an equilibrium level of national output (Ye) and 
price level (PLe).

If the economy is operating at 
less than full employment, a 
recessionary (deflationary) gap 
exists.

Price level

PLe

AD

AS

New Zealand economy

YfYe National output

Recessionary gap

Increasing AD

Increases in AD will have 
differing impacts on the economy, 
depending on where on the AS 
curve it is operating. Price level

PL
PL’

PL’’

AD
AD’

AD’’

AS

New Zealand economy

YfY Y’ Y’’ National output

•  At low levels of employment, an increase from AD to AD’ will have the effect of increasing national output 
significantly, with a small increase in the price level only. Firms currently have under-utilised resources, so can 
easily increase output with little increase in marginal costs and therefore prices.
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•  At relatively high levels of employment, an increase in AD from AD’ to AD’’ will result in a relatively small 
increase in output and a larger increase in price level. This is because resources are relatively scarce, costs 
increase for firms as competition increases and diminishing returns set in, so prices rise relatively quickly 
compared with output.

Inflationary gap
If an economy is operating beyond full 
employment, then there is an inflationary 
gap. This is a short-run position only. In 
the long run, the competition for workers 
will push wages up and the AS curve will 
move to the left.

The long-run AS curve is the Yf line.

Hint: In NCEA you will usually be asked 
to discuss the impact of some change 
in the AD/AS graph on price stability, 
growth and employment.

Price level

PLe

AD

AS

New Zealand economy

Yf Ye National output

Inflationary gap

The effect on price stability is seen on the vertical axis. Be sure to refer to any change in the price level.

The effect on economic growth is seen on the horizontal axis – an increase in national output (real GDP) 
represents economic growth as more is being produced, and as an increase in national output would require 
more workers so employment will increase.
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Questions: Aggregate demand and supply
1. a.  For each of the following, indicate which part of aggregate demand is affected and whether  

there will be an increase or decrease in aggregate demand.

Scenario
Component of AD 

affected (C, I, G, X or M)
Increase or 

decrease in AD?
i.  Increasing household incomes
ii.  Increased migration to New Zealand
iii.  Falling sales to Australia
iv. Reduction in benefit (transfer payment) levels
v.  Huge new roading project started in Wellington
vi.  Businesses more confident about the future
vii.  Increase in company tax rates

b.  For each of the scenarios ii. to v. , explain why they have the effect that you have identified. An example, 
the first scenario, has been done for you.

 i.  Increased household incomes will mean that households will be able to increase their consumer 
spending which is a part of aggregate demand, so C will increase and AD will increase.

  ii.

  iii.

  iv.

  v.

Answers
p.  59
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2. a. For each of the following, state whether there will be an increase or decrease in aggregate supply.

Scenario Increase or decrease in AS?
i. Increase in costs of production nationally
ii. Increase in national productivity
iii. Reduction in the cost of imported materials
iv. Increase in GST
v. Wage rates increase
vi. Oil prices fall 

b. For each of the scenarios ii. to v. explain why they have the effect that you have identified. An example, 
the first scenario, has been done for you.

 i.  An increase in costs of production means that producers will only be willing to supply each level of 
national output at a higher price level, so aggregate supply decreases (shifts left).

  ii.

  iii.

  iv.

  v.

3. Explain why:
a. aggregate supply is flat at low levels of national output

 

 

 

b. aggregate demand slopes down to the right
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c. aggregate supply becomes steeper as national output approaches full employment

 

 

 

d. it is possible for an economy to operate temporarily beyond the full employment level

 

 

 

e.  national output and real GDP can both be used as labels for the horizontal axis of the AD/AS model of 
the economy

 

 

 

f.  national output and employment can both be used as labels for the horizontal axis of the AD/AS model 
of the economy.

 

 

 

4.  a.  Add an aggregate demand curve to the graph following to show an economy operating with a 
recessionary gap. Fully label the graph and mark on the graph the equilibrium price level (PLe) and 
national output (Ye).

AD/AS graph – recessionary gap

AS

 b. State the alternative name for a recessionary gap:

Macro Ec Infl on NZ LWB.indb   15Macro Ec Infl on NZ LWB.indb   15 16/07/20   3:32 PM16/07/20   3:32 PM



16  Level 3 Macro-economic Influences on the New Zealand Economy Learning Workbook 

 ISBN 978-1-988586-99-1 Copying or scanning from ESA workbooks is limited to 3% under the NZ Copyright Act.

 c.  Add an aggregate demand curve to the graph following to show an economy operating with an 
inflationary gap. Fully label the graph and mark on the graph the equilibrium price level (PLe) and 
national output (Ye).

AD/AS graph – inflationary gap

AS

5. Show the effect of each of the following scenarios on the AD/AS graphs that follow. Be sure to fully label any 
new equilibrium.

 Explain, by referring to your graph, how the shift has had an impact on inflation and economic growth.
 a. Increase in aggregate demand.

