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The Unit 3 Study Design

Australia’s economic prosperity

The Australian economy is constantly evolving. The main instrument for allocating resources is the market but the Australian Government also plays
a significant role in this regard. In this unit students investigate the role of the market in allocating resources and examine the factors that are likely
to affect the price and quantity traded for a range of goods and services. They develop an understanding of the key measures of efficiency and how
market systems can result in efficient outcomes. Students consider contemporary issues to explain the need for government intervention in markets
and why markets might fail to maximise society’s living standards. As part of a balanced examination, students also consider unintended consequences
of government intervention in the market.

In this unit students develop an understanding of the macroeconomy. They investigate the factors that influence the level of aggregate demand and
aggregate supply in the economy and use models and theories to explain how changes in these variables might influence the achievement of the
Australian Government’s domestic macroeconomic goals and affect living standards.

Australia’s economic prosperity depends, in part, on strong economic relationships with its major trading partners. Students investigate the importance
of international economic relationships in terms of their influence on Australia’s living standards. They analyse how international transactions are
recorded, predict how economic events might affect the value of the exchange rate and evaluate the effect of trade liberalisation.

Area of Study 1
An introduction to microeconomics: the market system, resource allocation and government intervention

In this area of study students investigate the role of the market in answering the key economic questions of what and how much to produce, how to
produce and for whom to produce. They consider the effect of decisions made by consumers and businesses on what goods and services are produced,
the quantities in which they are produced, to whom they are distributed and the way they are produced. Students investigate some of the key factors
that influence the level of demand and supply in the economy and how these might lead to changing prices and the movement of land, labour and
capital to those areas of production that generate the most value for society.

Students use models to make predictions and to consider the role of markets in achieving economic efficiency. Using a case study from the past two
years they discuss instances where the market fails to allocate resources efficiently and whether government intervention leads to a more efficient
allocation of resources in terms of maximising society’s wellbeing.

Outcome 1
On completion of this unit the student should be able to explain how markets operate to allocate resources, and discuss the effect of government
intervention on market outcomes.

The Key knowledge includes:

relative scarcity: needs, wants, resources and opportunity cost

the nature of, and conditions for, a perfectly competitive market

the law of demand and the demand curve including movements along, and shifts of, the demand curve

factors likely to affect demand and the position of the demand curve: changes in disposable income, the prices of substitutes and

complements, preferences and tastes, interest rates, changes in population and consumer confidence

the law of supply and the supply curve including movements along, and shifts of, the supply curve

factors likely to affect supply and the position of the supply curve: changes in the cost of production, technological change, productivity

growth and climatic conditions

7. the effects of changes in supply and demand on equilibrium prices and quantity traded

8. the role of relative prices in markets on the allocation of resources and the effect on living standards

9. the meaning and significance of price elasticity of demand and supply

10. factors affecting price elasticity of demand: degree of necessity, availability of substitutes, proportion of income and time

11. factors affecting price elasticity of supply: spare capacity, production period and durability of goods

12. the meaning and significance of economic efficiency: allocative efficiency, productive efficiency, dynamic efficiency and inter-
temporal efficiency

13. the effect of competitive markets on the efficiency of resource allocation

14. reasons for market failure: public goods, externalities, asymmetric information and common access resources

15. the role and effect of indirect taxation, subsidies, government regulations and government advertising as forms of government
intervention in the market to address market failure

16. one contemporary example of government intervention in markets that unintentionally leads to a decrease in the efficiency of resource

allocation.

PN

o w

Area of Study 2
Domestic macroeconomic goals

In this area of study students investigate the Australian Government’s domestic macroeconomic goals of low inflation, strong and sustainable economic
growth and full employment and why these goals are pursued. They consider the role of key economic agents using a simple circular flow model of
the macroeconomy. Students examine how each of the goals is measured and the potential consequences associated with the non-achievement of
each goal. They identify and analyse contemporary aggregate demand and aggregate supply factors that may influence the achievement of domestic
macroeconomic goals in the past two years, and consider how achievement of the goals may affect material and non-material living standards.

Outcome 2

On completion of this unit the student should be able to analyse key contemporary factors that may have influenced the Australian Government’s
domestic macroeconomic goals over the past two years and discuss how achievement of these goals may affect living standards.
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The Key knowledge includes:

The nature and purpose of economic activity
the difference between material and non-material living standards
factors that may influence living standards including access to goods and services, environmental quality, physical and mental health, life
expectancy, crime rates and literacy rates
the circular flow model of income including the role of households, businesses, government, financial institutions and the external sector in
an open contemporary macroeconomy
the nature and causes of the business cycle
the meaning and importance of aggregate demand and the factors that may influence the level of aggregate demand in the economy:
changes in the general level of prices, disposable income, interest rates, consumer confidence, business confidence, the exchange rate and
rates of economic growth overseas
the aggregate demand curve
the meaning and importance of aggregate supply and the factors that may influence the level of aggregate supply in the economy: changes
in the general level of prices, quantity and quality of the factors of production, cost of production, technological change, productivity growth,
exchange rates and climatic conditions
the aggregate supply curve
the effects of changes in aggregate demand and aggregate supply on the level of economic growth, employment and price levels.

The Australian Government’s domestic macroeconomic goals

the meaning of the goal of low inflation (price stability)

measurement of the inflation rate using the Consumer Price Index (CPI) including the difference between the headline and underlying
(core) rate of inflation

causes of inflation including demand and cost inflation

consequences of a high inflation rate: erosion of purchasing power, redistributive effects, resource misallocation, savings and investment
and international competitiveness

the meaning of the goal of strong and sustainable economic growth

measurement of the rate of economic growth using real Gross Domestic Product (GDP)

the reasons for pursuing strong and sustainable economic growth including lowering of the unemployment rate, growth in real income
and increased ability of government to provide essential services

the meaning of the goal of full employment and classifications within the labour force: employed, unemployed, hidden unemployment,
disguised or under-employed

measurement of the labour force including the participation rate, the unemployment rate and the labour force underutilisation rate
types and causes of unemployment: cyclical, structural, frictional, seasonal and hard-core unemployment

the consequences of unemployment including loss of GDP, loss of tax revenue, reductions in living standards and greater income
inequality

aggregate demand and aggregate supply factors that have influenced inflation, economic growth, the unemployment rate and living
standards in the past two years.

Area of Study 3

Australia and the world economy

Australia is an open economy. There has been a gradual reduction in trade barriers with trade making an increasingly greater contribution to Australia’s
living standards. Students examine the reasons why countries engage in international transactions such as the exchange of goods and services and
the movement of savings and investment capital, and evaluate how these transactions might affect living standards. They investigate how international
transactions are recorded and the relationships between different sections of the balance of payments. Students apply their knowledge of demand
and supply models to explain movements in the exchange rate, and discuss the effects of changing currency values on the achievement of the
Australian Government’s domestic macroeconomic goals.

Outcome 3

On completion of this unit the student should be able to explain the factors that may influence Australia’s international transactions and evaluate how
international transactions and trade liberalisation may influence the current account balance, the Australian Government’s domestic macroeconomic
goals and living standards in Australia.

The Key knowledge includes:

the relationship between trade and living standards including lower prices for consumers, greater choice for consumers, the ability of
businesses to achieve economies of scale and access to more resources for business and government

the balance of payments and its components

causes of Australia’s current account deficit including cyclical and structural factors

the relationship between the current account and the capital and financial account

the composition and cause of net foreign debt and net foreign equities

the terms of trade: meaning and measurement and the factors that may influence the terms of trade

the effect of movements in the terms of trade on the current account balance, the domestic macroeconomic goals and living standards
factors affecting the value of the exchange rate including relative interest rates, demand for exports and imports, capital flows, the terms
of trade and relative rates of inflation

the effect of exchange rate movements on the current account balance, the domestic macroeconomic goals and living standards

factors that may influence Australia’s international competitiveness including productivity, production costs, availability of natural resources,
exchange rates and relative rates of inflation, and the effect of these factors on domestic macroeconomic goals and living standards

the effect of trade liberalisation on Australia’s international competitiveness, domestic macroeconomic goals and living standards.
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Chapter 1 [Unit 3 AOS 1]
An introduction to microeconomics: the market system, resource allocation and
government intervention

What is an economy?

An economy is a system that allocates scarce resources to satisfy the needs and wants of a society. It is any place or
region around the world where production of goods and services takes place, spending on those goods and services
occurs and income is made from the selling of those goods and services. Put simply, an economy is a place where
production, income and expenditure (referred to as economic activity) occurs. In Australia alone we have several
economies: the Australian economy, the Victorian economy, the NSW economy, etc.

What is economics?

Economics is the study of how scarce resources (such as land and labour) are allocated by key participants to best
satisfy the needs and wants of society. Decisions must be made because every nation demands countless goods and
services that require resources (or factors of production) to produce them. However, a nation’s resources are limited
when compared to the demands placed upon them, creating an imbalance, typically referred to as re/ative scarcity

RELATIVE SCARCITY

Demands placed on resources > Resources available to satisfy demands
[unlimited wants] [limited resources]

Typically, our resources fall into four major categories:

1. Land and natural resources (e.g. forests, minerals, water, etc.)

2. Capital resources (e.g. machinery, robotics, trucks, etc.)

3. Labour resources (e.g. workers such as teachers, managers, etc.)
4. Entrepreneurial resources (e.g. Gina Rinehart, Bill Gates, etc.)

All of these resources exist around us in various forms within our economy. They all have one important characteristic
in common: they are all key inputs in the production process. Every business will have examples of all four ‘factors of
production’ working to produce goods and/or services.

Exam Tip: In the 2011 examination, Q4 (a) asked students to explain the following statement: ‘Economics studies
how scarce resources are allocated among competing uses.” It is easy to read too much into a question like this and

to forget that it is simply about scarcity and how this economic problem ultimately defines the study of economics.
If asked a similar question this year, all students need to do is explain how the unlimited wants/needs (or ‘uses for
resources’) require decisions about how to allocate resources in the production of goods and services.

Given that all resources (which are relatively limited or scarce) can be valued by money, and all demands for goods and
services are typically valued in monetary terms, scarcity simply means that we don’t have enough money to
purchase all of the goods or services that we desire.

relative scarcity every day. We must therefore make a choice about how we should best use our resources (or money)
to satisfy our demand for goods and services.

Exam Tip: Do not be confused about the role of money. It is not a resource in itself and you should not argue that

money is one of our scarce resources.

When we decide to use our resources (or money) in some way, it necessarily involves us foregoing, or giving up, the
opportunity to use those same resources (or money) in some other way. This is because resources are relatively scarce
and have alternative uses. Accordingly, the opportunity cost of decision making can be defined as the value that
could have been derived if the next best alternative was chosen. For example, the Victorian government has substantial
(but limited) funds at its disposal to use for society’s benefit. If it chooses to spend $4b on constructing a water de-
salination, it foregoes or sacrifices the opportunity to use that same $4b for investment in health, education, transport
infrastructure or renewable energies. The opportunity cost in this example is the benefit that could have been derived
from the investment in health, education, transport infrastructure or renewable energy, whichever was considered the
next best option for the State of Victoria.
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The Production Possibility Curve (PPC)

This is also referred to as the Production Possibility Frontier (PPF). It is an abstract tool used by economists to highlight
concepts such as:

It relies on a number of simplified assumptions, the
key ones being:

e opportunity cost; PRODUCTION POSSIBILITY CURVE OR FRONTIER
e productive capacity; I
e productive or technical efficiency (or 6eed A |5

inefficiency);
e allocative efficiency;
e dynamic efficiency; and
e inter-temporal efficiency.

e only two goods are being produced in an
economy;

e all resources or factors of production can be
used in the production of either good; and

e if all resources are being used efficiently, the
economy’s productive capacity must ‘bounded’
by the curve (i.e. you cannot produce beyond
this point at the current time).

Go0a B

Points to note about the PPC are as follows:

A movement from one point to another means a country is allocating more to the production of one good and less
to another (this happens every minute in economies around the world) which necessarily involves a sacrifice of the
production of another good (i.e. opportunity cost).

Points outside the curve (like point 4) are not achievable today, but are achievable in the future via an increase in
the quantity or quality or resources.

Points inside the curve are neither technically/productively or allocatively efficient.

Point 1, 2, 5, 6 and 7 are equally efficient in the respect that the economy is producing the maximum volume of
goods and services possible with its available resources (that is, technical or productive efficiency is being achieved).

There are many points (in addition to 1 and 2) along the PPC that are equally efficient in a productive sense.

Only one point on the curve (it could be 1 or 2 or any other point that is not marked) is efficient in terms of what is
best for the economy or country (and this usually represents that point where consumers’ aggregate or total
satisfaction is maximized typically referred to as the point of allocative efficiency).

The speed or pace at which an economy can move from one point on the PPC to another can reflect the level of
‘dynamic efficiency’ existing in the economy.

The point of production on the PPC can also reflect the level of ‘inter-temporal efficiency’ that exists in an economy

The way in which the PPC can be used to highlight the different types of efficiency is covered under the heading ‘An
efficient allocation of resources’.
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The basic economic questions

Given that we have relative scarcity it gives rise to three basic economic questions faced by every economy. What to
produce, how to produce it and for whom it should be produced for.

What to produce?

This is concerned with how we allocate our scarce resources. Should we produce bananas or oranges? Capital goods
(e.g. factory equipment) or Consumption goods? Petrol powered cars or solar powered cars? Military weapons or better
hospitals? Coal fired electricity or solar electricity?

How to produce?

Again, this is an allocation question and asks what combination of scarce resources will we use to produce those goods
and services that we have decided to produce? Do we use more labour than capital (labour intensive)? More capital
than labour (capital intensive)?

For whom to produce?

This is really concerned with how the goods and services are allocated or distributed to society. If left to free markets
(i.e. markets without government intervention), those with greater economic power (e.g. the wealthy) will have greater
access to goods and services and some members of society (e.g. the poor) will be unable to purchase some essential
goods or services (e.g. health care).

The overriding consideration for governments when seeking solutions to the above questions is how do we maximise
welfare and living standards? In Australia, we primarily use a market based economy to allocate resources, where
buyers and sellers come together to exchange goods and services based on price (a market). Producers that seek to
maximise profits will need to produce goods and services that satisfy the needs of consumers (consumer sovereignty).
The market will effectively determine the way most resources are allocated in the Australian economy via the market
mechanism (also referred to as the price mechanism).

The market mechanism and “Perfect Markets”: An introduction to microeconomics and
the role of markets.

A market is a place where buyers and sellers (demand and supply) come together to allocate resources. In an open
market economy like our own, the market or price mechanism, is the main instrument for allocating these scarce
resources.

In order to better understand how consumer and producer behaviour influences markets and resource allocation,
economists typically create theories and models to simplify the real world. The market structure that forms the basis for
demand and supply analysis is called “perfect competition”.

There is no market in the world that is *perfectly competitive’. Economists devised the concept of a perfectly competitive
market as a tool or “model” to enable predictions to be made about how resources are likely to move around in an
economy.

A perfectly competitive market requires the following conditions/characteristics or assumptions:

A large number of buyers and sellers

Perfectly homogenous products (i.e. no product differentiation — the products in the market are identical);
Freedom of entry into the market by sellers

Freedom of exit out of the market by sellers

Buyers and sellers possess perfect information about the products

Buyers seek to maximize satisfaction (utility) and sellers seek to maximize profit

Resources (e.g. labour) are perfectly mobile.

A perfectly competitive market, if one existed, would generally ensure that production takes place at the lowest possible
cost (technical efficiency) and that consumers would be able to purchase those goods and services they desired
(consumer sovereignty) at the lowest possible prices (they have perfect information). Competition would ensure that
firms priced their products at their ‘marginal’ costs of production. This means that any further price reduction would
result in insufficient profits being earned (or perhaps even losses), thereby encouraging firms to exit the market. This
means that a perfectly competitive market structure would see consumers getting the best deal possible, or the lowest

possible prices. This situation in economics is typically referred to (in a narrow sense) as ‘allocative efficiency’, where
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the markets do a perfect job at satisfying the demands of consumers. Businesses will be producing the goods and
services that consumers want and at the lowest possible prices. Agricultural markets are likely to be the ones most
closely approximating perfectly competitive markets.

Exam Tip: In perfectly competitive markets, businesses can only earn ‘normal profits’ in the long run. This means
that the profit is just enough to provide incentive for the business to remain a going concern. Profit levels below
‘normal profits” will encourage firms to exit the industry. Profits levels above ‘normal profits’ (sometimes called
‘super normal profits’) will encourage entry of firms into the industry, thereby working to reduce industry profits

back towards normal levels. Note that students are not required to demonstrate an understanding of
normal/abnormal profits in the current VCE Economics course 2017-2021.

Exam Tip: Question 2a of the 2016 exam required students to outline two characteristics of a perfectly
competitive market (2 marks). In the event that a similar question surfaces on this year's exam, students need to
pay attention to the ‘instructional verb’ (‘task word’) used in the question. Many students made the mistake of
‘listing’ two characteristics rather than ‘outlining’ two characteristics. The instructional verb ‘outline’ is a little
more demanding than ‘List’. The best responses were those that attempted to add some value, such as linking the
characteristic to the degree of competitiveness in the market. For example, listing product homogeneity as a
characteristic was insufficient. To achieve full marks, students should add something like ‘product homogeneity
ensures that businesses cannot charge excessive prices [e.g. a price above marginal cost] because consumers
would simply purchase from rival firms’.

Exam Tip: The key skills listed in the new Study Design requires students to be able to ‘evaluate the role of the
market in allocating resources’, and ‘explain the effect of government intervention in markets’. In addition, the key
knowledge points indicate the need for students to demonstrate an understanding of ‘one contemporary example

of government intervention in markets that unintentionally leads to a decrease in the efficiency of resource
allocation’. This highlights that ‘unregulated markets’ will not always lead to resources being allocated in a way
that best satisfies the needs and wants of society. Markets will require government intervention that is designed
to rectify these ‘market failures’. However, government intervention will, at times, have unintended
consequences. We will consider these issues after first examining how markets allocate resources via the price
mechanism.

Exam Tip: Question 1a of the 2017 exam asked students to explain one effect of competitive markets on the
efficiency of resource allocation. The best responses were those where ‘a characteristic of competitive markets’
was directly linked to its ‘impact on efficiency’. For example, ‘ease of entry and exit’ ensures that resources can
(quickly) flow towards area of greater demand (consumer sovereignty), boosting dynamic and allocative efficiency.
Similarly, ‘a large number of sellers’ forces firms to compete aggressively on price, which helps to boost
productivity (as a means of reducing costs and prices) and improves technical efficiency.

The market or price mechanism and relative price

The market or price mechanism ) prices of goods
and services which then ultimately determines the way our productive resources (e.g. labour and capital) are allocated
in the economy. As prices change in various markets, for example, because demand (consumer sovereignty) is very
strong, it sends a signal to suppliers that profit opportunities exist if they direct resources, such as labour and capital,
into those areas experiencing higher demand.

For example, with advances in technology, some products become obsolete relatively quickly. Take for instance DVDs
replacing videos (or more recently, blue-ray replacing DVDs). In the market, we would have observed the following:

Video players DVD players

Price

TPZ
P1

Price

J/ P1
P2

D1

Q2 Q1 Quantity Q1 Q2 Quantity

The changing conditions in this market (the invention and demand for DVD players) caused a change in the relative
prices of goods and services. The price of video players will fall relative to the price of DVD players because fewer
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consumers are demanding video players and instead demanding DVD players. This is reflected in the demand curve for
video players shifting from D1 to D2 and the demand for DVD players shifting from D1 to D2. Suppliers will then devote
fewer resources (e.g. labour and capital) to the production of the video players, which is reflected in a contraction along
the supply curve and less production (Q1 to Q2). In contrast, suppliers will devote more resources to the production
of DVD players as the demand and price has increased. This is reflected in an expansion along the supply curve for
DVD players and more production (Q1 to Q2)

Exam Tip: Students need to appreciate the significance of relative prices as opposed to prices. It is a change in
relative prices that causes a reallocation of resources because it results in a likely change in the ‘profitability’ or
‘attractiveness’ of one product over another. For example, if the demand for cherries increased, which caused the
price of cherries to rise relative to the price of tomatoes, it should result in more resources being allocated to

cherry production and less to tomato production as producers will be incentivised by greater profit opportunities
in cherry production. However, if the prices of cherries, tomatoes and all other products increased by the same
amount (i.e. inflation), there is no change in relative prices and no signal for a change in the allocation of
resources. Note that it is possible for the relative price of cherries to increase even if there has been no change in
the price of cherries at all!!

Another example relates to the use of crops in fuel production. The growing demand for wheat for use in ethanol (fuel)
production has caused resources to be allocated away from the production of other fuels (e.g. petrol) and towards the
production of ethanol. This scenario is just like that for videos and DVDs. However, what has happened to prices and
resource allocation in agricultural markets? The higher relative price for wheat has encouraged farmers to reallocate
their resources (land and water, capital and labour) away from the production of other crops (like cotton) and towards
the production of wheat. In the cotton market, the exit of suppliers results in excess demand for cotton, forcing the
price to rise, but not by as much as the rise in wheat prices. This results in an overall higher relative price for wheat,
but higher overall prices for a range of agricultural commodities, causing higher agricultural prices relative to other prices
in the economy. This has placed upward pressure on food prices around the world. This situation is depicted in the
D/S diagrams below:

Cotton market Wheat market

Price Price

S2

S

P2
) I T
Pilf---===-mmmmmmm A
P1

0
N
9 ke ccccccccnnna

Quantity Quantity

These types of shifts or changes in the way resources are allocated occur every minute of every day in an economy as
a result of changes in relative prices, which are in turn caused by shifts in demand or supply.

Take another example relating to the price of labour. Given the recent mining boom experienced in Australia, the
demand for mining workers increased. In order to attract mining workers to remote parts of Australia, the mining
companies were forced to offer higher rates of remuneration. This resulted in a higher relative price of mining labour
(i.e. a higher wage) relative to non-mining labour, causing a re-allocation of labour resources towards the mining
industry. For example, a truck driver earning a $60,000 wage in Victoria may observe that the wage for a truck driver
on a Western Australian mine increased from $90,000 to $120,000. This increase in the ‘relative price’ of mining labour
may have been enough to entice him to quit his job in Victoria and offer his services to a WA mine. It is the change in
relative prices (in this case, the relative price of labour) that ultimately resulted in a re-allocation of the nation’s labour
resources from non-mining states to mining states during the boom.

Exam Tip: The key skills listed in the new Study Design require students to construct and interpret demand and
supply diagrams. It will therefore be important that students can not only draw a D/S diagram, but show and

explain how various factors will cause the curves to shift and how a new equilibrium is achieved. Students will need
to be able to explain the shifts of curves and the expansion or contraction along the curves required to bring the
market back into equilibrium (disequilibrium analysis).
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Exam Tip: In the 2010 exam, the question most poorly handled (Q2a and b) required students to explain one
factor that might cause a change in relative prices and then how this change in relative prices would result in a
reallocation of resources. With the first part, it is important for students to select a factor that will cause a change
in the demand or supply for a product (e.g. floods in Australia — see below) and then highlight how this changes
relative prices (the price of one good relative to another). Too many students simply referred to changes in prices
without referring to relative prices. The second part then requires student to explain how the change in relative
prices results in resources moving from one activity to another, with the potential of greater profit for resource
owners being the driving force.

Exam Tip: In the 2011 and 2013 examinations, students were once again asked to demonstrate an understanding
of the price mechanism's role in allocating resources. It would be helpful for students to refer to the role of

relative prices, but more importantly, they need to describe how changes in prices ultimately cause resources to
move from one area to another. The use of an example would greatly assist in this regard, such as the example
above in relation to the price of labour.

Exam Tip: In the 2014 exam, students were asked to explain how a change in relative prices might result in a
reallocation of resources. A useful starting point would be to correctly define relative prices. Students should then
build on this with an example (even referring to Good A and Good B as substitutes) to illustrate how the change in

one price relative to another will ultimately reallocate resources.

Outline two different ways of explaining the problem of relative scarcity.
Distinguish capital resources from labour resources and provide examples of each.

Draw a rough ‘production possibility curve’ for '‘Defence goods’ and 'Environmental goods’ and
following:

describe how movements along the PPF can

show points of technical/ productive efficiency on the PPF.
use the PPC to distinguish allocative efficiency from

h

use the PPC to distinguish allocative efficiency from dynamic efficiency

s

Outline the basic questions

What is the main instrument used for answering these basic

Discuss four key characteristics of perfectly competitive markets.

Explain why in a perfectly competitive market producers are only able to make "normal profits”.

or market mechanism.

Describe how resources are likely to be rea

to their links to skin cancer. In your answer, refer to the role of relative prices.

9. Explain how the price mechanism can solve a shortage of mining workers during a mining boom.

10. Explain how the use of crops in fuel production (e.g. ethanol) has contributed to higher global food prices.
11. Explain how the government can use the price mechanism to achieve allocative or inter

WN o~

efficiency

_\I_Q\_U'I:k......

®

Quick revision crossword No 1: Introduction to economics

Across Down

6. Items like robotics and machinery used in the production 1.  What must be occurring when a nation produces inside its

process (2 words)

production possibility frontier

8.  The most important type of efficiency that represents the the value that could have been derived if the next best
best combination of goods and services produces such alternative was chosen
that living standards are maximised A factor of production involving human capital
10. any place or region around the world where production of The type of efficiency that refers to how a nation’s firms or
goods and services takes place industries are able to respond to changing market
11.  A'fuel' that drives our economy (it is also relatively scarce) conditions or changes in technology
12. Demands placed on resources greater than the ability to An acronym for an abstract tool used by economists that
meet those demands with existing resources (2 words) highlights the concepts of opportunity cost and productive
13. Investing in this can help to push the PPF outwards over efficiency
time An insufficient volume of this is likely to lead to inter-
14. Describes how the forces of demand and supply temporal inefficiency

determine (relative) prices, which then ultimately
determines the way our productive resources are allocated
in the economy (2 words)

The type of efficiency that refers to a firm, government or
indeed the nation having just the right balance between
resources used for current as opposed to future use.
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How markets work — the detail

The above analysis of the market mechanism would be difficult to comprehend without an understanding of how markets
actually work. This section is particularly geared for those students who have not completed Unit 1 Economics, or who
found the mechanics of demand and supply difficult in their earlier studies.

Markets are places (or circumstances) where buyers and sellers of goods or services come together in exchange, where
the rate of exchange is the price of the relevant good or service. The key characteristics of markets are demand, supply,
price and quantity (or production).

What is Demand?

Demand is the willingness of consumer(s) to purchase a good or service for a price. That is the demand curve shows
the quantity consumers are willing to buy at each specific price. The quantity demanded will typically vary for different
price levels, with an inverse relationship between the price of a product and the total demand for that product in the
market.

The law of demand provides that:
AsPA =DW¥ andasP ¥ = D A (ceteris paribus)

This relationship gives us the Demand curve below, where a fall in price causes demand for the product to increase for
two main reasons:

e First, existing consumers of the product are likely to buy more of the product (this won't always apply, but will
in many instances), which is commonly referred to as the income effect; and

e New consumers are now encouraged to buy the product at the lower price, which is commonly referred to as
the substitution effect.

Demand

Price

While the relationship between price and the quantity
demanded is drawn as a straight line, it typically takes
> on a curved shape for reasons you don’t need to be
aware of for this course. Hence, it is commonly
referred to as a Demand curve even when it is
presented as a straight line.

Quantity

What is Supply

Supply is the willingness of suppliers to sell a good or service at a price. That is the supply curve shows the quantity
producers are willing to sell at each specific price. The quantity supplied will usually vary for different price levels, with
a positive relationship between the price of a product and the total supply in that market.

The law of supply provides that:

AsPA =S A andas P ¥ = S WV ceteris paribus

This relationship gives us the supply curve below.
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Supply

Price \

It is upward sloping because when the price of a
particular product is rising, it provides producers with
added incentive to devote more resources to its
> production. This is because a higher price (ceteris
paribus) means bigger profits and producers are
typically motivated by profit.

J

Quantity

Equilibrium price and quantity

In every market, the forces of demand and supply will determine both prices of the product and the quantity that is
likely to be supplied for a given time period. Price and quantity will tend to move towards their ‘equilibrium levels’.

Equilibrium price and quantity

Price Excess supply (surplus)

r A )

Pe denotes ‘equilibrium price’and Qe denotes ‘equilibrium quantity"
Itis the equilibrium because the market is in a state of rest. There is
no pressure for price to change from this level unless there is a
> shift in demand or supply.

Excess demand (shortage)

Qe Quantity

If the price in @ market is not at its equilibrium level, then it is not in a state of rest and the price will converge towards
its Pe level. The amount of time this takes will depend on a number of factors, in particular the market in question.
For example, the price of grapes at the Queen Victoria market will quickly move towards its Pe level due to the
perishability of grapes. However, it is likely to take significantly longer in the case of more durable goods like cars for
sale in various car dealerships around Melbourne.

How the price converges towards equilibrium is referred to as disequilibrium analysis. Assume that the price in a
market is too high because shifts have occurred in demand or supply (which we will explore soon) or because a supplier
has only recently started supplying the product and he/she is ‘testing the market'.

Disequilibrium analysis - excess supply The price set is at P1 the supplier produces Q2 but consumers are only prepared
to demand Q1. It will become apparent that this price is too high because supplies
will begin to build up (e.g. too much stock left on the shelves). The surplus or
excess is represented by the difference between Q1 and Q2. The supplier will
then lower the price (e.g. to P2) in order to eliminate the surplus. At P2,
consumers will demand more of the product (Q1 to Q3) and the supplier will be
willing to supply less on the market (Q2 to Q4). Whilst the supplier will notice
that the excess supply is certainly falling (represented by the smaller area Q3 to
Q4), there is still too much stock remaining on the shelves. This process of
lowering the price to remove surplus stock will continue until a price is reached
(Pe), where there is neither a surplus of stock nor a shortage of stock (Qe). Note
that it is possible for the supplier to ‘overshoot’ and lower the price to one that is
below Pe. This would result in ‘excess demand’ where the price is driven up
towards Pe.

Price

Relatively large excess supply

maller excess suppl,

| > | T,
Q1 Q3 Qe Q4 Q2 Quantity

Now, assume that the price in a market is too low. Again, price will be driven up towards its equilibrium level.
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Disequilibrium analysis - excess demand
Price

With price set at P1, the supplier is producing Q1 whilst consumers are
s demanding Q2. It becomes apparent to the supplier that this price is too low
because supplies are depleted relatively quickly and production is not keeping
up with demand for the product. Excess demand (or shortage) is represented
as the difference between Q1 and Q2. Accordingly, the supplier will raise the
price to take advantage of the fact that demand for the product is relatively
strong. As price rises, to P2 for example, a shortage (excess demand) will
2R continue to occur in the market. However, the shortage is smaller than that
saler expess demn which occurred when the price was P1. The shortage is now represented by the
smaller areas Q3 to Q4. As before, this process continues, with price rising, until

Pe

P . , ) . b the market rests at Pe. If the supplier ‘overshoots’ by raising the price above
. : : : Pe, then a excess supply will develop and price will then converge down towards
. . . | Pe.
Q1 Q3 Q Q4 Q2 Quantit . . . . s
e Y In reality, suppliers do not know the precise location of the equilibrium

price and quantity and they simply respond to conditions that present
themselves in markets via shortages or surpluses that develop over time. In addition, the equilibrium price and quantity
levels continually change as the conditions within markets frequently change. These changed ‘conditions’ in markets
take the form of shifts in demand and supply such that the quantity demanded by consumers or supplied by producers
changes at each specific price.

Shifts of the demand curve and movements along the demand curve

The demand for a product will change over time for a variety of reasons. The most obvious reason, and one we have
already examined, is a change in price. For example, we have seen that if the price falls, demand is expected to increase
(expansion) and if the price increases, demand is expected to fall (contraction). This increase or decrease in demand
has occurred purely as a result of a change in price. Accordingly, there is a movement along the demand the curve —
THE DEMAND CURVE DOES NOT SHIFT. This movement ‘along the demand curve’ will occur when the supply curve
shifts, as follows:
Movement along the demand curve
The shift in the supply curve has exerted downward pressure on
Price price (from P1 to P2). This price fall has then resulted in an
$1 increase in the quantity demanded for the product (from QD1 to
2 QD2). Note that the demand curve has not shifted, but there has
been an increase in demand (expansion along the demand curve).

L A In this case, there has been an increase in demand along the
l . demand curve (sometimes referred to as an expansion of
P2 fommmmmm i \,.,;_% e bemwe  demand). Clearly, price is not the only factor that will influence
ofalowerpricelevell  the demand for a product. Demand can increase or decrease for
reasons that are unrelated to the price of the product. For

D example, demand will increase (ceteris paribus) if any of the
following ‘hypothetical’ events occurred in the market for Apple
Q. Q2 Quantity iphones:

Exam Tip: Ceteris paribus is an important concept to remember when completing assessment tasks. It enables us
to make better predictions about the likely behaviour of economic agents (e.g. consumers or producers) or the
movement of economic variables (e.g. prices) because it isolates cause and effect and removes the influence of

other factors. In the current example, it would be incorrect to say that an increase in the price of an Ipod

substitute will result in greater Ipod demand because there are other factors that may simultaneously cause the
demand for Ipods to fall (such as a decrease in disposable incomes). Accordingly, students should make it clear
that they are aware of the numerous factors at play that could change the outcome. It is, therefore, more
accurate to say that Ipod demand 'should increase' or 'is likely to increase' when there is an increase in the price of
other MP3 players. In assessment tasks, use expressions like “should’ or ‘is likely to’ rather than ‘will’.

e Theprice of a ubstitute product ncreases (e.g. there is a rise in the price of other mobile phones);

e The price of complementary products s (e.g. the price of MP3 songs/ spotify /downloads available over the
Internet decreases);

e There is an increase in disposable income of consumers e.g. the average wage in Australia increases by 20%
or the personal income tax rates fall);
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e There is a change in consumer preferences or tastes owards [phones as they become a status symbol;

e There is a reduction in interest rates thereby encouraging more credit based spending on items like iphones
(e.g. consumers are more likely to place the purchase of an ipod on a credit card when interest rates are lower);

e There is a change in the size or make up (demography) of the population hat results in an increase in the
number of consumers. in the market for Apple Iphones (e.g. our population rises significantly as a result of increased
births or immigration),

e Expectations of consumers i.e. consumer sentiment or consumer confidence improve such that they expect
a better economic future, with greater job certainty and guaranteed income for a long period of time (propensity to
save falls and propensity to consume rises as confidence rises)

e Advertising or marketing of the product increases; and

e Government action in the form of a report suggesting that use of iphones on public transport can significantly
reduce stress levels.

Exam Tip: The 2017 - 2021 Study Design only requires a knowledge of the underlined factors above. However, a

knowledge of additional factors might prove to be useful in the examination.

Market for iphones

Each of the above hypothetical events will result in the demand curve shifting to the
right and this will place upward pressure on price.

Price

Tm _______________ f The shift to the right of the demand curve for Apple Iphones has now resulted in a
movement (expansion) along the supply curve. Hence, both demand and supply have
» increased from Q1 to Q2.

D1

Ql Q Quantity

Exam Tip: Students often get confused about the relationship between price and quantity demanded. For
example, some find it difficult to understand how there can be an increase in demand when price is rising,
believing that this violates the ‘law of demand’. Always remember to isolate what came first when trying to
analyse cause and effect. A price increase will be associated with an increase in demand if the higher demand is
what came first (i.e. a shift to the right of the demand curve). However, a price increase will be associated with a
fall in demand if the price increase is what came first (i.e. via a shift to the left of the supply curve)! Many students
made this mistake in the 2013 examination (Q3), undermining the quality of their responses by adding that 'the
higher demand (for coffee) caused the price to rise, which is consistent with the law of demand'.

Exam Tip: In the 2013 examination (Q3), students also struggled to explain how the equilibrium price and quantity
adjusts following a shift to the right of the demand curve. It is useful to imagine that the initial D curve disappears
(because it is no longer relevant) and examine the state of the market at the pre-existing price. It should become
apparent that a shortage will exist and the price will be bid up until the shortage is removed (at the new
equilibrium price of P2).

Shifts of the supply curve and movements along the supply curve

Movement along the supply curve (Apple iphone)
Like demand, the supply of a product will change over time for a variety of
reasons. Again, the most obvious reason is a change in price, which is
captured by the slope of the supply curve and the law of supply. As price
rises for example, suppliers are more willing to supply to the market (as 42
discussed earlier). Price rises that occur in markets as a result of an increase T
in demand (shift to the right of the demand curve) will result in an upward
movement along the supply curve (sometimes referred to as an expansion
of supply), as we saw in the D/S diagram for Ipods.

Price

m

In the D/S diagram to the right, supply has definitely increased from QS1 to
QS2. However, THERE HAS NOT BEEN A SHIFT OF THE SUPPLY CURVE —
there has been a movement along the curve (an expansion) that is driven
by the higher price.

Apart from the price of the product, there are several other factors that will change the willingness of suppliers to supply
to the market. These factors will result in a shift of the position of the supply curve, which will then influence price and
quantity demanded in that market. Ultimately, all of the factors that influence the willingness to supply relate to
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suppliers’ perception of profitability in the relevant market, where profitability is heavily influenced by the costs of
production. Accordingly, any factor that causes a movement in the costs of production or a change in the perception of
profitability should result in a change in the willingness to supply and a consequent shift in the position of the supply

curve.

For example, in the market for mobile phones, the following factors are likely to cause supply to increase, shifting the
supply curve to the right, and placing downward pressure on price:

o A reduction in the price of factors of production, such as lower labour costs r a reduction in costs of capital

equipment

Lower costs of raw materials e.g. due to greater availability);

Lower business taxes (e.qg. a fall in State payroll taxes/ company

tax);

o An increase in productivity ( . due to more efficient labour

methods);

e An increase in the rate of technological change e.g. due to
employment of the latest imported or locally invented technology

that improves rates of productivity growth);

e More favourable climatic conditions (note this is more relevant to
agricultural products such that better growing conditions will result

in an increase in supply); and

e Decreased costs associated with compliance of government
regulations (e.g. the government deciding to streamline reporting

requirements); and

o Lower interest rates which reduce the interest cost of debts and hence increase profits (ceteris paribus)

Exam Tip: The 2017 - 2021 Study Design only requires a knowledge of the underlined factors above. However, a
knowledge of additional factors might prove to be useful in the examination. Note that the first three dot points

above are lumped together in the Study Design and referred to collectively as 'prices of the factors of production.’

Shift of the supply curve (Apple iphone)

Price

T
J/PZ -------------------

S1

S2

Qs1  Qs2
—>

Quantity

;

y

Theimproved supply conditions have shifted
the supply curve from QS1 to QS2, with the
increased supply of iphones resulting
in alower price (from P1 to P2).

Exam Tip: The above example relates to a manufactured item that is affected by climatic conditions in minor ways.
However, other producers (e.g. those in agricultural industries) will experience a shift of their supply curves due to
climatic events such as droughts, floods or cyclones. For example, floods in Australia over recent years caused the
supply curves for many producers (e.g. cotton and banana growers and sugar cane farmers) to shift to the left as their
capacity and willingness to supply at any specific price falls Question 2 of the 2017 made reference to a supply shock
affecting the market for strawberries (i.e. a period of unseasonably cold weather) and students were required to draw
the changes and explain how a new equilibrium was achieved. Failure to make reference to the change in the three
key variables: price, demand and supply would have been costly.

Exam Tip: Like before, don’t get confused about the relationship between price and quantity supplied. A price
decrease will be associated with higher supply levels if the increase in supply is what came first (i.e. a shift to the right

of the supply curve). However, a price increase will be associated with higher supply levels if the price increase is what
came first (i.e. via a shift to the right of the demand curve)! Equally a supply shock will typically lead to higher prices
but lower quantity being supplied, as was the case in question 2 of the 2017 exam.

Exam Tip: Question 2di of the 2015 exam showed a D/S diagram relating to the oil market, with the S curve shifting to
the right and the D curve shifting to the left. For 2 marks, students were required to explain the movement in the price
of oil. Itisimportant not to read too much into a question like this and explain the dynamics of adjustment from one
equilibrium point to another. Students simply needed to identify that price fell as a result of both a decrease in
demand and an increase in supply. Failure to make reference to the change in the three key variables: price, demand
and supply would have been costly.
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The effects of changes in supply and demand on equilibrium prices and quantity traded

So far, we have examined shifts of both the demand and supply curves (which represent changes in demand and supply
conditions in markets) and how these changes influence the prices of various goods and services. When these changes
occur, a market moves from a position of equilibrium to disequilibrium, which will either be characterised by an excess
demand (shortage) of goods and services or an excess supply (surplus) of goods and services. This disequilibrium will
then cause (relative) prices to adjust in such a way that the market returns to equilibrium over time. How equilibrium
prices and gquantities response to changes in demand and supply is summarised below.

Lower supply Higher supply Lower demand Higher demand
[supply shifts to the left] [supply shifts to the right] [demand shifts to the left] ~ [demand shifts to the right]

Price Price Price Price

Excess supply S2

23] EECEEEE

'

Pl b ) p1 f-mmmmm oo o1 e N P DU

: : '\ Excess supply

' N

-------------- 1= P2 fommmm- ! P1 .
' v

Excess demand

R \ Excess demand

P2

D1
D2

Q@ @ Quantity Q@ Quantity Q@ a Quantity Q@ Quantity
Market in equilibrium at P1, Q1 Market in equilibrium at P1,Q1 Market in equilibrium at P1,Q1 Market in equilibrium at P1,Q1
Disequilibrium caused by a decrease in supply (S1 to $2) Disequilibrium caused by an increase in supply (S1to 52) Disequilibrium caused by a decrease in demand (D1to D2)  Disequilibrium caused by an increase in demand (D1 to D2)
Excess demand is created at existing price of P1 Excess supply is created at existing price of P1 Excess supply is created at existing price of P1 Excess demand is created at existing price of P1
Price is forced up to P2 Price is forced down to P2 Price is forced down to P2 Price is forced up to P2
Equilibrium restored at a higher P2 and lower Q2 Equilibrium restored at a lower P2 and higher Q2 Equilibrium restored at a lower P2 and lower Q2 Equilibrium restored at a higher P2 and higher Q2

Exam Tip: In question 2 of the 2017 exam, students were provided with data on a strawberry market and were asked
to construct a demand and supply diagram; to identify/explain the equilibrium; and explain how the market adjusts to
its new equilibrium following a supply shock. Students typically drew straight lines for the demand and supply
schedules, but the best responses were those who correctly identified that the data provided in the question required
‘curved’ demand and supply lines.