New Zealand economy

AS

AD
AD1

PLe

PL1

Price
level

National outputYe Yf

Example:

An increase in aggregate demand will shift the AD curve to the right. As a result of increasing AD, the 
price level will increase from PLe to PL1 as rising demand puts pressure on prices to rise. Economic 
growth will increase with real GDP rising from Ye to Yf as producers respond to rising prices and 
demand by increasing production.
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 b. Increase in aggregate supply.
New Zealand economy

AS

AD

PLe

Price
level

National outputYe Yf

 c. Increase in productivity.
New Zealand economy

AS

AD

PLe

Price
level

National outputYe Yf
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 d. Increase in government spending.
New Zealand economy

AS

AD

PLe

Price
level

National outputYe Yf

 e. Income tax cuts.
New Zealand economy

AS

AD

PLe

Price
level

National outputYe Yf
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answers

Chapter 1
Questions: The circular flow model (page 2)

1. a. Investment

b. Savings and interest

c. Savings and interest

d. Consumer expenditure

e. Government spending

f. Transfer payments

g. Export receipts

h. World markets / Overseas sector

i. Government sector

2. a. i. Government spending

 ii. Consumer expenditure

 iii. Export receipts

 iv. Factor incomes

 v. Investment

vi. Income tax

vii. Transfer payments

viii. Savings

ix. Import payments

b.  i. Goods and services

 ii.  Labour, capital, 
natural resources

iii. Exports of goods and services

iv. Imports of goods and services

3. a. i. Company tax payments.

 ii.  The amount of tax collected from company profits will decrease, 
as government takes a smaller proportion.

b. i. Subsidies.

 ii.  Government pays subsidies to business so the flow will increase.

c. i. Consumer spending.

 ii.  Consumers will feel confident to make purchases, spend savings 
and/or borrow so consumer expenditure will increase.

d. i. Export receipts.

 ii.  Consumers in overseas countries will have lower incomes and 
lower confidence leading to less spending on goods, including 
New Zealand exports, so export receipts will fall.

Chapter 2
Questions: Gross domestic product and the business cycle  
(page 6)
1.  a.  The value of all goods and services produced in a country in a year at 

current prices.

b.  Nominal GDP adjusted for inflation or measured at constant prices.

2.  a. Peak or boom       b. Downturn

 c. Recession, depression or slump   d. Recovery or upturn

3. a.  When the economy is in a recovery period, real GDP is growing at an 
increasing rate.

b. A period of negative growth for two or more quarters is a recession.

c. Unemployment will be at its lowest at the peak of the business cycle.

d.  When the economy is in a downturn, national output will be 
increasing, but at a slowing rate.

4. a.  The period from December 2013 to December 2014 was an upturn 
or recovery phase of the business cycle as the economic growth rate 
increased from around 2.5% to over 3.5% in that period.

b. The period from December 2018 to September 2019 was a 
slowdown or downturn in the business cycle as the economic growth 
rate was falling from over 3% to below 3% per year. In order for this 
to be considered a recession, the economic growth rate would need 
to be negative for two quarters.

c. The period from December 2016 to September 2017 was a 
slowdown or downturn in the economy as the economic growth rate 
fell from over 4% to just over 3%.

d. The period from March 2018 to March 2019 was a period of stable 
growth of around 3.2%; however, this was not the peak of the cycle, 
which occurred around December 2016 when economic growth was 
at its maximum of just below 4%.

Chapter 3
Questions: Aggregate demand and supply (page 13)

1. a.

Scenario

Component of 
AD affected 

(C, I, G, X or M)

Increase or 
decrease in 

AD?

i. Increasing household 
incomes

C increase

ii. Increased migration to 
New Zealand

C & I increase

iii. Falling sales to Australia X decrease

iv. Reduction in benefit 
(transfer payment) levels

C decrease

v. Huge new roading project 
started in Wellington

G increase

vi. Businesses more confident 
about the future

I increase

vii. Increase in company tax 
rates

I decrease

b. ii.  Increased migration to New Zealand means that more people 
are coming to live in New Zealand. These people will need 
to buy household goods to set up homes in New Zealand so 
consumer spending will increase. They may also choose to set up 
businesses in New Zealand which will increase investment. Since 
C and I are increasing, AD will increase.

 iii.  Falling sales to Australia means that New Zealand exporters are 
selling fewer goods and services to the Australian market. As a 
result, export receipts will decrease and aggregate demand will 
decrease.

 iv.  If benefit levels are reduced then households will have lower levels 
of household income to spend. As a result, consumer spending 
will fall, as will aggregate demand. (Note: Benefits are not part 
of Government Spending as it is applied to aggregate demand, 
since benefits are not a type of demand for goods and services. 
Only purchases of goods and services by government is included 
in Government Spending.)
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 v.  A roading project in Wellington will be paid for by either local or 
central government, which will hire a roading company to build 
the road, so this will be part of government spending which is 
part of aggregate demand – so AD will increase.

2. a.