Exam Tip: When showing the adjustment to equilibrium following a supply shock, it is recommended that students use
an arrow for the shift and also include arrows to show the movements along the curves (expansion/contraction)

towards the new equilibrium, as well as include reference to the new equilibrium price and quantity. Importantly,
when describing this disequilibrium analysis, the best responses will be those including an explanation for the
“expansion/contraction” that takes place in order to clear the market.

Exam Tip: Students should be careful to correctly label D/S diagrams in assessment tasks and examinations.
Importantly, do not label D/S diagrams ‘AD/AS’ when focusing on an individual market!! [These students are confusing
macro concepts with micro concepts]. It is also crucial to show the price on the y-axis and the quantity on the x-axis
and NOT vice versa.

CPAP MID-YEARLECTORE PROGRAMS
&: e)\ﬁ* EARLY JUNE 2019 .

A‘ {9 @ Victoria university (City Campus) 5‘\7{% “%5:*”

The CPATP mid-year programs will be presented by teachers with Years of experience
Tteaching the relevant subject and assessing examinations. Each program runs
fOr 3 hours and the presenters will trouble-shoot the difficult areas from OUnit 3
before spending time preparing students for OUnit «. At the conclusion of the
fFormal 3 houry prograim, students will be invited to partcticipate in a bonus 30 minuce
O34, session/tutorial to further consolidate their understanding of the course.

Students attendings CPATP mid-year programs will be beccer prepared for thechallenges
tO be faced in second semescter. In particular, they will feel moreconfidentaboucUnite
assessmentand becttery prepared fOr the inalexXxaminations. Each program is reasonably
priced at only $50 per person and students should book early as seating is limited.

A cCccounting ILegal Studies

Adrian Peacoci Megan Blake

Business (vt EcCconomics

Macc Richardson Romeo Salla

Book online at www.commpap.com
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The role of relative prices in achieving an efficient allocation of resources that
maximizes living standards

Economics is the study of how to allocate scarce resources to maximise living standards. Typically, we break living
standards into two categories; material and non-material living standards.

Material living standards refer to individual’s access to goods and services (either bought or provided by governments
or other providers). GDP per capita (income per capita) gives an indication of the purchasing power of individuals in an
economy. The higher a person’s income the more goods and services they can consume and the higher will be their
material living standard.

Our living standards however are influenced by more than just how
much we are able to “consume” and increasingly economists are
aware of the influence that “"non-material” factors can have on ¢
our quality of life. For instance the amount of crime and social Pt
unrest can influence our quality of life. The amount of pollution in Q U TY. XAC
terms of air quality, water quality and noise can significantly impact O LI
on your living standards. Many people who earn a high income have PREED LIy, ABH-I'I'YPFPS HmcmssCAP{}rﬁw

. A . . MHAPD CO
access to high material living standards but may have little leisure 1= ‘ -
time to spend with their families or doing things that bring them
pleasure like bush walking or surfing. Equally, those unemployed
or underemployed may have lots of “leisure” time but access to
material goods and services is likely to be much lower than those DN Sehitfion
on high incomes.

Increasingly mental health is becoming recognized as an issue impacting our living standards and it is commonly believed
that worthwhile employment provides a sense of purpose and value that tends to increase individuals wellbeing. To
some extent, a trade-off does exist between “work and play", and ideally, people will be free to choose how to allocate
their own resources (e.g. their labour services) to maximise their living standards.

The three key economic questions of what, how and for whom to produce are typically answered via the price
mechanism. Price is used to ration “scarce” goods and services such that resources will be allocated/used to maximise
producer profits. However, in a competitive market this must involve producing what consumers wish to buy. If producers
use resources to produce a good or service that is not in demand then they will make less profit and quickly (particularly
in a perfectly competitive market, with perfect information and mobility of resources) reallocate resources to areas of
greater demand and hence greater profit.

Price changes then act to clear markets and ensure that as our desires and preferences change (consumer sovereignty),
producers are incentivized to alter their own behavior. If markets are not producing what consumers wish to buy, then
resources are not being used in a way that maximises living standards. [However, as will be discussed later, consumers
do not always desire what is in the “interests of society”, which at times requires government intervention. Common
examples include smoking, illicit drugs and carbon dioxide emissions.]

Throughout the economy, prices will be set for all goods and services. This means that any two goods or services can
be compared or related to each other in terms of price. For instance, if a skateboard costs $50 and a bike costs $200,
then the relative price of bikes to skateboards is 200/50 or 4:1. In buying a bike the opportunity cost is four skateboards
and in buying a skateboard the opportunity cost is one quarter of a bike (or 25% of the cost of a bike).

An increase in demand for a good or service will, via the price mechanism, lead to a higher price for that good or service.
In order to produce more of the item in demand producers will need to allocate/dedicate more resources to its
production. Given that resources are “scarce,” in order to make it worthwhile for producers to change how they use
resources, producers need to be incentivized via higher profits. As the price of a product rises due to higher demand,
the relative price of that product compared to alternatives rises (and the relative price of alternative products falls). This
increases the relative profit that can be made and hence resources flow into the production of the good or service more
in demand.

For example, bakers can use their resources to make plain white bread or sour dough bread and if the demand for
sourdough bread increases (i.e. the demand curve shifts to the right) then the higher equilibrium price will, ceteris
paribus, increase the profit available from producing sourdough bread compared to plain white bread. Resources will
move away from making the less profitable white bread towards the more profitable sourdough bread. The change in
how resources are now used in the economy is “allocatively” efficient because it reflects society’s changed preferences.
In other words, the market has resulted in resources better satisfying society’s needs and wants. This is illustrated in
the diagram below.
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Plain white bread

Price

$2.00

$1.50

100 150 Quantity (000)

Lower demand for white bread causes the
(relative) price of white bread to fall which causes
bakers to produce 50,000 fewer loaves of white bread.
Less resources (e.g. labour and machinery) are used
in the production of white bread. Note that the relative
price of white bread has fallen from 1:1 to 1.5:2.5

Sourdough bread

Price

$2.50

$2.00

R

D1
Quantity (000)

150 200

The higher demand for sourdough bread causes the
(relative) price of sourdough bread to rise which
encourages bakers to produce an additional 50,000
loaves of sourdough. More resources (e.g. labour and machinery)
are used in the production of sourdough bread. Note that the
relative price of sourdough bread has risen from 1:1 to 2.5:1.5

Markets are dynamic, with demand and supply factors changing frequently. A change in the cost of production will alter
the profit being made by producers and hence the relative profit (the profit of one output compared to an alternative
output) and the quantity producers wish to make. This in turn will lead to more resources being allocated towards the
more profitable output and away from the relatively lower priced/ less profitable output. Hence the price mechanism will
answer the question of “what to produce” and also ensure that it is produced in the least cost method (how to
produce) so that profits can be maximized.

The “for whom to produce” will be decided by consumers’ willingness to pay which in turn influences where resources
will be allocated. As such the price mechanism will adjust to changes in demand and supply, to alter the relative price
and relative profit so that resources do flow towards the production of goods and services that are in demand and hence
satisfy society’s needs and wants. As mentioned however markets do not always allocate resources in a way that
maximises living standards by best satisfying the needs and wants of society as a whole. This means that when discussing
the relationship between relative prices and living standards it is always important to consider what happens when
markets fail to allocate resources effectively.

= )
Economics Tutor A ersion 2*

Don’t forget to download the iphone/ipad app ‘Economics Tutor’. The app contains more than 100 multiple choice
tests (1000+ questions in total). In addition, this new version of the App includes hundreds of short answer questions
requiring students to fill the gaps’ to reveal sample A+ answers. All tests/questions are broken down into the 15

separate categories below: ey | = o

Introductory concepts
Market Mechanism

Price Elasticities

Market Structures

Market Failures

Macro activity/Eco growth
Inflation

Employment & Unemployment
External Stability

Income Distribution
Fiscal/Budgetary policy
Monetary Policy
Aggregate Supply Policies
The Policy Mix

Course Revision

........

Each test contains 10 multiple questions (either MC or SA) and comes complete with test statistics and graphs. The
number and range of questions makes this app an ideal companion for economics students. There is no need to waste
time when travelling to or from school, or when out and about with a few minutes to spare. Test your understanding of
the course and learn as you go!! Completing all of the questions and heeding the advice/information provided within
the explanations is one sure way to improve your examination performance in this subject.

If you are having trouble understanding how the market mechanism works, or what is meant by a market failure, or
you simply need more practice handling questions related to the external sector, this App will provide you with loads
of support.

o

*Note version 2 only available from itunes. Android devices can only access version 1.
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DEMAND AND SUPPLY QUICK QUIZ

For each of the following situations (1- 40), choose one of the responses (A - D) that most

Price.

P1

o]

Guantity

Price

s1

P1 \

P2

D1

Price

s2

A

P1

Qu

1 2 3 4

Water tanks: the government | Volkswagen cars: VW are | Cigarettes: the government | Butter: the price of margarine
removes a $500 rebate to those | caught manipulating emissions | increases excise tax on tobacco | falls

who purchase and install water | data from some of their vehicles | by an additional 12.5% in 2018

tanks to boost “green” credentials.

5 6 7 8

Tourism: Attacks on Indians in
Melbourne is headline news
around the globe

Taxis: there is a shortage of
traditional taxi drivers following
the legalisation of Uber Taxi’s in
Victoria

Electricians in Sth Australia:
the reconstruction following the
early 2015 bushfires

Luxury cars: the government
increases the luxury car tax

9 10 11 12
Stationery supplies: the | Buildings: government | Motor vehicles: the cost of | Pepsi Cola: the price of Coke
school year ends regulations require scaffolding | petrol falls following the 2014-15 | decreases as a price war

around all building sites above a
certain height

global oil price shock

develops between the two rivals
in late 2015

13

14

15

16

Solar rebate: the Victorian
state govt introduces a $2,250

I-tunes music: More and more
consumers are using Spotify and

Cappuccinos: the cost of coffee
beans increases

Apples: NZ apples are allowed
to enter the Australian market

rebate/subsidy for homes | Pandora
utilising solar
17 18 19 20

Herron pain relief tablets:
Panadol tablet production ceases

temporarily due to poisons found
in the tablets

Air fares: a new airline operates
on Australian routes (e.g. Scoot
airways)

Bananas: A cyclone wipes out
banana plantations in eastern
Australia

Coffee: the price of sugar
increases as a result of flood
damaged crops

21

22

23

24

Taxis: Uber driving services
become increasingly attractive
for consumers

Normal Potatoes Sweet
potato crops are wiped out in the
Queensland floods

Insulation bats: the
government provides a subsidy
to consumers who insulate their
homes

Gold: Several companies set up
operations to find gold following
the growth in gold prices

25 26 27 28
Milk: Coles and Woolworths | Digital televisions: the | Free range eggs: Consumers | Alcohol the government
engage in heated price war government cuts off the | discover that some egg | introduces tighter liquor licensing
analogue signal producers falsely claim that their | laws
eggs are free range
29 30 31 32
Entry to live music venues: | Hair extensions: temples in | large cars: the cost of small | Bank fees: The major banks
the government’s liquor licensing | India charge a higher price to | cars decreases significantly buy out smaller/regional

commission requires venues to
hire additional security measures

hair buyers

competitors such as Bank West
and Bank of Melbourne

33

34

35

36

Crude oil: a rise in USA oil
exploration and discoveries over
2014-15 via a relatively new
technology known as ‘fracking’

I-tunes music: tough new anti-
pirating legislation is introduced
that works to reduce the
incidence of file sharing and
‘illegal’ downloading of music

Corn: More and more corn is
used as a bio-fuel for motor
vehicles

Houses: the government
decides to substantially reduce
immigration numbers

37 38 39 40
Carbon: The government re- | Toyota motor cars: Toyota | Newspapers: More and more | Test cricket: 20/20 cricket
introduces a carbon tax. recalls several motor vehicles | people are using their tablets | captures the interest and

due to faulty accelerators and
Toyota publically admit that the
cause is unknown

and/or the internet to read the
news

imagination of consumers
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Price elasticity of Demand

The price elasticity of demand (PED) refers to the responsiveness of total quantity demanded of a product to a change
in the price of that product. The PED determines the slope or gradient of the demand curve, with the slope flattening
out as the PED increases and the slope steepening as the PED falls.

Low PED High PED
Low price elasticity of demand Large price elasticity of demand
[e.g. necessity such as fuel] [e.g. product with many substitutes,
such as a pen]
Price Price
Nand
Demand

Quantity Quantity

There are many factors that determine the PED for particular products. For
example, each of the following ‘hypothetical’ factors is likely to increase the PED
(i.e. flatten the demand curve) for ‘Samsung’ mobile phones:

o There is a rise in the number of competing products or substitutes
the market (e.g. IBM and Apple enter the mobile phone market),

e A Samsung mobile phone is no longer considered a necessity ta luxury
item;

e Thereis a rise in price of amsung mobile phones relative to incomes
(e.g. adue to a fall in average incomes).

e The time available to find alternative options/ substitutes. The more time

vailable the more elastic (flatter) will be the demand curve.

e Samsung decreases its advertising expenditure significantly or its
advertising campaigns have become much less effective; and

e A government report reveals that Samsung produced mobile phones may increase the incidence of brain tumours;

Exam Tip: The 2017 Study Design only requires a knowledge of the underlined factors above. However, a
knowledge of additional factors might prove to be useful in the examination.'

Exam Tip: Remember that these factors can be responsible for causing both a shift of the demand curve as well as
a change in the PED

Ideally, every business would love to have the steepest demand curve imaginable. This would enable it to restrict
supply, raise prices and maximise profits. Typically, businesses in highly concentrated markets (i.e. where there are
few suppliers), such as a monopoly (one seller) or oligopoly (few sellers) are the ones experiencing low PEDs. By raising
prices or restricting supply, these businesses can increase total revenue and profit

because a much higher price only causes a relatively small reduction in quantity OPECrestricing ol supplies
demanded. Conversely, those businesses in highly competitive markets, where there rice
is a high PED, will find that raising prices only works to reduce total revenue and
profit. Accordingly, their strategies will focus on becoming more price competitive

and attracting consumer loyalty and brand allegiance in order to reduce their PED
over time. $200

A product is said to have a high price elasticity of demand if the % change in price
causes a larger % change in quantity demanded (for example a 10% increase in price
that leads to a 30% fall in demand). A product is said to have a low price elasticity if ,
the % change in price causes a smaller % change in quantity demanded (for example el Sy
a 10% increase in price leads to a 5% fall in demand). If the % change in price leads (million barrels)
to an equal % change in demand this is called unit elasticity.

$50
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For example, OPEC is a grouping of countries that controls a large percentage of world oil supplies. Hypothetically, let’s
assume oil prices are an average $50 per barrel. If OPEC raises the price from $50 to $200 (300%) by restricting output
(shifting the S curve to the left), it only results in a relatively small reduction in the quantity demanded from 100 to 80
barrels per day (20%) because it is a need and there are few (easy) substitutes so consumers have little choice but to
pay the higher prices. This reflects a very low PED as the % change in the QD (20%) is much smaller than the %
change in price (300%). This strategy is highly profit maximising because it increases total revenue (P X Q) from $5
trillion ($50 X 100m = $5,000,000,000) to $16 trillion ($200 X 80 = $16,000,000,000). The reverse will apply in the
event that a business has a high PED. In this case, a profit maximising strategy is to lower prices in the face of stiffer
competition.

Exam Tip: Question 2dii of the 2015 exam required students to outline the ‘significance of the PED for petrol upon
household budgets’ following the fall in petrol prices over 2015. While it was easy for students to demonstrate an
understanding of PED, it was much more challenging to make the necessary link to household budgets.

Importantly, students needed to outline that a low PED for petrol means that households will be better off in
financial terms because their relatively fixed demand for petrol (due to it being a necessity for many households)
will now cost less money and represent a smaller proportion of their household budget.

Price elasticity of Supply

The price elasticity of supply (PES) refers to the responsiveness of total quantity supplied of a product to a change in
the price of that product. The PES determines the slope or gradient of the supply curve, with the slope flattening out
as the PES increases and the slope steepening as the PES falls.

Low PES High PES
Low price elasticity of supply Large price elasticity of supply
[e.g. perishable goods such as fruit] [e.g. durable goods such as pens]
Price Price
Supply
Supply
Quantity Quantity

There are many factors that determine the PES for particular products. For example, each of the following *hypothetical’
factors is likely to increase the PES (i.e. flatten the supply curve) for ‘Samsung’ mobile phones:

e The ‘production period”’

e Production technology improves such that Samsung’s mobile phones can be stored for longer before erosion occurs,
increasing ‘durability or reducing ‘perishability’ (Note that in reality, this factor applies more to perishable goods,
such as food, rather than products like mobile phones.);

e Samsung boosts the size of its production facility such that there is more ‘spare capacity
to more easily respond to higher market prices (by raising output) as there exists relatively more capital resources
that are being underutilised.

Anything that affects suppliers” willingness or ability to increase (or decrease) production volumes when there is an
increase (or decrease) in the market price for the product will be a factor determining the PES.

Exam Tip: Question 1(d) of the 2014 exam asked students to ‘outline one factor that influences the PES for a
product’. If a similar question surfaces in the current examination, students should remember that it is not enough
to outline ‘the factor’ without demonstrating knowledge of how this factor influences the PES. [This would also

apply to a question relating to how a factor that influences the PED.] For example, a student is unlikely to receive
full marks with a response such as: ‘the time it takes to produce a product (i.e. the production period) is a factor
influencing the PES’. The student should expand by saying that “....a longer production period will mean that it
takes longer for the producer to respond to price signals and the PES will be lower’.
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REVIEW/APPLICATION the market or price mechanism

1. Explain why the demand curve is downward sloping.

2. Explain w

3. Draw a rough demand and supply diagram for 'water tanks’, highlighting the equilibrium point and explaining
why this is referred to as 'equilibrium.

4. An how the market for water tanks responds when the price is above equilibrium.

5. An

6. Distinguish a shift of the demand curve from a movement along the demand curve

7. Describe two hypothetical factors that might cause the demand curve for water tanks to shift to the right and
outline how this is likely to affect the price of water tanks, production of water tanks and the allocation of
resources in the economy.

8. Distingui

9. Describe two hypothetical factors that might cause the supply curve for water tanks to shift to the right and
outline how this is likely to affect the price of water tanks, production o
resources in the economy.

10. Explain how a farmer that can produce both wheat and quinoa will be likely to respond to an increase in demand
for quinoa due to reported health benefits such as increased antioxidants.

11. Explain how the price mechanism more resources to the production of solar panels once a
carbon tax is introduced.

12. Compare material and non

13. Discuss how the price mechanism is used to answer the three key economic ques
to produce. Tip ensure you explain the role of relative price and relative profit and consumer sovereignty

14. Define the terms price elasticity of demand (PED) and price elasticity of supply (PES).

15. Describe one factor that

16. Analyse how a lower PED for water tanks
supply curve shifts to the left.

17. Explain how the petrol/
algae becomes competitive with petrol prices.

18. Discuss how th algae based petro/ and the synthetic
petrol can be easily stored.

19. Evaluate a business would prefer to produce in a market where there is a PED and a PES or high
PED and low PES

20. Draw separate D/S graphs for the events below, examine the impact on the market
production levels and resource you must shift one of the curves for each example.)
In the market for cigarettes, the government increases tax (excise) on tobacco.
In the market for the size of

/'. In the market for h
iv. In the pear market, the price of apples (a substitute) decreases significantly following more NZ imports
In the market for
i. In the market for iron ore, there is a substantial fall in global steel production.
vif. In the market for housing, the government removes the capital gains tax concessions applying to owner occupied
dwellings.
viii. In the market for education, the gover
residency upon the completion of their courses.
ix. In the market for cotton, Queensland floods damage more than 50% of cotton crops.
x. In the market for

difficulties.
xi. In the market for shares, the government increases the superannuation guarantee levy to 12%.
xii. In the market for truck drivers, mining boom

xiii. In the market for Australian she

xiv. In the market for houses, there is a significant

xv. In the market for crude oil, the USA producers are able to extract significantly more oil from the ground.
xvi. In the m
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Quick revision crossword No 2

price mechanism

Across Down
2 This occurs when prices are too high (2 words) 1. The supply curve slopes upwards because suppliers see
4.  Aterm used to describe an excess demand in markets a greater potential to make this
5.  Every business would love this type of demand curve 3. Arrise in the price of these will cause the demand for a
7.  The type of relationship between price and supply product to rise
11. There is no pressure for price to change from this level 6.  The type of relationship between price and demand
unless there is a shift in demand or supply. 8.  When demand increases in a market this will cause price
12. A rise in the price of these will cause the demand for a to do this
product to fall 9.  This occurs when prices are too low (2 words)
14. Aterm used to describe an excess supply 10. Aterm used to describe the responsiveness of the quantity
16.  When supply increases this will cause price to do this demanded or supplied to a change in price
17. The willingness of consumer(s) to purchase a good or 13. The willingness of suppliers to sell a good or service at a
service for a price price

15. Where buyers and sellers of goods or services come
together in exchange

18. Very competitive markets will result businesses having this
type of demand curve
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Competitive markets, government intervention and economic efficiency

The next topic will hinge around the following key skills:

e Evaluate the role of the market in allocating resources
e Explain the effect of government intervention in markets and
e Compare alternative economic viewpoints to form conclusions.

And will require an understanding of:

The meaning and significance of economic efficiency

The effect of competitive markets on the efficiency of resource allocation.

Market failure and government intervention to prevent this failure and

A recent example of government intervention unintentionally decreasing the efficiency of resource allocation.

The market structure that underpins demand and supply analysis is “perfect competition” often referred to as
competitive markets. How well we use our resources will influence the quality and quantity of goods and services
that an economy can produce and hence how effectively resources are used to improve living standards. The degree of
competition and consumer sovereignty will influence how resources are used but it is important to remember that
consumers often desire goods or services that are frequently not in their long term interests (guns, illicit drugs, tobacco,
excessive alcohol consumption, “dirty” production methods) and governments will frequently intervene in markets to
prevent an inefficient allocation of resources, typically referred to as “market failure”.

Features of a competitive market

Earlier, we discussed the characteristics of perfectly competitive markets and listed the following conditions or
assumptions for perfect competition to exist:

A large number of buyers and sellers

Perfectly homogenous products (i.e. no product differentiation — the products in the market are identical);
Freedom of entry into the market by sellers

Freedom of exit out of the market by sellers

Buyers and sellers possess perfect information about the products

Buyers seek to maximize satisfaction (utility) and sellers seek to maximize profit

Resources (e.g. labour) are perfectly mobile.

As the number of suppliers/producers falls a market will become more “concentrated” and the reduced competition will
potentially enable producers to manipulate the price or quantity of their output to become price makers.

The closest “market structure” to perfect competition is "monopolistic competition” where there are many buyers
and sellers, ease of entry and exit and perfect information but businesses do differentiate their output to reduce the
elasticity (make more vertical) of demand (e.g. advertising, product positioning, location) so that higher prices may
increase profits.

An Oligopoly occurs when a small number of firms dominate the market and have the power to manipulate price via
their control of supply. The more market power a business has, the more control over quantity and price they will
have. Firms will try to differentiate their products via advertising and marketing as well as strategies such as multi-
branding and collusion with current rivals, in order to make the demand curve less elastic/ more inelastic (more vertical).

A Monopoly involves one participant controlling the market and while it can at times be the most effective way to
allocate resources. For example, in the case of ‘natural monopolies’, where economies of scale benefits are so great
that unit costs are minimized by having one producer rather that two or more producers that create inefficient duplication
of functions and higher costs. Generally, however, the existence of monopolies (or a high degree of market
“concentration”) means that a lack of competition can reduce the need to be efficient in how resources are being used.
This typically reduces living standards for society as resources are used more quickly/less efficiently, output is lower and
prices are higher as firms become price makers. As such the degree of competition or “concentration” within a market
will influence how efficiently resources are allocated.
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Exam Tip: The current Economics Study Design (2017-21) no longer makes specific reference to market structures
apart from perfect competition. Students should therefore not be expected to demonstrate an understanding of
monopolistic competition, oligopoly or monopoly. Instead, students are required to demonstrate an understanding of
‘the effect of competitive markets on the efficiency of resource allocation’. In this respect, making reference to other

market structures when discussing the effect on prices or efficiency can be useful in the examination. For example,
when attempting to highlight why a very competitive market is likely to result in lower prices (and higher efficiency) it
makes perfect sense to contrast the effects stemming from a (perfectly) competitive market structure with those that
are likely to occur in a more concentrated market structure, such as oligopoly or monopoly.

An efficient allocation of resources

Allocative efficiency represents the most efficient allocation of scarce resources for an economy in the sense that, for
any combination of scarce resources, the production of goods and services that occurs is most valued by society. It
results in a combination of goods and services being produced that maximises national welfare/living standards. In
other words, the most efficient allocation of resources occurs when it is impossible to increase production and living
standards by changing the way resources are allocated.

Exam Tip: In economics literature, allocative efficiency is sometimes defined as the competitive market situation where
firms are forced to price at minimum price (or where marginal cost = average revenue) and where consumer

satisfaction is maximised. [This will typically be explored in a first year university or IB Economics course.] You should
focus upon how a nation’s resources are allocated to provide the greatest value to society. In this respect, achieving
the most efficient allocation of resources in the economy is the ultimate objective or goal of any government.

If our resources are re-allocated such that production in the economy expands, does this mean that there will be an
increase in allocative efficiency?

Usually, an increase in production, ceteris paribus, will mean that allocative efficiency has improved. However,
if the increase in production has occurred for goods or services that are not in the nation’s collective best
interests (e.g. illicit drugs), then allocative efficiency has fallen in the economy even though production has
increased. This is why it is important to examine the effect on national living standards or welfare (or value to
society) when seeking to determine whether an economy has achieved the most efficient use of its resources.

The most efficient allocation of resources can also be described as an allocation that is PARETO EFFICIENT in the
sense that a move away from this position would result in the net benefits for society to diminish.

The most efficient allocation of resources necessarily implies the maximum levels or amounts for all types of efficiency
measures in an economy, including technical (productive) efficiency, inter-temporal and dynamic efficiency.
Accordingly, government policies will not only be developed to address the misallocation of resources (or market failures)
that naturally occur in market capitalist economies, but to boost ‘efficiency’ levels within our markets and industries.

The PPC can be used to illustrate the major differences between each type of efficiency measure.

PRODUCTION POSSIBILITY CURVE OR FRONTIER PRCOUCTICN POSSIBILITY CURVE OR FRONTIER PRODUCTION POSSISILITY CURVE OR FRONTIER
TLLICIT DRUGS V8 WEALTH #O0D PROGUCTICN POSSIBILITY CURVE OR FRONTIER
st - Their | caran B e

All technit
efficient

Anooatively &t
4// cembination
7

/

T Interremporally
inetflcient

Gaoz © HeeTn Tees Convemer g0 Treditivn foemn
gy

Technical or productive efficiency involves firms producing at the lowest possible long run (average) costs. It will
usually mean that productivity is at a maximum. It is represented by the economy producing at any point along the
PPC. All points along the PPC are technically efficient, regardless of what combination of goods and services are
produced.
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Allocative efficiency represents the best combination of goods and services produced such that living standards are
maximised. If the nation’s resources are allocated in the best possible way (i.e. living standards are at the highest
possible level), then a change in the allocation of resources from that point would result in a deterioration of average
living standards. For example, using the PPC, an economy could choose between health food and illicit drugs. Despite
all points of production being technically efficient (i.e. points 1-3), there is only one combination that is in the national
best interest. This is point 3. Accordingly, if the economy
moved from point 3 towards point 2 (i.e. it allocated some
resources to the production of illicit drugs) then the nation’s
welfare or living standards would decline.

Inter-temporal efficiency refers to a firm, government or
indeed the nation having just the right balance between
resources used for current as opposed to future use. The
establishment of the ‘Future Fund’ (see Unit 4, Budgetary Policy)
is an example of how the government has endeavoured to
improve inter-temporal efficiency. It can be represented by the
economy not producing at either extreme when the broad
choices are ‘consumer goods’ and ‘capital goods.” In other
words, too much consumption relative to investment (point 5), or too much investment relative to consumption (point
1), will mean that the economy’s use of resources is inter-temporally inefficient. The unsustainable use of a nation’s
resources (e.g. depleting fishing stocks) is a common example of how inter-temporal efficiency is not achieved.

Dynamic efficiency refers to how firms or industries are able to respond to changing market conditions or changes in
technology. If the response is quick, then dynamic efficiency is said to be high. It is represented by the speed at which
the economy can re-allocate its resources from the production of one good or service to another, or from a sub-optimal
combination to one that is allocatively efficient. For example, assume that our production possibilities are traditional
forms of energy generation (e.g. coal fired power stations) and renewable forms of energy (e.g. wind and solar).
Assuming that there are major advances in technology making renewable energy generation much more viable
(combined with a clear change in consumer preferences towards renewable energy), then if the country can quickly
adapt and move from point 1 to 2 (allocative efficiency), it is ‘dynamically efficient.’

Exam Tip: When asked in a test or examination ‘what is meant by an efficient allocation of resources’, you should
be focusing on the way the nation’s resources are allocated in terms of their impact on welfare and living standards
(allocative efficiency). Try to avoid a narrow focus on technical or dynamic efficiency, even though improvements
in these (ceteris paribus) will improve allocative efficiency-

Exam Tip: In the 2018 examination, the first question of the paper required students to distinguish between
allocative efficiency and dynamic efficiency. Students should remember that the instructional verb ‘distinguish’
requires them to do more than simply define the terms in isolation. For example, the better responses included

those who stated that allocative efficiency relates to the types or combination of goods and services produced (e.g.
a specific point on the PPC). In contrast, dynamic efficiency relates not to the types (or combination) of goods of
goods and services produced, but to the speed which an economy can reallocate resources from one combination
of goods and services to another (e.g. moving from one point on the PPC to another).

Competitive markets and their impact on efficiency.

The degree of competition within a market will influence the allocation of resources. In a competitive market where
there are many buyers and sellers with easy access to enter or exit the market, and perfect information, producers will
quickly alter how they use resources depending on where consumer demand is directed. As consumer tastes and
preferences change, then the change in relative price and profit between alternative uses for the resources will lead to
a reallocation of resources towards the more desired output (relative price will rise, increasing relative profit). Recall
that allocative efficiency refers to producing goods and services that best satisfy the needs and wants of society as
a whole. In a competitive market, if producers do not alter their production to satisfy the change in demand, a competitor
will enter the market to meet that demand and increase their own profits. As such, given all firms have perfect
information, they will recognise that higher profits will be made by producing what /s was

This will have the effect of boosting dynamic efficiency because firms will need to alter their own use of resources to
meet the change in demand. If a firm is slow to meet changing demand then their competitors will happily extract the
higher profits available by altering their own use of resources towards the production of more profitable goods and/or
services.
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In turn since firms compete on price, due to a lack of product differentiation (homogenous products), consumers will
buy from the cheapest supplier (consumers also have perfect knowledge) and firms are price takers (cannot set
prices). This means firms will need to produce using the lowest production costs. If a competitor finds a way to lower
prices by reducing input costs or boosting productivity (output from a given input) then they can increase their market
share by lowering their prices and increase their total profit (quantity sold multiplied by price — cost of production). It
will be in the interests of all firms therefore to produce at the lowest cost price, hence boosting productive/ technical
efficiency.

Intertemporal efficiency relates to achieving the best balance between
resources used for current and future consumption, such that living
standards in the long term are not unduly damaged by current actions.
Given that more competitive markets are more likely to be conducive to
maximising technical efficiency, to the extent that this results in businesses
using fewer resources to produce any given combination of goods and
services, it has the potential to increase the availability of resources for
future generations, therefore improving inter-temporal efficiency.

Similarly, competitive markets are likely to result in greater levels of capital 4

investment as firms continually seek to gain a competitive advantage

against their rivals. It is important that an economy maintains, and indeed increases, its stock of “capital” (man-made
resources required to produce goods and services such as machinery) which boosts or maintains our productive capacity
(how much we can produce). A lack of capital investment will mean that more can be spent on consumption now, but
at the expense of future production, as the stock of capital from which goods and services are produced wears out and
is not replaced. Indeed, capital deepening, that is increasing the stock of capital available for production, is important
now and in the future, helping us to achieve intertemporal efficiency.

However, it is indeed possible for competitive markets to have a negative impact on intertemporal efficiency to the
extent that competitive pressures result in firms adopting production practices that threaten the environment or
sustainability. Attempts by businesses to reduce production costs might, for example, lead to the use of inputs that
result in third party (or social/environmental) costs that ultimately reduce our ability to produce goods and services in
the future. [See market failures and negative externalities.]

Exam Tip: : In perfectly competitive markets, businesses can only earn ‘normal profits’ in the long run. This means
that the profit is just enough to provide incentive for the business to remain a going concern. Profit levels below
‘normal profits” will encourage firms to exit the industry. Profits levels above ‘normal profits’ (sometimes called
‘super normal profits’) will encourage entry of firms into the industry, thereby working to reduce industry profits

back towards normal levels. Note students are not required to demonstrate an understanding of normal/abnormal

profits in the current VCE Economics course.

Exam Tip: Question 1(a) of the 2014 exam required students to ‘describe a perfectly competitive market’ (2
marks). This was designed to be a low order question that was accessible to all students. Accordingly, students
only needed to describe a couple of the key defining characteristics of a perfectly competitive market (i.e. describe
the key assumptions such as zero barriers to entry and product homogeneity). While the best answers would be
those that elaborated on how all of the key assumptions caused markets to be perfectly competitive, this would be
too much for 2 marks and compromise one’s chances of effectively answering ‘bigger questions’ later in the paper.

The relevance of market structures

An alternative way to consider how competitive markets influence the efficiency of resource use is to consider what will
happen in the absence of competitive markets. As a market becomes less competitive, the efficiency in the allocation of
resources is likely to fall, providing incentives for governments to promote competition and reduce the incidence of anti-
competitive behavior. Imagine what would happen if the market was highly concentrated, with one firm dominating the
market, and the demand for a product increased? In a competitive environment, new suppliers would enter the market
to meet the new demand. In this respect, firms in a competitive market would be ‘price takers’, as they are limited in
their power to raise prices. This is because any attempts to raise prices would result in a loss of market share and
profits to the new entrants. However, in the case of a monopoly, supply can be maintained at current levels (or even
further restricted), creating a shortage and forcing up the price. This enables the monopolist to increase profit at the
expense of consumers. Technically, this means that the monopoly producer is able to increase the ‘producer surplus’
by eroding any ‘consumer surplus’ that exists when goods and services are purchased.
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Exam Tip: A consumer surplus refers to the benefits that consumers receive when they purchase a product at a
price that is lower than the value they place on the product (or the price they would be willing to pay). A producer
surplus is effectively the difference between the price of a product and the marginal costs of production (or the

price they would be willing to sell the product). Without competition to discipline a monopolist, the price charged
will be higher, thereby eroding some of the consumer surplus and increasing the producer surplus. However,
students are extremely unlikely to be asked about a consumer/producer surplus in the VCE examination and these
terms are not specifically mentioned in the current study design.

Overall, the monopolist has what is regarded as ‘market power’ and is therefore a ‘price maker.’ It has the power to
raise prices without compromising its market share (as it has a 100% share of the market) and/or level of profit. Indeed,
as discussed earlier, a monopolist with a low price elasticity of demand has incentive to raise prices because it will lead
to higher total revenue and profits. This is often considered to be an ‘abuse of market power’ but is no longer an
example of market failure in the new study design although it will be worthwhile to discuss in the context of explaining
and evaluating the role of markets in allocating resources.

A monopoly will typically result in an underallocation of resources to the production of a product which means that
‘allocative efficiency

market. Accordingly, there will be some consumers that are *priced out of the market’ by a monopolist’s pricing decisions,
causing this group of consumers to be ‘worse-off’ compared to the situation that would exist under a more competitive
environment.

In addition, efficiency of production (e.g. productivity) may fall over time in the face of zero competition, as was the
experience when Telstra was the sole supplier of telecommunications services in Australia. In addition, the monopolist
is more likely to experience technical inefficiency

in and the monopolist may tolerate creeping inefficiencies that work to raise average costs, knowing that it can simply
pass the higher costs to consumers. Reduced technical efficiency may also mean that resources are used up more
quickly damaging inter-temporal efficiency.

Accordingly, a highly concentrated market structure will tend to result in a misallocation of resources and a deterioration
of average living standards of Australians as they will be forced to pay higher prices for goods and services. In addition,
a highly concentrated market structure leads to a more inequitable distribution of income over time, as a relatively small
number of firms (and their owners) will reap the benefits of higher profits (super-normal profits) that stem from the
erosion of consumer surpluses and the increase in producer surpluses.

Exam Tip: Q2(c) on the 2012 examination was arguably the most difficult on the paper. For six marks, students
were asked to explain how a high level of market power may affect the efficiency of resource allocation and,
hence, living standards. It is best to handle these questions systematically. First, students should demonstrate an
understanding of market power before going on to explain how this can negatively impact on efficiency (e.g.
technical and/or allocative efficiency). Once it is shown how efficiency is stifled, it is then necessary to explain how
this affects our (material and/or non-material) living standards.

Exam tip: As discussed in a previous exam tip, the 2016 exam asked students to outline two key features of a
perfectly competive market. Whilst most students were able to list two key feautures, an outline question requires
a brief explanation of the two key characteristics so many students would only have received one of the two marks

available.

Exam Tip: Q2b of the 2015 examination required students explain the likely impact of a monopoly market
structure on both prices and living standards. In the context of the question, the use of the term ‘likely’ was
important. Students should have focused on the fact that monopolies tend to result in higher prices and lower
material living standards by virtue of there being an absence of competition and therefore price making ability of
monopolists. A specific question on monopoly and market structure is unlikely given the changes to the 2017 SD.

Exam Tip: As noted earlier, question 1a of the 2017 exam asked students to explain one effect of competitive
markets on the efficiency of resource allocation. The best responses were those where ‘a characteristic of
competitive markets’ was directly linked to its ‘impact on efficiency’. For example, ‘ease of entry and exit’ ensures
that resources can (quickly) flow towards area of greater demand (consumer sovereignty), boosting dynamic and
allocative efficiency. Similarly, ‘a large number of sellers’ forces firms to compete aggressively on price, which helps
to boost productivity (as a means of reducing costs and prices) and improves technical efficiency.
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Identify three key assumptions for a perfectly competitive market to exist.
Distinguish a price taker from a price maker
Define four different types of efficiency

Explain likely to impact on allocative and dynamic efficiency.
Explain why competitive markets are likely to be more

such as an oligopoly.

Draw a PPC with Capital goods on the y
likely to be inter

A)

B)

0

economy.

Explain why there is a trade

factories and infrastructure

(consumer goods) and capital investment

. Discuss how competitive markets are likely to

Explain why competitive markets are likely to lead to higher living standards for society as a whole.
Explain why a lack of competi
standards.

Quick revision crossword No 3

Factors influencing

decision making

and market structures

Across Down
4. This is assumed to be perfect in perfectly competitive markets 1. When two firms control or dominate the market (such as Coles and
7. As we move from perfect competition to monopoly, the market Woolworths)
structure becomes more? 2. In the long run, businesses can only make these profits in a perfectly
10. Governments in any country will primarily be influenced by these competitive market
factors 3. This type of firm is a price maker
12.  The actions of this body include efforts to discourage the consumption 5. The rebate for this product in 2009-10 was a good example of poor
of certain products or encourage the consumption of others economic policy influencing business and consumer behaviour
15.  Consumers seek to maximise this subject to a budget constraint 6. Perfectly competitive markets require that these do not exist (3 words)
16. In economics, it is generally assumed that all businesses seek to 8. Firms in a competitive market have no market power and therefore
maximise profit. This necessarily involves maximizing this are referred to as (2 words)
17.  This describes the average costs of production for businesses falling 9. The banking industry is a good example of this type of market
with larger levels of output (3 words) structure
18. When the minimum efficient scale can only be reached by one firm, 11. The peak employee group that influences the behaviour of consumers,
then we have this type of monopoly businesses and governments
13.  This has a big influence on consumer choice
14.  In perfectly competitive markets, goods and services are assumed to

have this characteristic
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Government intervention in the market — market failures

Market failure occurs when resources are not allocated in a way that maximises national living standards or the economic
welfare of all Australians. Markets, left unregulated, will tend to result in an over-allocation of resources to the production
of some goods and services (e.g. tobacco) and/or an under-allocation of resources to the production of others (e.g.
health). Accordingly, unregulated markets (like perfectly competitive markets where consumers ultimately determine
what is produced) will typically lead to an inefficient allocation of resources that requires some form of government
regulation or intervention.

For example, the profit motive and self-interest cause the market to over-produce a variety of goods and services that
are not in the nation’s best interest, such as drugs like speed, ice and ecstasy, and under-produce some goods and
services that are in the nation’s best interests, such as national defense and prisons. Some other problems inherent
with markets are their tendency towards market concentration and anti-competitive behavior; the high incidence of
corporate dishonesty; the lack of protection for the less privileged; and a lack of account for both positive and negative
externalities. Accordingly, governments intervene to ensure that the nation’s resources are re-allocated in such a way
that the ‘net benefits’ to society are maximised. In other words, Australian governments will devise policies that provide
incentives for resource owners to move their resources from one area to another such that we are closer to achieving
the most efficient allocation of Australia’s resources. In a broader sense, this means that government efforts are
designed to improve ‘allocative efficiency,” where this is defined as an allocation of resources where the living standards
or welfare of Australians is maximised.

Exam Tip: Whilst there are many examples and sources of market failures, according to the current Study Design,
students are only required to understand four sources of market failures. These are public goods, externalities,
common access resources and asymmetric information.

Exam Tip: The strict theoretical/textbook definition of allocative efficiency refers to the wants of consumers being
maximised as a result of producers being forced to price at the marginal costs of production. However, when a
government seeks to alter the way resources are allocated in an economy, the focus is broader than ‘the
consumer’ for the simple reason that consumers will not always make consumption decisions that are in their, or
the nation’s, best interest. Accordingly, allocative efficiency can be more broadly defined as the allocation of

resources that provides the maximum net benefits for society.

Exam Tip: Question 2(c) of the 2010 examination required students to outline two reasons that might justify
government intervention in markets to achieve a more efficient allocation of resources. Firstly, students needed to
avoid reference to factors such as the removal of government regulations or dismantling of tariff protection.
Whilst these can help to achieve a more efficient allocation of resources, students needed to focus on examples of
governments intervening in markets (as opposed to retreating from markets). Secondly, it is common for students
to refer to government intervention to prevent an ‘over (or under) allocation of resources’ without adding ‘to the
production of certain goods and services.” This serves to undermine the quality of student responses.

P of ‘public goods’
Pure public goods are those that have the following characteristics:

. Non-depletable (or non-rivalrous) - one person's consumption does not diminish
the ability of another person to enjoy the same consumption; and

. Non-excludable - you cannot exclude non-payers from enjoying the benefits that
the good or service provides.