Scenario

Increase or 
decrease in 

AS?

i. Increase in costs of production nationally decrease

ii. Increase in national productivity increase

iii. Reduction in the cost of imported materials increase

iv. Increase in GST decrease

v. Wage rates increase decrease

vi. Oil prices fall increase

b. ii.  An increase in productivity means that firms can produce more 
goods and services with the same resources, which results in a fall in 
costs of production. This means that producers will be willing to 
supply each level of national output at a lower price level so 
aggregate supply increases (shifts right).

 iii.  If the cost of imported materials falls, then this will reduce the costs 
of production for businesses. This means that producers will be 
willing to supply each level of national output at a lower price 
level so aggregate supply increases (shifts right).

 iv.  GST is an indirect tax that must be collected on sales of all 
goods and services. If GST increases, then firms must collect 
this additional tax as a part of their price, so this means that 
producers will only be willing to supply each level of national 
output at a higher price level and aggregate supply decreases 
(shifts left).

 v.  Wages are a part of firms’ costs of production, so if wage rates 
increase, then so will costs. This means that producers will be 
only be willing to supply each level of national output at a higher 
price level so aggregate supply decreases (shifts left).

3.  a.  Available resources are unemployed or under-utilised, allowing firms 
to increase output with little impact on costs. As a result, national 
output can increase without a need for an increase in the price level.

b.  At lower price levels, the purchasing power of the available money 
supply increases, so consumers and firms can purchase greater 
quantities of goods and services. At lower price levels, exports are 
more competitive, so demand for exports is higher.

c.  Resources are increasingly scarce, creating shortages, production 
bottlenecks, and increasing costs for firms. As a result, national 
output can only be increased if price levels rise substantially to cover 
the higher costs of production.

d.  By over-utilising resources – e.g. in the short run workers can work 
overtime and machinery can operate beyond the technical optimum it 
is designed for.

e.  Real GDP is the value of all goods and services produced in the 
country, at constant prices, so it is the main measure of national 
output.

f. As national output increases, so too does the employment of 
resources.

4. a. AD/AS graph – recessionary gap

AS

AD

National output

Recessionary gap

Ye

PLe

Price level

Yf

b. Deflationary gap.

c. AD/AS graph – inflationary gap

AS

AD
Inflationary gap

Ye

PLe

Price level

Yf National output

5. b.  AS curve shifts to the right. The increase in AS will shift the AS curve 
to the right. This will result in a decrease in inflation as the price level 
falls from PLe to PL1. Economic growth will increase as real GDP 
increases from Ye to Yf.

c. AS curve shifts to the right. Increased productivity reduces costs of 
production for businesses, so AS will increase. This will result in a 
decrease in inflation as the price level falls from PLe to PL1 since firms 
can produce every output level at lower costs. Economic growth will 
increase as real GDP increases from Ye to Yf.

d. AD curve shifts to the right. An increase in government spending will 
increase AD since government spending is part of aggregate demand. 
This will result in an increase in inflation as price level rises from 
PLe to PL1 due to rising demand for goods and services. Economic 
growth will increase with real GDP rising from Ye to Yf as producers 
respond to rising prices and demand by increasing production.

e. AD curve shifts to the right. Income tax cuts will result in increased 
disposable income for households, so consumer spending will 
increase, increasing aggregate demand. This will result in an increase 
in inflation as price level rises from PLe to PL1 due to rising demand 
for goods and services. Economic growth will increase with real GDP 
rising from Ye to Yf as producers respond to rising prices and demand 
by increasing production.

f. AS curve shifts to the left. An increase in GST will effectively add to 
costs of production for producers since they must include GST in their 
prices and collect the GST for the government. As a result, AS will 
shift to the left. This will result in an increase in inflation as the price 
level increases from PLe to PL1. Economic growth will decrease as 
real GDP decreases from Ye to Yf.

g. AD curve shifts to the left. Falling world economic growth will result 
in less demand for New Zealand exports as overseas consumers have 
lower income and lower consumer confidence. Consequently, export 
receipts will fall causing AD to fall. This will result in a decrease in 
inflation as price level falls from PLe to PL1 due to reduced demand 
for goods and services. Economic growth will decrease with real 
GDP falling from Ye to Yf as producers respond to falling prices and 
demand by decreasing production.

Questions: The multiplier effect (page 20)

1. a. 85%     b. 
1 – 0.85

1
 = 6.66     c. 

1 – 0.85

250m
 = $1 667m

2. a. mpc + mps = 1 so mpc = 1 – mps or 1 – 0.05 = 0.95

b. Multiplier = 1 ÷ (1 – mpc) = 1 ÷ (1 – 0.95) = 20

c. $2 billion × 20 = $40 billion

d. The initial injection of $2 billion into the economy creates new 
income for households (wages, profits, etc.) of $2 billion, 95% of 
which will be respent and 5% of which will be saved since the 
marginal propensity to consume is 0.95. That new spending will 
become additional income for other households who will again 
spend 95% of this new income, becoming additional income for 
other households. This process will continue until the full impact is a 
$40-billion increase in spending in the economy.
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