Examples of public goods include national defence, prisons, lighthouse services, street
lighting, fire brigades and other emergency services.

In economics, the problem of not being able to enforce payment from some consumers
(i.e. non-excludability) is referred to as the free rider prob/em For example, if there
was no government provision/funding of lighthouse services, there is little to stop one
ship from refusing to pay a private provider even though they use the lighthouse to
prevent running into land. Similarly, if there were no government provision of national
defence, there is little to stop any citizen from refusing to pay a producer for the service,
even though they will still enjoy the safety that defence provides. The non-excludability
of these ‘public goods’ creates the free rider problem.
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The government also produces, or subsidises the production of other goods and services which, if left to the free market,
are likely to be under-produced and therefore not in the public interest. These are sometimes called merit goods
and/or goods with positive externalities in consumption

are also examples of goods that have *public good’ characteristics in the sense that they are partially non-depletable and
partially non-excludable. For example, education is partly non-depletable as one person’s enjoyment of the service may
not prevent another person from enjoying the service (e.g. a lecture provided at a university, especially if available
online). In addition, education is partly non-excludable as you can’t prevent non-payers from enjoying some of the
‘social’ or ‘external’ benefits that are provided by education — such as a more enlightened and tolerant society.

Private and social benefits - merit goods
Price Supply (private cost)

Market
price

Social benefit dditional Social benefits
that don't directly benefit
the private consumer

Demand in market (private benefits)

di i) Quantity
Under-
production

Volume of prodn
occurring in market

The socially optimal
level of output

Goods with positive externalities in consumption result in social benefits that are not captured by a market. The goods
are under-produced to the extent that the socially optimal level of production is not achieved. Education is a good
example, where a market will only ensure that production takes place where the private benefits equate to the private
costs. The additional benefits that accrue to society more generally once a person receives years of education are not
taken into account because a private consumer will generally not
be prepared to pay the additional price for a benefit they will not
directly receive. Accordingly, the government intervenes by
subsidising private schools or directly providing public education.
This enables the production and consumption of education to take
place closer to the 'socially optimal' level.

Externalities

These are costs or benefits associated with the production or
consumption of goods and services that are passed onto third
parties or spiflover to affect others. Externalities result in the
production of social costs or social benefits faced by society more
generally.

Externalities in production:

When taking its costs of production into account, it does not incorporate the costs of polluting the river, sometimes
referred to as the social costs that are borne by other users of the river. In contrast, a business that invests in research
and development (R&D) or training of its employees is seeking to derive benefits (i.e. profit) from their production.
However, these activities will tend to confer benefits to third parties or society more generally, such as when trained
employees move to a new employer or when the R&D leads to new technological inventions or breakthroughs that,
when taken up by multiple producers, improves the welfare of society more generally.

Exam Tip: The exam setting panel is unlikely to set questions requiring you to re-produce demand and supply
diagrams showing private and social costs or benefits. They have been included here to assist in your

understanding of market failures. Inclusion of these diagrams in the exam to support your analysis can assist you,
but will not be necessary to gain full marks.
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Negative externalities in production

Price Supply (private cost)

Social
price

Market
price

Demand in market (private benefits)

4 \
over- Quantity
production

The socially optimal Volume of prodn
level of output occurring in market

When a producer manufactures steel, it will typically only take into account the private costs associated with its
production. It will generally not incorporate the costs that are passed onto others in the form of polluted air and rivers
(social costs). If it did take into account these 'social costs' then it would charge a higher price (social price) and the
level of steel consumption and production would fall to a 'socially optimal level of output'. Accordingly, governments
force producers to take into account the social costs (i.e. internalise the negative externalities) via sanctions, such as
fines for dumping waste or polluting ‘public’ property. Increasingly, big businesses are internalising the externalities of
their own accord via an emphasis on corporate social responsibility, appreciating that public exposure could ultimately
result in loss of market share and profits.

Pollution in the form of C02 emissions is an example of a negative externality in production (e.g. producing electricity at
coal fired power stations) and consumption (e.g. fuel emissions from cars). All levels of government acknowledge the
need to force economic agents to internalise this negative externality, however there exists much debate and conjecture
about the best means to reduce C02 emissions — pricing carbon (e.g. via a carbon tax or renewable energy target) or
direct action measures and the costs and benefits of these interventions. Current attempts to mitigate (reduce) emissions
given current technology are complicated to say the least and have the potential to cause unintended consequences
that reduce how efficiently resources are allocated reducing our current living standards.

Exam Tip: Question 2(a) in the 2008 exam was a three part question worth 6 marks. It asked students to explain
what is meant by a market failure; to discuss why climate change might be considered an example of a market
failure; and then to discuss one other example of a market failure. This was clearly one of the most poorly
handled questions on the exam. |If a similar question was to appear on the 2016 exam,the approach should be to

assume that each part is allocated 2 marks, and then to allocate roughly equal time and space to each part. Too
many students ignored at least one part, and most could not provide a good general explanation of ‘market
failure’, instead providing an example as an explanation. Be sure that you know how to define or explain what is
meant by ‘market failure!

Externalities in consumption

be positive (such as education and gardening), most are negative. Examples A
include the external costs associated with the consumption of illicit drugs, alcohol, W\ X
. . . i RO e

cigarettes, and some firearms. In a free market, consumption of these goods and )

services (also referred to as de-merit goods) would be far greater than occurs V
currently. In other words, the market would tend to over-produce these goods and
services for two main reasons.

a) Self interested individuals only take into account the personal costs of consuming these goods and services and
ignore the wider social costs. For example, a smoker will take account of the personal costs of smoking (e.g.
financial cost, risk of illness, etc) but ignore the costs not borne by the smoker directly or the negative externality
(e.g. passive smoking, additional health costs, missed work).

b) Individuals are sometimes incapable of making an informed judgment about the personal costs of consuming
these goods and services. For example, some drug users (particularly the young) are simply unaware of (or
ignore) the personal costs involved (e.g. loss of life or reduced cognitive ability). Behavioural economists may
say that current enjoyment is given more value than the potential costs that may eventuate in the future and
hence “we” overconsume.
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Common access resources (CAR)

Common access resources are typically natural resources such as forests and pastures, National and State parks, grazing
land, rivers and lakes and oceans and fisheries. They are prone to market failure because, whilst most goods and services
are “owned” and can be bought and sold in markets, common access resources usually have no market price because
they are not owned by anybody. Much like public goods, CAR are non excludable because anybody is allowed to use
them for free, however, unlike public goods, one person’s use may prevent others from using/enjoying them (CAR are
rivalrous/depletable).

Common access resources are prone to market failure because it is difficult to
exclude people from using them because there is no price associated with use
and one person’s use often does prevent/exclude others from using it or reduces
others capacity to use it equally. Because they are “common access” and usually
owned by nobody, it is hard to put a price on their use, so people are prone to
overuse the resource. This typically leads to problems of “sustainability” (using
resources now in a way that reduces the ability of future generations to meet
their needs) reducing intertemporal efficiency.

The concept of CAR and market failure arose in the medieval period where
graziers were allowed to graze their animals on “common land” for free (land
owned by nobody). In 1968, Garret Hardin wrote a report on the “tragedy of the
commons” in which he explained that it was in each grazier’s interest to put any additional animals they owned on to
the “common land” despite any damage that may be done by over grazing. This was considered a rational decision
because the grazier achieved additional income (hence utility or wellbeing rose) whilst the cost was borne by all users.
These individual decisions created market failure because their activities caused depletion, degradation and even
destruction of the common resource.

The oceans, lakes and rivers are typically “common access”, that is owned by nobody. In the absence of any regulation
the fishing industry (particularly given modern technology) is likely to extract as many fish as possible because if they
do not catch them somebody else will, reducing their own potential wellbeing/utility/income. This will often lead to over
fishing such that fish stocks are depleted over time because they are not being caught “sustainably.”

Exam Tip: Common access resources are a new addition to the VCE Study Design (2017-2021) and represent a
great example of market failure caused by a lack of intertemporal efficiency due to the non excludable and
rivalrous nature of these resources. It means that people today benefit from relatively cheap and plentiful living
standards (e.g. fish) at the expense of future generations.

Exam Tip: The 2017 exam asked students to distinguish between Public Goods and Common Access Resources.
Ideally students should define the two key terms, provide examples and then highlight a key difference (e.g. CAR
are depletable/ rivalrous). It is incorrect to say that CAR have no restrictions, rather CAR are typically hard to
“police” and hence hard to exclude. Students often provide roads and hospitals as examples of “public goods”.
Whilst they exhibit some public good characteristics (such as being partially non- depletable and partially non-
excludable) they are really examples of merit goods that exhibit positive externalities in consumption. Better
examples of public goods are street lighting, national defence and lighhouses.

Asymmetric information

One of the essential assumptions made for a perfectly competitive market is that buyers and sellers possess ‘perfect
information.” This enables economic transactions to be undertaken with certainty about the value of what is being
bought and sold in particular markets. Buyers will typically be motivated to buy the cheapest and best quality goods and
services, while producers will be motivated to produce highest quality goods and services at the lowest prices (that
allows normal profits to be made) or lose customers to their competition. In reality, markets rarely operate in this
environment. Most markets are characterised by some form of information asymmetry, where one party to a transaction
knows more about the product than the other party.

Asymmetric information therefore refers to information that is one sided. Either the buyer or the seller (but typically the
seller) has more information about a transaction than the other party. This creates an unfair advantage and distorts
the allocation of resources and represents a market failure as there will be an over or under allocation of resources to
the production of certain goods or services over time.
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For instance, a seller of a car knows far more about the history of the vehicle than the buyer. The seller may well be
selling the vehicle because of a fault that will soon require fixing. However, without a very thorough check of the vehicle
the buyer is unlikely to be aware that it is likely to require some expensive maintenance and as a result may well pay a
higher price for the vehicle than they would, had they been aware of the problem. In this respect, asymmetric information
leads to an over allocation of resources to the used vehicle market in
the short to medium term. However, in the longer term as people hear
stories of “lemons” (cars with defects), it is likely that buyers will be
less willing to purchase used cars for fear of being ‘ripped off’. This
represents a market failure because too few resources will be allocated

to the used car market. In simple terms, there will be many foregone
transactions in the economy that had the potential to make both S5 <
parties better off (e.g. the buyers and sellers of used cars). Too few %
resources will flow to used cars (running and maintaining) and too :

many to new cars, wasting finite resources, causing environmental : y

damage in their production and potentially damaging inter-temporal i

efficiency. This means the market fails to deliver outcomes that are in

the best interests of society.

Sometimes businesses will seek to mislead or deceive consumers by making false claims about the quality or price of a
good or service. This can create demand for a product that would otherwise not occur, and therefore lead to an over
allocation of resources to the production of that product, particularly in the short term. However, over the longer term,
the increased incidence of misleading and deceptive conduct that would occur in an unregulated environment may
actually serve to stifle consumer spending on some goods and services, leading to a less efficient allocation of resources.

Recent examples of asymmetric information in action include the following:

e Royal Commission into banking industry in 2018 revealing the misconduct and blatant ripping off of consumers
such as AMP charging fees for advice that was NOT delivered and the CBA charging dead people for non-existent
advice.

e Rorting of the vocational education system by educational providers. The Federal Court found that training
college Cornerstone Investments Aust Pty Ltd, trading as Empower Institute (Empower), engaged in
unconscionable and misleading or deceptive conduct, and made false or misleading representations when
enrolling consumers into diploma courses. Between March 2014 and October 2015, Empower enrolled more
than 6,000 new students in its courses. Many of these students were vulnerable consumers and were signed up
using incentives such as free laptops and cash, unaware they were incurring a significant debt. This is also an
example of government failure given that the providers were motivated by subsidies offered by the government.

e In July 2017 the ACCC "instituted proceedings against Ford Motor Company of Australia alleging that it
engaged in unconscionable and misleading or deceptive representations in its response to customers. The ACCC
alleges that Ford misrepresented to customers who made complaints, that the issues with their vehicles were
caused by the way the driver handled the vehicle, even though Ford was aware of systemic issues with the
vehicles from at least 2013 (26 July 2017)". In April 2018 Ford Australia were fined $10m for unconscionable
conduct. Would you buy a car that was potentially faulty?

e The Federal Court has ordered Snowdale Holdings Pty Ltd to pay penalties totalling $750,000 for making
false or misleading representations that its eggs were ‘free range’, in proceedings brought by the Australian
Competition and Consumer Commission (25 July 2017).

e 7 March 2017 The Federal Court has ordered Jetstar Airways Pty Ltd (Jetstar) to pay a $545,000 penalty and
Virgin Australia Airlines Pty Ltd (Virgin) to pay a $200,000 penalty for breaches of the Australian Consumer
Law. In November 2015, Jetstar was found to have made false or misleading representations about specific
advertised airfares on its website in 2013 and its mobile site in 2014. Virgin was found to have made false or
misleading representations about specific advertised airfares on its mobile site in 2014.

e Ezy Lite Pty Ltd and Adnan Dennaoui A building cladding company and its director have been convicted and
fined a total of $70,000, after pleading guilty to making false and misleading representations about the fire
ratings of some of its products (21 July 2017). There are now many examples of poor fire proofing materials
being used in buildings in Australia and following on from the catastrophic “Grenfell Tower” fire in England it is
poignant to ask...."would you buy an apartment without adequate fire protection?!”
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e Legal action against H.J. Heinz Company Australia Ltd (Heinz) commenced on Monday 24 July 2017, with the
Australian Competition and Consumer Commission (ACCC) alleging the "Little Kids Shredz" range misleads the
public about the nutritional content of the product (25 July 2017).

e In late 2016, the manufacturer of Nurofen pain relief tablets (Reckitt Benckiser) received the highest penalty
ever recorded for misleading and deceptive conduct ($6m). The company claimed that its range of ‘specific
pain relief tablets’ (e.g. tablets that could target ‘migraine pain’ or ‘back pain”) which were priced at a premium,
contained the same ingredients as its stock standard Nurofen pain relief tablets. The company was therefore
able to mislead and deceive consumers into believing that the purchase of the higher priced
product was better able to target specific pain when this was not the case.

e In late 2016, the Australian Competition and Consumer Commission &r

(ACCC) alleged that Kimberly-Clark Australia Pty Ltd (Kimberly-Clark) Oy Coubﬁ*’; b /o

mislead consumers into believing that its ‘flushable’ wipes could be safely s G/l)JILDS

flushed down household toilets and that they were manufactured in PYEN N eecror

Australia, when this wasn't the case. LU TR 9 oL\STS
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e In late 2016, the Federal Court fined Dulux a total of $400,000 for 05/,/0 o l@q

making false or misleading representations about the temperature S " 7107 w" 96

reducing characteristics of two paint products. The company promoted o EnACT SJ‘ %\) %«2%

its heat-reflective roof paint, InfraCOOL, and its Weathershield Heat gcofN “g-\'\o('\ HT %E,S’ o

Reflect wall paints as products that could significantly reduce the interior WO compen%& GUE Ug\sf

temperature of a house. Claims that were considered by the court to be CENTURY Ums?noP

false or misleading after Dulux admitted that it did not have any AMMTR

reasonable grounds for making those claims.

In all of these cases, the misinformation to consumers resulted in a higher level of demand for the product than would
otherwise be the case if consumers had perfect knowledge. This led to an over allocation of resources to the production
of these products during the relevant time frame and an underallocation of resources to areas that would have been in
higher demand had consumers been aware of the “facts”. For instance it is unlikely that consumers would have bought
so many Ford motor cars had they been aware of the problems, but rather other vehicles with fewer mechanical issues
and greater reliability. However, in the long run, it has the potential to reduce demand for these types of products
because consumers will be skeptical about the claims made by companies when promoting their goods and services
(would you want to buy/ own/ live in an apartment block that has used faulty fire-retardant cladding!?). This is not
(allocatively) efficient because transactions that have the potential to make both parties (producers and consumers)
better off will not take place.

Overall, in the presence of asymmetric information, markets will tend to over or under produce certain goods and
services such that allocative efficiency is not achieved.

Exam Tip: In the 2018 examination, students were required to explain how either externalities or asymmetric
information would result in market failure. While it is relatively easy for students to describe an externality and/or
asymmetric information in isolation, it is much more difficult to establish the important link to market failure.

Students should remember to articulate what is meant by externalities/asymmetric information before explaining
how, in the absence of government regulation, each would lead to a socially sub-optimal allocation of resources
(e.g. there would be an overallocation of resources to the production of goods containing negative externalities

reducing allocative efficiency making society worse off ).

Government intervention in markets to prevent market failure

Given that markets if left to operate “freely” (that is without any intervention) have a tendency to fail, governments
frequently intervene to alter how resources are allocated with the intention of improving allocative efficiency within the
economy. In this section we will look at specific ways that governments can intervene using indirect taxation, subsidies,
government regulation and advertising to address market failure. We will also look at a contemporary example of
intervention that has the unintended consequence of actually reducing efficiency of resource allocation.

Indirect taxa

An indirect tax is a tax that is usually levied (charged) to producers/suppliers but the consumer ultimately pays the tax
(indirectly) because suppliers typically pass on the added cost in the form of higher prices. The government can and
does impose indirect taxes (often called excise taxes) as a means of rectifying market failure such as negative
externalities associated with smoking, alcohol, and fuel. They also used a carbon tax on fossil fuel energy as a means
to reduce the negative externalities associated with carbon dioxide (since discarded).
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To illustrate how indirect taxes work to reallocate resources, we will examine the tobacco market, where the excise on
tobacco has been raised by 12.5% this year and for the next 3 years. Referring to the diagram below, we will assume
that the market is initially in equilibrium (E1), with a price of P1 and Q1 packets of cigarettes sold.

The increase in excise causes the costs of production to rise, which shifts the supply curve to the left (from S1 to S2).
Producers will seek to pass this tax on to consumers in order to maintain their profits by charging Pt. However, at this
higher price consumers will only be willing to buy Qt, so there will be an “oversupply” of cigarettes (Q1-Qt). Producers
will then lower their prices (resulting in less profit) and hence supply will contract along the new supply curve S2 as the
price falls. Consumers will expand their demand from Qt as the price falls until a new equilibrium is reached at E2 where
the price is now P2 and the quantity bought and sold Indirect tax: market for cigarettes

is Q2. 2

Price

oversupply

When compared to the original equilibrium (E1), the (Excess supply]
—N

quantity of cigarettes produced and bought at the new
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Exam Tip: Students might recognise that the slope of the demand curve (i.e. price elasticity of demand) ultimately
determines who bears the bigger burden of the tax, producers or consumers. As the PED falls (or the demand
curve steepens), the greater is the ability of producers to pass the burden onto consumers. At the extreme, a

vertical demand curve will mean that the entire tax burden is passed onto consumers. However, knowledge of the
respective indirect tax burdens is not required knowledge in the current VCE Study Design. It is provided here to
extend inquisitive students and provide a taste of the analysis that might be expected in a first year university
course.

An indirect tax can therefore be used to address negative externalities by raising prices, reducing production and
consumption, and diverting resources towards more socially optimal production outcomes. The fuel excise currently
being paid by consumers and producers was originally designed to raise revenue to fund roads (due to the price inelastic
nature of the demand for petrol). However, by increasing the price of fuel, it also reduces demand and therefore helps
to internalise the negative externalities associated with fuel consumption, such as particulates in the air and carbon
dioxide emissions. This means that the tax forces firms and consumers (via higher prices) to ration demand for petrol,
which goes some way to reallocating resources away from the production of ‘dirty’ goods to those with fewer (or zero)
negative externalities in production or consumption (e.g. the purchase of a bicycle as a form of inner city
transportation...or walking!!).

Subsidies

A subsidy is a payment to a producer or consumer (usually producer) designed to increase the consumption of a good
or service. A producer subsidy has the effect of an “antitax”, where instead of adding to costs and lowering profit it
reduces costs and increases profit. Hence, producers are more willing to produce at any given price, shifting the supply
curve right.

Positive externalities occur where additional benefits (above the price charged) accrue to society in general when a good
or service is produced and/or consumed. For instance, providing education for everybody should increase productivity
because we are more skilled and reduce crime and improve social cohesion via greater tolerance and understanding of
differences. Education will therefore create benefits to society above the pure cost of education to the purchaser, so it
is in society’s interest to ensure that individuals do have a good education (more productive, lower unemployment, less
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crime). Likewise, health is also funded to ensure everybody has access to a reasonable health system because of the
positive externalities associated with its consumption (e.g. can go back to work and be productive, mental health of
themselves and family and friends improves, can rectify problems before they get worse!) bringing both material and
non-material future benefits.

The government therefore provides direct subsidies to private Subsidy: Health and Education
educators and health providers as well as directly providing ' s1
government hospitals and schools (potentially lowers the cost Price
to zero for these govt services), increasing the consumption of

health and education requiring more resources to be allocated. P N ,
In the case of a subsidy to a private school or hospital, the ’
subsidy effectively increases the price they receive for selling oecr=

in price

A B
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il s . [Note: Pxis effectively the price recieved by producers which is made up
eqUIIIbrlu m is reached at E2. of the price paid by consumers (P2) and the amount of the subsidy (Px - P2)]

When compared to the original equilibrium (E1), the production and consumption of health and education at E2 will rise
from Q1 to Q2 and price falls from P1 to P2. The tax subsidy will therefore help to internalise the positive externalities
associated with the production and consumption of health and education. By decreasing the price of goods and services
with positive externalities in production and/or consumption, subsidies can increase the production of these
goods/services and therefore help to achieve a more socially optimal allocation of the nation’s resources.

Exam Tip: As was the case for indirect taxes, the slope of the demand curve (i.e. price elasticity of demand)
ultimately determines how the benefits of the subsidy are shared between producers and consumers. As the PED
falls, the benefit of the subsidy is enjoyed more by consumers than producers. At the extreme, a vertical demand

curve (i.e. a PED = O) will see consumers receiving all of the benefit of the subsidy because the price falls by the
entire amount of the subsidy. Once again, knowledge of how a subsidy is shared between producers and
consumers is not required knowledge in the current VCE Study Design.

How quickly markets respond to government incentives will typically depend on how much competition there is in the
market. The closer to perfect competition the market is, the more dynamically efficient it is likely to be, and the more
quickly it is likely to respond to these types of government incentives.

Advertising

Governments use advertising to increase demand where positive externalities accrue from consumption or to decrease
demand where negative externalities occur. Advertising does this by increasing the awareness of consumers of the
impact of their consumption decisions on their own and others living standards and hence changing “tastes and
preferences” because they are more informed decision makers. Recall that a change in tastes and preferences will
shift the demand curve, changing the equilibrium price and quantity and hence altering the allocation of resources to its
production.

For instance, the government runs advertisements designed to ensure we use sun screen, hats and cover up to prevent
skin cancer. This should increase our demand for skin protection, shifting the demand for these items to the right. This
will cause an undersupply (i.e. shortage) at the original price and so in order to increase their profits producers will
increase the price, which in turn will lead to a contraction in demand along the new demand curve and an expansion
along the supply curve. In the process more resources will be allocated towards the goods and services such as sunscreen
and hats, and away from more damaging production such as “tanning oil” and solariums.
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Alternatively, where there are negative externalities in consumption the government seeks to make us more aware of
the long term consequences to ourselves and society from over consuming. A common example is smoking. Originally
firms were allowed to actively advertise cigarettes to promote demand but as the government and society has become
aware of the significant and potentially fatal consequences of smoking the government has banned tobacco advertising
by “regulation” (see next topic) and run successful advertising campaigns that promotes understanding of the damage
to the health (and finances!) of the smoker and those around them from “passive” smoking. This has the effect of
shifting the demand curve to the left. This creates an oversupply and so producers need to lower their prices, resulting
in reduced profits and so producers seek to alter how they allocate their resources to increase their profits elsewhere.

The government advertising also seeks to minimize “asymmetric information”. For instance it actively promotes more
healthy lifestyles by promoting anti-smoking campaigns that inform consumers of the negative externalities associated
with smoking and the positive externalities of giving up (healthier, more active, longer life expectancy, increased
discretionary income). This has the effect of shifting demand left, once again leading to an oversupply (surplus), so
producers lower prices to clear the market (demand will expand but quantity will fall overall). This reduces profits and
so firms will alter how they allocate resources, potentially towards e-cigarettes which may be less harmful [note the
“may”, as the evidence is mixed].

The effects of government advertising on the markets for sunscreens and cigarettes is highlighted in the diagrams below.

Market for sunscreens Market for cigarettes
Effects of govt advertising Effects of govt advertising

Price Price

P2
T Shortage
P1 [T 7T TTTTTTTTT S
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Q1 Q2 Quantity Q2 Q1 Quantity

— _ “ : _
~ ~

Government anti-cancer messages result in greater Government's advertising promoting the health benefits of
demand for sunscreens, creating a shortage at P1 and quitting (and the banning of advertising by cigarette
causing both the price to rise from P1 to P2 and the manufactureres) results in a lower demand for cigarettes,
quantity produced to increase from Q1 to Q2 creating a surplus at P1 and causing both the price to fall from
P1 to P2 and the quantity produced to decrease from Q1 to Q2

The government can also promote healthier eating and drinking and inform people about the risks of diabetes from too
much sugar. These campaigns are designed once again to prevent one-sided information so that consumers (and
producers) are more aware of the costs associated with “consumption. Educating the public about the risks associated
with the consumption of some goods and services will help to change consumer preferences, reduce consumption and
encourage producers to shift resources to the production of goods or services offering better returns. Ultimately, this
causes a reallocation of resources to more socially desirable outcomes and raises overall living standards in the long
term.

Government regulation

Governments (federal and state) can also use regulation to alter consumer Market for education services

and producer behaviour and hence how resources are allocated. A Effect of minimum school leaving age (17)
regulation is a law or rules and regulations that must be adhered to or
consequences such as fines and imprisonment can be imposed. These Price
consequences will then alter consumer or producer behavior.

Expansion of supply

take place in buildings and indeed many states make it illegal to smoke
outdoors in “public places”. This has meant that people have less time or *'
ability to smoke and so demand for tobacco products has declined. This
shifts the demand curve to the left, once again leading to a contraction in
supply and so fewer resources are allocated towards socially undesirable
activities.

For instance, the government has regulated that smoking can no longer sz

In Victoria, the government mandates that students must attend school

until they are at least 17. As shown in the adjacent diagram, this shifts the Q#Z Quantity
demand for education to the right because in a free market some may \/ i

education services

The CPAP Study Guide to VCE Economics, Part 1 (Unit 3), 13th Edition (2019) by Romeo Salla and Toby Robertson 41



decide that education is not for them and instead enter the workforce at a younger age. This increased demand for
education results in an increase in supply (expansion along supply curve) and an increase in the production of education
services. This increases the allocation of resources towards the production of goods and services that are more socially
desirable outcomes (due to the positive externalities discussed earlier).

In relation to common access resources, legislation enforced by penalties is typically used to protect the environment.
These regulations are imposed internationally, nationally and by state governments. For example, the use of CFCs were
banned in the 1980’s to prevent ongoing damage to the ozone layer in the atmosphere that protects us from UV
radiation. Over exposure to UV light can cause skin cancers.

Exam Tip: Note that students often get confused by why demand has increased despite a higher price. Remember
that the analysis should start with what comes first. In this instance it is demand for education services that shifts to

the right, which then leads to education service providers raising prices, which then leads to a contraction along the
new demand curve in response to the higher (equilibrium) price .

In order to protect ducks, various governments impose duck hunting seasons and catch sizes. Fishing stocks are
protected commercially and recreationally by a huge variety of legislation from what can be caught, to how many and
what size can be caught, as well as where and how fishing can be undertaken (e.g. marine parks). We also have national
and state parks that restrict the activities that can take place.

Generally, government regulatory action to reduce the problems associated with negative externalities in production or
consumption might typically include:

Laws preventing the pollution of the environment.

Laws preventing the depletion of natural resources (e.g. species/ size and quantity restrictions on fishing).
Prohibiting the use of some materials (e.g. some CFC's).

The establishment of the Environmental Protection Authority to monitor, report and take action against polluters
(enforcement of laws).

Project scrutiny by government agencies to examine the environmental impact of building projects;

e Carbon pricing such as an emissions trading scheme.

e Other miscellaneous laws designed to reduce consumption, such as those forcing cigarette manufacturers to
use only plain packaging for cigarettes or those warning manufacturers to include warning labels on their
products.

In relation to asymmetric information, government regulatory or legislative measures to assist in reducing the
inefficiencies associated with this market failure include the following:

e Trade Practices Legislation to reduce the incidence of misleading and deceptive conduct on behalf of businesses.
For example, the fines imposed on the energy companies for misleading consumers.

e Other miscellaneous consumer protection laws that seek to protect consumers from unfair business practices,
such as laws relating to warranties, defective products and product disclosures.

Contract laws that seek to reduce the extent of principal/agent or adverse selection problems.
Employment laws that provide protection to both employers and employees that may face principal/agent
problems.

e Laws enabling insurance companies to contain exclusion clauses in some contracts (such as the right to refuse
an insurance payout to an insured driver who was involved in an accident and who had a blood alcohol reading
above the legal limit).

e Laws to help prevent workplaces being damaging to, or unsafe for, staff and customers (Occupational Health
and Safety or Workcover laws).

Laws to prevent workers not being provided with equal opportunities as others (Equal Opportunity laws).
Laws to prevent workers or customers being discriminated against on the basis of race, colour, religion, etc.
(Anti-discrimination legislation).

e Laws to prevent investors being ‘ripped off’ by unscrupulous company directors and/or insider trading activity

(Corporations Law).

Exam Tip: Q2c of the 2015 exam required students to describe one example of a government action aimed at
reducing market failure and improving the efficiency of the allocation of resources. It is important for students to
focus less on the ‘description of the action’ (e.g. the details relating to the Direct Action Plan as a means of

combating climate change) and more on ‘how the action works to address the market failure and improve the
allocation of the resources’. This is more challenging and requires students to demonstrate an understanding of
key economic relationships as opposed to writing down rote learned details about a particular policy initiative.
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Unintended consequences of government intervention that decreases the efficiency of
resource allocation.

We have already seen that unregulated markets have a tendency to “fail” by not achieving an allocation of resources
that best satisfies societies needs and wants (allocative efficiency). As a consequence, governments frequently intervene
to alter how resources are used within an economy with the intention of improving overall living standards. However,
government intervention frequently comes with unintended consequences that, on balance, potentially leads to a less
efficient allocation of resources and reduces overall living standards.

Governments intervene in many ways such as indirect tax (excise tax on fuel, alcohol and tobacco), subsidy (solar
panels) and government regulation (E10 fuel/ energy markets via RET/minimum wage/ plain packaging laws) and
advertising to educate (e.g. sunscreen and smoking) with the intention of improving how efficiently and effectively
resources are used. However, given that there are typically a variety of potential solutions to overcome the “misallocation
of resources” that frequently occurs in unregulated markets, any policy response runs the risk of decreasing economic
efficiency and creating ‘government failure’. This will occur if the costs of the intervention outweigh any intended
benefits from the intervention, such that overall living standards fall as a consequence of the intervention. It can also
be argued that government failure occurs if the costs of any given government intervention are greater than they could
otherwise be (i.e. the opportunity cost of government intervention is not minimised). For example, if it is accepted that
pricing carbon is the ‘best’ way to tackle climate change, then the adoption of any other policy solution could be
considered an example of government failure (even if it does manage to reduce carbon emissions) given that the
opportunity costs attached to this intervention are not minimised).

A contemporary example of government intervention and unintended consequences: t

[much of the evidence for this example can be found at

It has long been acknowledged that smoking tobacco is bad for our health and as a result lowers overall living standards.
Resources are allocated to the production, distribution and sale of tobacco related products and services because of
consumer sovereignty and some people’s desire to smoke. Negative externalities occur when the additional costs
associated with the consumption and or production of a product or service are passed on to third parties or “spill over”
to impact on others. For example, a smoker will take account of the personal cost of smoking (e.g. financial cost and
health risks) but ignore the costs not borne by the smoker directly, such as the negative externality of passive smoking.
If the smoker had to pay these additional costs, then the law of demand suggests that as the price rises the demand
would fall. However, because of smoking’s addictive nature, the demand curve is price inelastic (the % decrease in
demand is less than the % increase in price). Despite this, evidence is strong that rising prices do influence the
consumption of tobacco to some degree (i.e. demand is not totally price inelastic).

The government imposes significant tax on tobacco in the form of an “excise tax”, which is an indirect tax typically
collected by suppliers at point of sale who pass as much of this tax cost on to consumers. Since 2013, the federal
government has been imposing an additional 12.5% annual rise in the excise tax on tobacco, and this is legislated to
continue until 2020.

A packet of 20 average cigarettes in 2017 cost around $26.60 in Australia but was typically less than $5.00 in much of
Asia and as low as $1.39 in Vietnam. This huge price disparity creates significant profits and a highly attractive market
for organised crime groups to exploit. KPMG, a large global accounting/consulting firm, produced a report last year that
found that whilst overall tobacco consumption has been declining, the consumption of illicit tobacco products has been
rising as a proportion of total sales. They argue that this has resulted in:

e the avoidance of $1.91b in excise tax paid in 2017 - up from around $1.66b in 2016, a rise of 14.9%.
[This is due to the sale of illegal products on the “black market” where no tax is collected]

e the government being forced to allocate additional funding ($7.7m) and resources to its “Tobacco Strike
Team”

e llicit tobacco products that are not “regulated” resulting in negative health outcomes (as a consequence
of the additional chemicals found in these unregulated products)

The high price of legal tobacco has resulted in a contraction of demand so that fewer resources are allocated to the
production of legal tobacco products (see earlier heading ‘Indirect Taxation’ for how indirect taxes work). BUT this has
caused the ‘relative price’ of illicit/illegal tobacco to fall, causing the demand for illegal tobacco to rise, shifting the
demand curve to the right, and causing the ‘actual price’ (i.e. the ‘absolute price’) to rise and profits from the secondary
illegal tobacco market (Black Market) to increase. As a result, additional resources are being allocated to (illegal) tobacco
markets, reducing the desired impact of the excise tax and requiring additional ‘government’ resources to police these
criminal activities. These ‘government’ resources are therefore not available to police other activities that have the
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potential to create even more harm to society, such as illicit drugs including methamphetamines . These high profit
margins (attached to illegal tobacco), which act as an incentive for more criminal activity, also increase the negative
consequences that are typically associated with criminal activity.

The government intervention designed to reduce the market failure due to the harmful effects of smoking (negative
externalities) and as a result, reduce the allocation of resources towards tobacco related products and services, has as
a result, had significant “unintended consequences” such as reduced tax receipts impacting on the budget, more criminal
activity, the additional costs of policing illegal activities and more resources being directed at illicit tobacco production
by criminal organisations, and potentially even worse health outcomes requiring additional resources to be allocated to
health services.

None of this means the government is wrong to be seeking to intervene in the tobacco market to reduce the negative
externalities associated with smoking. However, it highlights the significant unintended consequences of this intervention
on how it impacts on the overall efficiency of resource allocation in the economy. The way in which the higher tobacco
excise impacts on allocative and technical efficiency is considered below.

Allocative efficiency is impaired because too many resources are still directed at illegal tobacco
production/consumption, reducing government tax revenue and increasing policing/monitoring costs as a
consequence of increased illegal activities, along with increased expenditure to fund the potentially worse health
impacts rather than to areas that might bring greater benefits to society as a whole, such as reducing the use of
illegal drugs, better education and health facilities. Criminal activity is obviously not in society’s best interests and if
government intervention is promoting criminal activity it is not unreasonable to suggest that allocative efficiency is
not being achieved.

Technical efficiency typically refers to ensuring that output is maximised by using all of the available resources and
producing at the lowest possible cost. Smokers typically take more breaks during a working day and suffer worse
health outcomes. If as suggested, higher taxes are causing less of a decline in smoking due to the substitution towards
illegal tobacco then the additional smoking is likely to reduce the quantity of output and how quickly this output is
produced (reducing productivity) ensuring that technical efficiency is less likely to be achieved. It is also likely that
more resources are being used to police the use of illegal tobacco and to avoid the consequences of being caught
rather than improving production methods and hence productivity, further reducing the potential for our economy to
perform in an efficient way.

Exam Tip: An example of government intervention in markets that unintentionally leads to a less efficient
allocation of resources is a new addition to the VCE Economics Study Design (2017-21). By no means are students
required to demonstrate an understanding of the potential government failure in relation to tobacco excise as
outlined above. It is only one of many examples of ‘government failure’ that students can use when answering an
examination question relating to this key knowledge point (e.g. how the provision of some subsidies or the
implementation of minimum wages can reduce technical and/or allocative efficiency). Any examination question
will provide students with choice on the example to use.

Exam Tip:.The new study design expects students to be able to explain the effect of government intervention in
markets and evaluate the role of markets in allocating resources. These two skills could well be linked together into

a longer question worth up to 10 marks (the 2017 exam had two 8 mark questions ). For example, a question such
as the following could be worth up to 10 marks..."evaluate the role of competitive markets in allocating resources
in Australia and explain why governments intervene in markets to improve living standards".

Exam Tip: Question 1c of the 2017 exam required students to identify a recent example of government
intervention and to explain how it unintentionally led to a decrease in the efficiency of resource allocation. This
required students to identify a specific intervention and then clearly explain the nature of the unintended
consequence (in terms of how it reduced the efficiency of resource allocation) by linking it to a specific type of
efficiency. It is also important to ensure the intervention referred to is a “contemporary” or “current” example -
which is likely to mean over the last few years.
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The following mind map was downloaded from www.bized.co.uk

1.
2.
3

10.
11.
12.
13.
14.
15,
16.
17.

18.

26.

27.
28.

I,
Iff.

.

vi.
vii.

Viii.

iX.

XI.
Xii.

X/l
Xiv.

Define what is meant by a market failure. «
Using the mind map above distinguish 'merit goods’ from

%

A

'de erit goods '11‘
List one other 'merit good’apart from health and education f  Mere oo JFY,
and outline why you consider it to be a 'merit good'. /

Morket Power 20 00 Oe-MertGaods

%&

List one other 'de erit good’ apart from tobacco alcohol —~5
and ille | drugs and outline why it is consider d to be a 3
‘de erit good'.

With respect to 'public goods’, what is meant by 'non
excludable’and non ival ous (non depletable).

Market Fallure

Explain what is meant by the ‘'free rider principle’ (or 'free “'“’“"""*""

rider problem’) using a example like prison or defense ‘
services as the public good in question. e e

Explain why 'the market’ is likely to fail to provide ﬁ '

lighthouse services.

Explain how the government overcomes the market failure related to public goods.

Define the term 'externalities’ and distinguish 'positive’ from ‘negative’ externalities. In your answer, refer to 'social’
costs and benefits.

Explain how the government overcomes the market failure related to the existence of negative externalities in
consumption.

Explain how the government overcomes the market failure related to the existence of negative externalities in
production.

Explain how the government overcomes the market failure related to the existence of positive externalities in
consumption

Explain how the government overcomes the market failure related to the existence of positive externalities in
production.

Explain what is meant by ‘asymmetric information.’

Explain what a common access resource is and why they can lead to market failure.

Distinguish between positive and negative externalities of consumption.

Draw a D/S diagram for the sugar market showing before and after a successful government advertising campaign
about the dangers of high sugar consumption causing diabetes. Explain how the new equilibrium is achieved.

Discuss why the government intervene in the tobacco market? Ensure that you demonstrate an understanding of
market failure and negative externalities.

How does the government use indirect taxation on tobacco to improve the allocation of resources in the economy.
Explain why the sales of illicit/ illegal tobacco as a percentage of total obacco sales is rising.

. Explain why less indirect tax is being ollected by the government than expected

. Explain why there may be worse health outcomes from the consumption of illegal tobacco products.

. Explain why additional resources are being directed towards "policing” the tobacco industry.

. Using the tobacco mark t as your example explain why government intervention can lead to unintended consequences

that reduce the efficiency of resource allocation

. Using demand and supply diagrams show how the legal and illegal tobacco markets have been altered by government

intervention in the form of indirect taxation. [S w the old and new equilibrium price and quantity in the legal and
gal markets
Using these diagrams in your explanation discuss how r lative prices have changed to alter the allocation of resources
towards illicit tobacco related products and services
D scuss why higher excise taxes on tobacco can be considered a example of government market failure?
Draw separate D/S diagrams for the events described below, and examine the impact on the market in terms of
prices, production levels and resource allocation. You should attempt to justify why the government has intervened
or each scenario. (Tip: you must shift one of t e D/S urves for each example and consider efficiencies and market
ailure
In the market for cigarettes, the government increases tax (excise) on tobacco;
In the market for cars, the government red ces taxes on imports (tariffs);
In the market for LPG conversions, the government provides a cash grant to consumers who convert their cars from
petrol to LPG
In the market for fish, the government reduces the number of fishing permits in existence
In the market for motor vehicles, the government provid s a subsidy to manufactures that produce environmentally
friendly ( .e. 'green) vehicles;
In the market for water, the government builds a desalination plant in Wonthaggi
In the market for housing in Wonthaggi, the government builds a desalination plant in the township
In the market for electricity, the government provides rebates for households and businesses who install solar panels;
In the market for ready to drink mixed alcoholic beverages ( .e. alcopops), the government increases the indirect tax
for these products
In the market for home insulation, the government provides a rebate for installation by households
In the market for solar panels, the government provides a consumer subsidy
In the market for electricity, the government repeals the carbon tax ’
In the market for groceries, Coles and Woolworths collude against rival Aldi; and
In the market for air onditioners, Mitsubishi Electric induces one of its dealers to sell its branded air onditioners at a
higher price
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Quick revision crossword No 4

Market Failures

Across

5. Some argue this to be the greatest market failure the world has seen
(2 words)

8. Public goods do not have this characteristic

9. A means by which the government can promote the production of

merit goods (or goods with positive externalities)

12.  These types of services are a common example of public goods

15.  This is what causes producers to ignore the social costs associated
with the production of some products (2 words)

17.  The imposition of these is used to reduce the consumption and
production of de-merit goods (or goods with negative externalities)

19.  Private goods have this characteristic

20. The term used to describe the situation where dominant firms behave
uncompetitively (2 words)

22. The problem of not being able to enforce payment from some

consumers (2 words)

Down

1. These types of goods are also referred to as goods with positive
externalities in production or consumption

2. A form of asymmetric information that involves an insured party failing

to reduce risk taking behaviour and causing insurance companies to
charge higher prices (2 words)

11.
13.
14.

18.

21.

The competition watchdog (acronym)

This type of efficiency is likely to be compromised when a monopoly
exists

Two words used to describe the third party (or spillover) effects
stemming from negative externalities (2 words)

A classic example of a negative externality in consumption (2 words)
This is what causes consumers to ignore the social costs associated
with the consumption of some products (2 words)

Unregulated markets will tend to cause a reduction in this

The acronym for Australia's version of an emissions trading scheme
(ETS) that did not achieve parliamentary approval

The common example of a negative externality in production

Costs or benefits associated with the production or consumption of
goods and services that are passed onto ‘third parties

Occurs when markets, left unregulated, will tend to result in an over-
allocation of resources to the production of some goods and services
and an under-allocation of resources to the production of others (2
words)

Information of this variety creates a market failure
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T ;50 —AREA OF STUDY 1

1. In Australia, resources are allocated via

(@) ‘the market’ primarily, with some government involvement

(b)  Government decision making, with a limited role for ‘the market’
(c) consumers and their demand for goods and services

(d)  producers and their demands for scarce resources

2. Which of the following is not regarded as being a ‘factor of production’?

(@) capital
(b)  natural resources
(c)  money
(d) labour

3. The opportunity cost of producing a given commodity is:

(@) the price at which the commodity sells in the market place

(b)  the best alternative jobs which the workers employed in its production could have obtained

(c) the value of the best foregone alternative which the resources used in its production could have produced
(d) the price paid for the resources used in its production

4. Luke Walsh, a student, can use his precious time after school either watching sport on TV or studying.
The following are the various combinations he can choose (measured in hours):

TV(hours) 0 1 2 3 4 5

Study (Work requirements done) 20 16 12 8 4 0

The opportunity cost of Luke increasing his TV sports viewing time from one hour to four hours is:
(@) 12 work requirements

(b) 16 work requirements

(c) 8 work requirements

(d) 4 work requirements

5. When the price of a product is below equilibrium
(@) it means that there is excess supply and price will fall
(b) it means that there is excess demand and price will fall
(c) it means that there is excess supply and price will rise
(d) it means that there is excess demand and price will rise

6. Which one of the following statements is not true?

(@) the basic economic problem is one of choice

(b) choice is necessary because of limited wants and needs
(c) the means available to satisfy wants are limited

(d) entrepreneurship is a specialised form of labour resources

7. With respect to a production possibility curve, which of the following statements is false?

(@) unemployment is likely to occur when the economy is producing inside the frontier

(b) inflation is likely to occur when demand is at a point beyond the frontier (i.e. outside the curve)

(c) ata pointin time, an economy cannot possibly produce at two different points along the frontier

(d) a movement along the curve, from one point to another, is unrelated to the concept of opportunity cost

8. Which of the following is not likely to shift the production possibility curve outwards in the longer
term?

(@) animprovement in technology

(b)  an decrease in the savings ratio (i.e. people saving less)

(c) anincrease in the population

(d) anincrease in the efficiency of labour

9. A firm will:

(@)  seek to achieve an inelastic (i.e. STEEP) demand curve
(b)  seek to achieve an elastic (i.e. FLAT) demand curve
(c) seek to promote competition in its industry

(d) seek to minimise profits and maximise costs
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(b)
(©)
(d)

11

(a)
(b)
(©
(d)

12
(a)
(b)
(c)
(d)

Any excess supply of a commodity indicates that

the price in the market is too high

inappropriate technology was applied causing over production
resources are being wasted or used inefficiently

poor marketing and promotion has left a shortfall in demand

If market equilibrium is $1.40 cents per litre for petrol, any attempt by government to place a
minimum price of $1.60 in order to reduce petrol consumption, this will cause

supply to increase, demand to fall, price to rise and excess supply

supply to fall, demand to fall, price to fall and excess supply

supply to increase, demand to fall, price to fall and excess demand

supply to fall, demand to increase, price to rise and excess supply

. The factor "entrepreneurship” is different to "labour" as entrepreneurship
is paid more than labour resources
involves financial risk taking whereas labour generally does not
is rewarded with money whilst labour is not
(d) is a capital resource whereas labour is a human resource

13.Microeconomics examines all of the following with the exception of

(a) changes in Australia’s rate of unemployment

(b) changes in pricing policies for the steel industry

(c) structural change in the telecommunications industry

(d) labour market reform via the introduction of Workchoices legislation

14. With respect to the market for oranges, which of the following statements is correct

(@)  The price will rise when the supply curve shifts to the right

(b)  The price will rise when the demand curve shifts to the left

(c)  The price will fall when the demand for orange juice increases

(d)  The price will rise when the price of mandarins (a substitute) increases

15. The government will intervene in the marketplace because

(@) A market will usually result in lower productivity levels in the economy

(b) A market results in higher levels of unemployment

(c) A market will not allocate resources in ways that maximise national welfare

(d) A market will typically be associated with lower rates of inflation

16. Which of the following would be most likely to cause a shift from S; to S>>

(@) adecrease in the price of the commodity .

(b) a boost in government subsidies T

(c)  areduction in transport and freight charges

(d) anincrease in the cost of raw materials

17. A movement back down the supply curve for beef (a contraction of supply) is most likely to be
caused by

(a) a decrease in the price of pork

(b) drought conditions in cattle grazing areas

(©) a decrease in the price of beef

(d) a tax placed on the production of beef

18. Which of the following is least likely to be a government action that reduces smoking:

(@) Anincrease in excise on tobacco

(b)  Banning cigarette advertising

(c)  Regulations that prohibit smoking indoors

(d)  The re-introduction of a carbon tax
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(a)
(b)
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23.

(a)
(b)
()
(d)

24,

(a)
(b)
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25,

(a)
(b)
(c)
(d)

26.

(a)
(b)
()
(d)

27.

(a)
(b)
(c)
(d)

The discovery of a major new oil deposit would result in

a movement upwards (expansion) along the supply curve for oil

a movement downwards (contraction) along the supply curve for oil
a shift to the right to a new supply curve for oil

a shift to the left to a new supply curve for oil

The 'law of supply' suggests that

price and quantity supplied are positively related
price and quantity supplied are inversely related
increases in supply curve are caused by a price fall
supply will expand until market equilibrium is reached

Assume that we are operating in a purely competitive market and that Coke and Pepsi are close
substitutes. A heat wave is likely to:

Increase the price of Coke with the price of Pepsi remaining constant

Increase the price of Pepsi and Coke

Not affect the price of either Coke or Pepsi

Decrease the price of Coke and increase the price of Pepsi

. Which of the following is most likely to cause the change in equilibrium as described below?

Higher cost of materials
Higher government subsidies
Higher business taxes
Higher interest rates

With respect to demand and supply for petrol
The price will rise when labour becomes cheaper
The price will rise when the demand curve shifts to the left
The price will fall when the demand for cars increases
The price will fall when the price of LPG (a substitute) decreases

When the price of bananas is above equilibrium, the following will occur in that market for
bananas

The price will increase because of excess supply

The price will decrease because of excess demand

The price will decrease because of excess supply

The price will increase because of excess demand

In the market for motor vehicles, a rise in productivity is likely to
Cause supply to increase and price to rise
Cause supply to decrease and price to rise
Cause supply to increase and price to fall
Cause supply to decrease and price to fall

In the market for any good or service
the price will rise if there is excess demand in the market
the price will rise if there is excess supply in the market
the price will fall if the price of a substitute increases
the price will fall if the price of a complement decreases

A product that experiences a 50% increase in demand in response to a 100% price reduction has a
price elasticity of demand that is relatively:

elastic

unit elastic

inelastic

elastic and inelastic
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28 For basic foodstuffs such as bread and milk, price elasticity of demand tends to be:

(@) close to zero

(b) greater than negative one

(c) equal to negative one

(d) relatively elastic

29 Which of the following conditions are not consistent with a market that is perfectly competitive?
(a) few buyers and sellers

(b) firms sell homogeneous or identical products

(©) there is a high degree of mobility of firms

(d) no individual seller can influence the market price

30. Which of the following would be most likely to cause a shift from D1 to ™ s

D2 in the market for guns?

(a) increased incidence of wars around the world

(b) the removal of shooting events from all Olympic competitions "
(©) the removal of government assistance to weapons manufacturers P2
(d) the removal of government restrictions on gun ownership

D1

Q2 Q1 Quantity

31. If the government decided to legalise the consumption and production of
marijuana.
a) The price of marijuana will increase and the production of marijuana will decrease

b) The price of marijuana will drop and the production of marijuana will increase
c) The price of marijuana will drop and the production of marijuana will decrease
d) Everyone smoking normal tobacco will switch to consuming marijuana

32 If brands A and B are substitutes then a decrease in the price of B will
(a) decrease the demand for A

(b) increase the demand for A

(© increase the supply of B

(d) decrease the supply of A

33 Which one of the following is NOT a reason for the government intervening in the Australian economy?
a) to promote the production of public goods

b) to protect against or prevent the incidence of positive externalities

c) to reduce the rate of depletion of common access resources

d) to reduce the incidence of corporate fraud

34.  Which of the following would be most likely to cause a shift from S; to S»»
(a) a decrease in taxes paid by the industry —
(b) a removal of government subsidies to that industry I
(© a rise in productivity
(d) a decrease in the cost of raw materials

35.  Which of the following would be most likely to cause a shift from D1 to D3>
(@) a decrease in the price of the good :
(b) an introduction of a government subsidy to that industry
(©) a reduction in the price of a substitute good
(d) a decrease in rates of personal income tax

36. Which of the following is the least convincing reason for government intervention in markets?

(@)  Pollution from factories

(b)  Non production of socially desirable services such as defence or prisons

(c)  Higher prices of goods and services over time

(d)  Anunderallocation of resources to the production of goods with positive externalities in consumption
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37. In competitive markets, an increase in the demand for a product will most likely result in
(@) adecrease in the production of that product

(b) anincrease in the production of a substitute product

(c) anincrease in the price of a substitute product

(d) anincrease in the price of a complimentary product

38. A large percentage fall in the price of a product that leads to a very small increase in quantity
demanded means that

(@)  Price elasticity of demand is low and the value of sales will rise

(b)  Price elasticity of demand is high and the value of sales will rise

(c)  Price elasticity of demand is low and the value of sales will fall

(d)  Price elasticity of demand is high and the value of sales will fall

39. In a competitive market

(@) if the price of one commodity decreases and the demand for related commodity increases the two goods are
likely to be compliments

(b) anincrease in price tends to reduce excess supply of a commodity

(c)  adecrease in the price tends to reduce excess demand for a commodity

(d) if two commodities are substitutes, an increase in the price of one will lead to a decrease in the price of the other

40. Which of the following best describes what is happening in the market below?

(@) The market was in excess supply with price too low and the ™
price is increasing towards equilibrium

(b)  The market was in excess demand with price too high and the
price is falling towards equilibrium re

(c)  The market was in excess demand with price too low and the P2
price is rising towards equilibrium

(d) The market was in excess supply with price too high and the
price is falling towards equilibrium

arT o Qe F Q. Quantity
—

41. Which of the four events described below could usually be expected to cause an increase in the
demand for coffee in a competitive market?

(@) Arise in the income of consumers

(b)  Anincrease in the price of sugar (a complementary product)

(c)  Adecrease in the price of tea (a substitute product)

(d) A shift in consumer preferences towards tea

42. If extortionists have decided to sabotage the production of ‘safe to eat’ Arnotts biscuit products. This
is likely to

(@) cause a downward shift of the demand curve for Arnotts’ products

(b)  cause a movement down along the demand curve for Arnotts’ products

(c) cause a downward shift of the demand curve and a lower price elasticity of demand for Arnotts’ products

(d) cause a downward shift of the demand curve and a higher price elasticity of demand for Arnotts’ products

43. The Headmaster and Board at private school is contemplating whether rising production costs
(brought about by a 5 per cent increase in teacher salaries) can be passed on in the form of higher school
fees.

(@)  They should be concerned about a possible fall in enrolments if the demand for places at the school is price elastic
(b)  They should be concerned about a possible fall in enrolments if the demand for places at the school is price

inelastic
(c)  Price elasticity of demand for places at a school is never a consideration for the Headmaster or the Board
(d) The income of parents is not a factor affecting the price elasticity of demand for places at private schools

44. When a farmer falsely claims that barn laid eggs are free range eggs, this is an example of which
type of market failure?

(@) asymmetric information

(b)  market power

(c) externalities

(d)  public goods
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45. Which of the following events is most likely to decrease the price of petrol?
(@) The increase in excise tax on petrol

(b)  The success of an advertising campaign promoting petrol over LPG

(c)  Cheaper LPG supplies

(d) A war in the middle east disrupting petrol supplies

46. Higher petrol prices are most likely to result in all of the following except:
(@) Anincrease in the demand for larger vehicles, like 4WDs

(b) A higher price for LPG

(c)  Anincreased demand for public transport

(d)  Anincreased exploration effort by companies mining for oil

47. The emissions scandal relating to Volkswagon (VW) in 2015 is likely to have resulted in
(@)  Higher prices for VW vehicles and greater production

(b)  Lower prices for VW vehicles and greater production

(c)  Higher prices for VW vehicles and less production

(d)  Lower prices for VW vehicles and less production

48. A private producer is unlikely to provide prison services without some government financing or
assistance because

(@) It would be too costly to produce

(b)  Prisoners would not have the money to pay for the service

(c) It would be too difficult to extract payment from all users of the service

(d)  There would not be a demand for the service

49. With respect to demand and supply in the labour market for teachers

(@) a wage above the market clearing level will not result in unemployment

(b) higher wages for English teachers is a potential solution to the problem of over-supply of English teachers

(c)  higher wages for Maths teachers is a potential solution to the problem of under-supply of Maths teachers

(d) Differential pay rates in the teaching profession will alleviate shortages and will not have any impact on teacher
morale across the State

50. Which of the following is not a factor affecting the price elasticity of demand for a brand new 40 foot
yacht?

(@) the availability and price of substitute goods (e.g. smaller yachts, speed boats, etc)

(b)  the income of consumers or buyers

(c) the importance of the good to potential buyers (e.g. whether it is considered a necessity or luxury)

(d) the availability of raw materials used in its production

Answers to multiple choice questions appear at the end of the Study Guide.

CPAI’ QUARTERLY SUBJECT UPDATES 2019

Quarterly publication released each term in 2019

- Summary of recent developments related to each VCE Study (Economics,
Business Mgt, Legal Studies and Global Politics)

A Focus on the key knowledge points within each Study Design
Designed to facilitate a more contemporary understanding of each area of study
Review gquestions and application exercise at the end of each update

Invaluable resources to supplement texts and assist in preparatiom for
assessment tasks and examinations

Electronic delivery making distribution to students a breeze

Written exclusively by expert teachers with significant experience providing PD
and assessing exams

- Priced as low as $=25 per update with a copyright license per class (mmaking the
cost per student as little $1 each!!)

= \Scualv_s
L”ikw')ﬂ"

Order online at www.commpap.com or email CPAP for
an order form [cpap@commpap.com]

The CPAP Study Guide to VCE Economics, Part 1 (Unit 3), 13th Edition (2019) by Romeo Salla and Toby Robertson 52



UNIT 3: MINI EXAM NO. 1
AREA OF STUDY 1 ( otal marks = 60
Section A Multiple choice (total marks = 15
Section B Short answer questions (total marks = 45

Section A: multiple choice (

1
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Society’s increased awareness of the need for recycling is an example of an economic factor influencing the
decision making of

consumers

businesses

governments

all of the above

If a nation improves efficiency via the introduction of new technology, then the change may be illustrated
graphically by

a movement along the production possibility curve

a shift outwards of the production possibility curve

a shift inwards of the production possibility curve

a shift towards the production possibility curve

New technology that improves the storage life of most fruit and vegetables will tend to:
increase the price elasticity of demand

reduce the price elasticity of demand

increase the price elasticity of supply

reduce the price elasticity of supply

In 2014 the Federal Court was investigating claims that egg producers were engaging in cartel behavior in
effort to manipulate the market price of eggs. Which of the following best describes the ultimate reason for
this type of government intervention?

protect against the incidence of negative externalities

promote competition in the economy

to protect against corporate fraud and dishonesty

limit the production of undesirable (or de-merit) goods in the economy

Which of the following factors is not likely to be a factor that results in higher supply of a product in the
market place?

an increase in the price of a substitute product

an increase in productivity at the firm producing the good

a reduction in labour costs at the firm producing the good

the removal of a government subsidy to the supplier of that product

Which of the following factors is not likely to be a factor that results in higher demand for a product in the
market place?

an increase in productivity at the firm producing the good

lower tax rates

higher consumer confidence

an increase in the price of a complement

A business will have a monopoly in a particular market if:
it faces a very elastic demand curve
it faces no competition from imports
there are no substitute products in that market
it has only one major competitor in the market

Which of the following market failures is most relevant in relation to climate change?’
Externalities
Public goods
Common access resources
Asymmetric information

In the market for ‘large cars’, which of the following best explains the change
in market conditions as depicted in the D/S diagram?
poor safety record of smaller cars " J
lower costs of production for manufacturers of large cars ” J
rising petrol prices o
bigger and better roads
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11.
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12.

(a)
(b)
()
(d)

13.

Droughts in parts of Australia over recent years is most likely to have caused
the price of agricultural items to fall
the production of agricultural items to increase in the short term
the income of farmers to increase
the price and quantity of imported agricultural products to rise

Which of the following is unlikely to be an example of a market failure?
Non-production of prison services
Greed of some entrepreneurs
Pollution from factories
Depletion of common access resources

Which of the following is least likely to be an example of a service that results in positive externalities?
Gambling

Education

Scientific research

Health

Which of the following is not an example of government intervention is used to reduce the harmful effects of

smoking cigarettes:

(a)
(b)
(©)
(d)

14.

@
(b)
(©)
(d)

15.

@
(b)
(©
(d)

Indirect taxes
Regulation
Advertising
Subsidies

The relative shortage of tradesmen is likely to have which of the following effects in the construction industry?
Higher prices for buildings as the demand is likely to increase in line with rising incomes

Higher prices for buildings as the costs of production for construction companies is likely to rise

Lower prices for buildings as demand is likely to fall in light of higher production costs

Lower prices for buildings as the costs of production for construction companies is likely to fall.

With respect to the price elasticity of demand (PED):

Businesses prefer to have a flat curve (i.e. a high PED for their products)

Lower PEDs are consistent with lots of competition

A low PEDs for a business means it can increase price and actually make more profit
The PED will increase in response to successful advertising campaigns

STRUCTURED QUESTIONS (45 MARKS)

Question 1 (25 marks)

@
(b)
(©
(d)

(e)
()

(9)

Explain how an increase in the price of a substitute can affect the supply of a product. Use a fully labeled demand and supply

diagram to illustrate. (4 marks)
Discuss how an increase in productivity at Kraft foods may affect the market for Kraft products. (4 marks)
Explain what is meant by an ‘efficient allocation of resources’. (2 marks)
Define technical efficiency and discuss how an increase in technical efficiency can improve living standards.

(3 marks)
Discuss how changes in relative prices can result in a reallocation of the nation’s resources. (4 marks)
Explain why a business will prefer a low price elasticity of demand for its product and discuss one strategy it may employ to
achieve this goal. (4 marks)

In perfectly competitive markets, it is assumed that there are lots of buyers and sellers, there are no barriers to entry or exit and
products are homogenous. Explain why markets are likely to be less competitive when any two of the above conditions are not
met. (4 marks)

Question 2 (20 marks)

(@)
(b)

(©
(d)
(e)
)

Define a market failure. (2 marks)
Explain how asymmetric information may contribute to an inefficient allocation of resources and discuss one government action
to account for the market failure (4 marks)
Explain why any one of the following services is generally regarded as an example of a public good: prisons, defence services
or lighthouses (4 marks)
Discuss two measures the government could take to minimise the problems associated with any negative externality in
production, such as excessive emissions of Co2 into the atmosphere by big businesses. (4 marks)
Describe one recent example of government intervention in markets that unintentionally leads to a decrease in the efficiency of
resource allocation. (4 marks)
Outline one way the government can seek to increase competition in markets. (2 marks)

Answers and suggested responses at end of
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YOU BE THE ASSESSOR: UNIT 3 AOS 1

In this section, you are required to assess the responses presented for each of the questions. You should award the responses a
score (either full marks or less than full marks) and justify your decision. Once complete, compare your assessment to that of
the authors [provided at the rear of the Study Guide.

1. A) Draw a fully labelled diagram below and show how an increase in the demand for king prawns at any given price is
likely to be reflected in the diagram. 2 marks

Sample Answer 1 Sample Answer 2
Market for king prawns

Quantity

TQZ
Qi

Price

sz
P1

D1

P1 P2 Price Q1 Q2 Quantity

Justification

B) Outline and justify two demand factors that would be expected to shift the demand curve for hing prawns to the
right and interpret how this is likely to influence the equilibrium price and quantity for king prawns. 4 marks

$ample 1

Two Demand factors that would be expected to shift the demand curve for kRing prawns to the right could be a decrease in income tax rates
and an increase in immigration that boosts our population. Lower income taxes will increase disposable income, meaning they have more to
spend and hence increases the quantity consumers wish to buy at any price, shifting the demand curve to the right. An increase in Australia’s
population will also shift demand to the right at any given price. This shift in the demand curve will allow producers to increase their prices
leading to an expansion in supply and demand at the new equilibrium where more king prawns (quantity rises) are sold at a higher price.

Justification

sample 2

Two demand factors that would be expected to shift the demand curve for king prawns to the right could be lower income taxes increasing
disposable incomes and an increase in Australia’s population brought about by higher immigration. As disposable income increases consumers
have additional money available and their capacity to buy goods and services increases so a “normal” product like king prawns would be
expected to see an increase in demand at any given price (ceteris paribus). Equally as Australia’s population increases (ceteris paribus) there
will be more people to consume prawns at any given price shifting the demand curve to the right at any given price. At the original equilibrium
price there will be an excess of demand or a shortage of supply. The producers will observe that they can increase their prices and sell more
prawns which will increase the profits available. The higher prices and profits will see more resources allocated to supplying prawns so the supply
of prawns will expand towards the equilibrium price. As the price rises the demand will contract along the new demand curve until demand is
equal to supply and a new equilibrium with higher prices and quantities of king prawns sold.

Justification
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2. Discuss the role of competitive markets in achieving dynamic and allocative efficiency within an economy and explain the
link to living standards. 6 marks

sample 1

Allocative efficiency refers to how well resources such as capital and labour are being used to produce the goods and services that best satisfy
society’s needs and wants and hence maximise overall living standards (our quality of live in material and non material terms). If allocative
efficiency is achieved then resources are best satisfying society’s needs and wants and no alternative use will make society better off so living
standards are maximised. Dynamic efficiency refers to how quickly resources can be utilised to satisfy society’s needs and wants as our tastes
and preferences change and the point of allocative efficiency changes. How quickly resources can be reallocated to produce these goods and
services will be important in satisfying our living standards. If it takes a long time for resources to move to produce what society desires then
dynamic efficiency is low and living standards will decline until allocative efficiency is achieved. For example, if sugar free drinks become more
popular but producers take two years to alter their production towards these drinks, then dynamic efficiency is slow and allocative efficiency
will not be achieved for at least two years. A competitive market, with many buyers and sellers, will force businesses to produce more efficiently
and so allocative and dynamic efficiency are likely to be achieved. This will result in higher living standards than would be likely to occur in a
non competitive market.

Justification

Sample 2

Allocative efficiency refers to how well resources such as capital and labour are used to produce goods and services that best satisfy society’s
needs and wants. If allocative efficiency is achieved then no alternative use of resources will make society better off so living standards (our
quality of life) are maximised. Dynamic efficiency refers to how quickly resources can be utilised to satisfy society’s needs and wants as our tastes
and preferences change and the point of allocative efficiency changes. The time it takes for resources to be reallocated to produce these goods
and services will be important in satisfying our living standards. If it takes a long time for resources to move to produce what society desires
then dynamic efficiency is low and living standards will decline until allocative efficiency is achieved. A competitive market involves many
buyers and sellers who have very good information about what is in demand, as well as ease of entry and exit so they can easily move their
resources to producing goods and services that are in high demand (consumer sovereignty) and hence increase profits. If producers are slow to
reallocate resources then a competitor/s will quickly enter the market or increase output to gain market share and hence increase their own
profits, whilst the less dynamic producers will find the lower demand for what they are producing will reduce profitability. Given that producers
seek to maximise their profits, as consumer preferences change and demand shifts between good and services, the relative price and profit firms
can make from the more highly demanded items will also increase. Firms that are slow to adjust will lose market share and potentially go
broke. Accordingly, a competitive market will force firms to be more dynamically efficient and therefore more responsive to consumer demands
compared to markets that are less competitive. This will result in higher (material) living standards as consumers will have access to better
quality and/or lower priced goods and services. For example, if sugar free drinks become more popular but producers take years to respond
because they have an effective monopoly/oligopoly (i.e. market power prevents an erosion of profits that would occur in a more competitive
market), then dynamic efficiency is low and allocative efficiency will not be (quickly) achieved, lowering living standards.

Justification

Q3. Explain why a producer would prefer to operate in a market with low price elasticity of demand (PED) for a product
and outline the significance of one factor influencing the PED. 4 marks

$ample 1
The PED refers to how the quantity consumers are willing to buy will respond to a change in the price of the relevant good or service. In a

market with low PED, a given % change in price will cause a smaller % change in quantity demanded. For example, if raising the price by 10%
leads to a 5% fall in sales, then the product will have a low PED. This means that a low PED allows producers to make more profit if they raise
prices because the negative impact on quantities sold will not be enough to outweigh the positive impact from higher prices, enabling the total
sales revenue (i.e. price X quantity) to increase. In contrast, a high PED would mean that a 10% rise in price would lead to a greater fall in
demand (of say 50%), which will lead to lower profits overall due to the higher price having a larger impact on the quantity bought. Producers
therefore wish to operate in a market with low PED. The degree of necessity to consumers will influence how consumers respond to a change in
price. If a good or service is a ‘necessity’ (i.e. a need), then as the price rises consumers are likely to keep their demand relatively constant and
reduce consumption of less important goods and services (i.e. those that are not necessities). Addictive products, like tobacco, are a good
example of products with a low PED. It highlights an important reason why governments impose higher and higher excise on tobacco, knowing
that the higher tax actually increase government tax revenue.

Justification
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$ample 2

The PED relates to how quantity responds to a change in price. Low PED will allow firms to raise price and increase profits. Producers generally
seek to maximise profits and so they want to operate in a low PED market whenever possible. A factor that would be likely to influence the
PED is the degree of necessity. This can be influenced by advertising so more advertising will mean that a product is more likely to be a necessity
and elasticity will therefore be lower.

Justification

Q4. Evaluate the role of an unregulated market in allocating resources. 5 marks

$Sample 1

An unregulated market is one that is free of any intervention/controls and so producers are free to use resources in whatever way that maximises
profits. Markets are effective (dynamically efficient) in allocating resources to satisfy consumer demand (consumer sovereignty). In order to
produce goods and services, resources such as labour and capital are required. In a ‘competitive market’ with many buyers and sellers, and easy
entry and exit from a market, producers will quickly respond to changing consumer demands in order to maximise profits. This reallocation of
resources occurs because, as the demand for one output increases, producers will observe shortages in the market and the price rises to attract
new supply, increasing the relative price received compared to an alternative use. This increases the relative profit from the product in greater
demand and results in unregulated markets being effective at allocating resources to satisfy consumer preferences. However, what some
consumers desire (e.g. illicit drugs, tobacco, overconsumption of alcohol) may not be what best satisfies the needs and wants of society as a
whole (allocative efficiency). Accordingly, satisfying consumer needs is unlikely to be the most allocatively efficient use of resources that best
satisfy society’s needs and wants, which ultimately means that unregulated markets will lead to an (allocatively) inefficient allocation of
resources. Markets will fail to deliver the best outcomes for society. In other words, unregulated markets will fail to achieve the most allocatively
efficient allocation of resources and these ‘market failures’ can come in a number of forms. For example, markets fail due to externalities
associated with production and consumption of some goods and services which leads to an over or under-allocation of resources to the
production of these goods and services. In the case of pollution as a negative externality, it is often created in production that damages current
and future living standards. Without regulation, excessive pollution would occur and there would be an over-allocation of resources to relative
‘dirty’ forms of production and therefore an under-allocation of resources to ‘cleaner’ forms of production. If, however, producers were forced,
via laws/regulations, to pay the full cost of this pollution (i.e. the government attempts to internalise the negative externality), then the market
price would rise and consumers would buy less. This would ultimately result in fewer resources being allocated to this output and hence help to
rectify the market failure (too many resources causing pollution). Because of market failures such as this, governments intervene in markets via
regulations and controls in order to ensure that allocative efficiency is more likely to be achieved than under an unregulated market.

Justification

$ample 2

An unregulated market is a market free from any regulation and controls. A market is where buyer and sellers come together and in a
competitive market where there are many buyers and sellers and easy entry and exit from the market producers will be forced to produce
what is in demand or another firm will enter or increase their output to gain market share and higher profits. This occurs because as demand
increases producers will observe shortages in the market and will increase their prices to increase their profits and make it worthwhile allocating
more resources to its production. This raises relative price compared to alternative uses of resources and hence relative profit increases and more
of this output will be created. Dynamic efficiency refers to how quickly resources can be allocated to satisfying consumer needs and the fear of
competition and losing market share will mean that firms will quickly alter what and how much they produce to maximise their own profits by
satisfying consumer sovereignty. A regulated market with controls and laws may be slow to respond to changing consumer needs for instance
government regulation restricting where and how many houses or flats can be built on land will force up prices and reduce the markets ability
to satisfy consumer needs for more property. Thus an unregulated market will be best at satisfying consumer sovereignty due to improved
dynamic efficiency.

Justification
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Q5a. Explain using an example from the last two years, how government intervention in a market has unintentionally
reduced the efficiency of resource allocation. 6 marks

$ample 1

Markets left to competitive forces will typically be technically efficient and dynamically efficient because of the need to stay competitive and
to produce what is in demand (consumer sovereignty), in order to maximise profits. However, consumers do not always “buy” what is in society’s
best interests, leading to an under (e.g. education) or over allocation of resources to some forms of production (e.g. illicit drugs), hindering our
ability to achieve allocative efficiency (the allocation of resources that best satisfies the needs and wants of society). The government typically
involves itself in markets to alter the allocation of resources so that resources are more likely to be used in an allocatively efficient manner.

E10 Biofuel is a fuel that contains 10% ethanol. The NSW and Qld governments have mandated (regulation) that 4% of fuel in QLD and 6% of
fuel sold in NSW should be E10 biofuel. The government has intervened in this market to promote a more environmentally friendly fuel source
that reduces reliance on fossil fuels (reducing negative externalities by helping to reduce emissions, assist with managing “climate change” and
boosting intertemporal efficiency by ensuring fossil fuels last longer), and to establish an Ethanol industry in Australia.

The government intervention mandates large fines of up to $550,000 per quarter for not achieving the E10 targets. However, consumers
typically do not want to buy E10 fuel and many retailers have removed regular unleaded fuel pumps to force consumers to buy E10. While E10
demand has increased, consumers have also switched to buying premium fuels which most cars do not need, costing motorists more money and
reducing spending on goods and services that would bring greater utility.

The Productivity Commission and the ACCC both recommend the removal of the biofuel mandates because it reduced consumer choice,
damaged dynamic efficiency due to reducing competition and did not bring environmental benefits, indeed protecting local ethanol producers
by discounting the fuel excise on local production but imposing the full excise on imported fuels actually prevented the importation of more
environmentally friendly fuel sources.

Overall, the government intervention led to an allocation of resources that actually reduced how efficiently resources are used in the Australian
economy because consumers were “forced” to buy more expensive fuel that reduced their discretionary income and hence their ability to satisfy
needs and wants that bring greater utility. This also reduces the income of other businesses potentially increasing unemployment, which prevents
technical efficiency from being achieved since there are unused resources sitting idle. Resources were also used for ethanol production rather
than in areas of greater comparative advantage such as agricultural exports. On top of these unintended consequences the desired
environmental benefits were not achieved. In combination, this intervention has made it harder to achieve allocative efficiency and as a result
government intervention has led to a less efficient allocation of resources in the economy.

Justification

$ample 2

Governments typically intervene in markets to correct for market failure which occurs when resources are not used in a way that best satisfies
the needs and wants of society (allocative efficiency). Consumers will typically buy what is in their own perceived self-interest rather than
consume what is in the best interests of society. For instance, we typically over consume tobacco, illicit drugs and fossil fuels (which create
negative externalities whereby costs are imposed on third parties) and under consume education and health (positive externalities, providing
benefits to third parties).

In order to ensure that workers are paid a salary that allows them to live a “dignified” quality of life, the government intervenes in labour
markets by setting a minimum wage. This wage is adjusted each year by Fair Work Australia (FWA). In 2017, FWA also reduced penalty rates
for weekend work because it said it created a two tier playing field between large firms who set wages based on Enterprise Bargaining
Agreements (EBA’s) and small businesses who were forced to pay weekend penalty rates. As a result, FWA felt that many small businesses
simply stayed closed or worked reduced hours.

Setting a minimum wage above the market clearing equilibrium price/wage (where demand = supply) means that more workers are attracted
to offer their services and so participate in the labour market. This leads to an expansion in the supply of labour. However, setting the wage
too high increases the cost of employing people and so firms typically substitute to capital (machinery/automation/robotics) or reduce the hours
they open. As a result, the demand for labour falls, leading to a contraction along the demand curve for labour and higher unemployment. As
a consequence, allocative and technical efficiency are not achieved, demonstrating that government intervention can have unintended
consequences.

Justification
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Q5b. Use a fully labelled diagram to show how the market referred to in part (a) will be affected by either the government

intervention, or some other factor. 3 marks
$ample 1 $ample 2
?fmb—- F—J 2
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Q5¢. Explain how the marhket adjusts following the government intervention. 2 markhs

sample 1

Following the mandated (regulation) requirement for E10 fuel sales and significant fines for non compliance, producers/ suppliers in NSW
removed the ability for consumers to buy regular petrol by limiting the availability/ supply of regular fuel. Since fuel is a necessity for many
households, it has a low price elasticity of demand, which meant that consumers needed to substitute to an alternative fuel source. Many moved
to buying Premium fuel which shifted the demand curve to the right, such that at any given price, the demand for Premium fuel increased,
leading to a shortage of Premium fuel at the original price. This sends a signal to producers that they can increase prices and make higher
profits, leading to an expansion in supply and more resources being allocated to the supply of Premium fuel in NSW. Supply for fuel is relatively
elastic since fuel is easily stored and so only a relatively small price rise is needed to attract the extra resources required to meet the increased
demand. As the price rises demand contracts until a new equilibrium is achieved at E2, with a higher price and greater quantity being bought
and sold.

Sample 2

Setting the minimum wage (P2) above the market clearing wage (P1) has led to an expansion in the supply of people willing to work, boosting
participation rates. At the same time the higher wage has reduced producers demand for workers leading to a contraction along the demand
curve (Qd). This has created unemployed workers (Q1-Qd).

Justification

Q6. Explain how a decrease in the price of a good can affect the demand for a complement. 2 marks

sample 1

A decrease in the price of a good can affect the demand for a compliment as if the good is cheaper, consumers will be more willing to
purchase that the compliment in comparison to another that is more expensive, therefore demand for the complement will increase. This will
in turn lead to an excess demand at the old price, which forces up the price and leads to more resources being allocated to the production of
the complement over time.

Justification

Sample 2

A complement is typically consumed with a product, such as butter being a complement for bread. If there is a decrease in the price of a good
(such as bread), it is likely to increase the demand for its complement (such as butter) because bread consumption is likely to rise (due to the
law of demand), which necessarily leads to an increase in demand for its complement given that both goods are consumed together.

Justification
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Q7. Using a contemporary example (ideally last 2 years) explain how government intervention in markets to address market
failure can unintentionally decrease the efficiency of resource allocation . 6 marks

Governments typically intervene in markets to correct for market failure. An example of intervention is the use of excise taxes to reduce the
demand and hence quantity of resources allocated towards tobacco based products and services. Since 2013 the Federal Government has been
imposing an additional 12.5% excise tax increase on tobacco each year until 2020. Because smoking is addictive the demand for cigarettes is
price inelastic meaning that demand falls by a smaller percentage than the price rises so that producers who collect the excise tax typically pass
most of this cost on to consumers. However, these high prices have led to a rise in criminal activity because some consumers are substituting
towards illegal tobacco which has reduced the effectiveness of higher prices to limit the demand for tobacco and hence how resources are
allocated.

$ample 1

Justification

$ample 2

Market failure occurs when markets are not allocating resources in an efficient way that will maximise living standards. Unregulated markets
are typically driven by what consumers wish to buy. However, consumers do not always buy what is in their best interests which leads to resources
being allocated in a way that does not maximise the well being of society overall (allocative efficiency is not achieved so market failure occurs).

As a result governments intervene in markets to correct for this market failure but this intervention can lead to a less than optimal allocation
of resources. For instance, tobacco and smoking creates negative externalities (costs imposed on third parties not paid for by the “consumer”)
such as passive smoking and higher health costs. To correct this externality (market failure) the government has been raising the excise tax on
tobacco by 12.5% per year. This has seen the price of cigarettes in Australia increase significantly more than the prices paid in some countries
(less than $2 a packet in some Asian countries). These price differences create large profits for criminal groups to exploit and cause many
consumers to substitute to illegal tobacco products, leading to significant amounts of excise tax being avoided due to black market sales and
an increase in the costs of policing illegal activities.

When an economy is directing more resources at criminal activities it is very unlikely to be achieving the allocation of resources that best satisfies
society’s needs and wants. The lost tax revenue cannot be used to improve services and infrastructure, further reducing the capacity to allocate
resources in way that best maximises living standards. Additional resources are also being allocated towards policing the increased criminal
activity reducing the ability to prevent other more serious crime such as hard drugs and gang activities. More resources are also being directed
at criminal activity, also reducing how effectively we are using resources. As a result, it can be argued that the high excise taxes being imposed
to reduce tobacco consumption and improve resource allocation, are not being done in a way that minimises the opportunity costs of the
interventions and creates unintended consequences that impact negatively upon allocative efficiently.

Justification
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Chapter 2 [Unit 3 AOS 2]
Domestic macroeconomic goals

The nature and purpose of economic activity

Up to this point we have mainly focused on issues of a ‘microeconomic nature’. This means that we have analysed the
behaviour of individual or specific sectors or parts of the economy, such as demand, supply and price of particular
products, or government intervention in various markets. We will now move to examine issues of a ‘macroeconomic
nature’. This means that we will look at ‘economy wide’ issues, such as ‘aggregate demand, ‘aggregate supply’
‘macroeconomic activity,” ‘output,” 'employment’ and ‘income.”’

Note that a microeconomic analysis assists government policy makers devise policies to improve the structure and
performance of particular sectors or markets in the economy such that a more efficient allocation of resources can be
achieved. In contrast, a macroeconomic analysis helps to devise policies to improve the performance of the economy
as a whole such that the key macroeconomic goals of governments can be achieved.

Economic activity refers to the expenditure,
production (i.e. output), employment and income
that takes place in an economy when goods and
services are produced and sold. Over time, it must
be the case that the values or flows for production,
income and expenditure are equal and
interdependent:

Expenditure = Production = Income

This is because the total money that is spent on
Australian goods and services (expenditure) has
resulted in those goods and services being produced
and sold (production) which then causes money to be
paid for the use of factors of production (income).
For example when a motor car is sold for $30,000,
the total amount of $30,000 represents expenditure,
which is the same as the total ‘value added’ or the final
value of the product (production). The $30,000 is distributed to resource owners as income in the form of wages, profit,
interest, etc.

Expenditure on Australian production is referred to as Aggregate Demand (AD) and is made up of a number of
components in the Australian economy:

AD =C+1I+ G1 + G2 + X—M, where

C = Consumption expenditure by Households on consumer durables (e.g. whitegoods) and non-durables (e.g.
food)

I = Investment spending by businesses on capital items (e.g. factories, robotics, etc)
G1 = Government Consumption expenditure on goods and services that are not ‘capital’ in nature (e.g. money
spent on the provision of government services provided free of charge, such as payment of government

employees, stationery, rent, etc)

G2 = Government Investment expenditure on goods that are of a capital nature (e.g. buildings, infrastructure
etc.)

X = Exports of goods and services are added because they still represent expenditure on Australian goods and
services (even though it is overseas expenditure)

M = Imports of goods and services are deducted because they do not represent expenditure on ‘Australian’ goods
and services.
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A simple model of an economy

Assume a country is extremely primitive in the sense that it does not:
e invest (i.e. all production is consumed);

e have a government; nor

e trade with other countries.

In this country’s economy, it must hold that production, income and expenditure are identical (as we expect) and total
expenditure is:

AD =C

Now assume that people in the economy realise that there are benefits to saving some of their income and investing it
for future growth.

Savings (S) ‘leak’ from economic activity (leakage) before reappearing in the form of investment or further consumption
(injection”) and our AD becomes:

AD=C+1

Now assume that the value of ‘government’ is recognised, and the people form a government to rule and provide ‘public’
goods and services. They levy taxes (T) which are another ‘leakage’ from the economy, but these are ‘injected’ again
via the provision of G1 and G2 which provides a stimulus to AD. Our AD becomes:

AD =C+1I+ G (G1 + G2)

Finally, assume that the value of international trade is recognised and the economy imports goods and services, ‘leaking’
further money from economic activity. However, the sale of exports ‘injects” money into economic activity. Our AD
becomes the same AD that exists for every sophisticated economy in the world:

AD=C+I+G+X-—-M

Note that the combined leakages are:

S + T + M = total leakages

I + G + X = total injections

Over time, leakages must equal injections in every economy so that: .
I+G+X=S+T+M U/ _
Accordingly: (I-S) + (G-T) + (X-M) =0

e This means that if, for example, the level of Savings over a period are less than the level of Investment (i.e. I
> S), and the government’s budget is balanced (G = T), then we must have a Trade (or ‘current account”) Deficit
(M > X); and

e If (S =1) and we have a budget deficit (G > T), then again we must have a Trade Deficit (M > X).

These implications are useful when examining external transactions later in the Study Guide.

Exam Tip: Students are not required to demonstrate an understanding of the ‘simple model of the economy’ as
shown above. Itis included to provide students with an introduction to the key macroeconomic flows in the

economy which should assist in an understanding of the ‘the circular flow model of income’. This is a new key
knowledge point in the VCE Economics Study Design (2017-20121) and is covered below.
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Measuring macroeconomic activity

Gross Domestic Product (GDP)

The Australian Bureau of Statistics collects statistics on economic activity on a daily basis. GDP is its key statistic
providing information about the level and movement in economic activity over time. In particular, GDP was designed

to determine the level and growth in the production of goods and services in Australia. Given that production =
expenditure = income, then

GDP=C+I+Gl1+G2+X-M

nominal

GDP is defined as the final market value of all goods and services produced in the
Australian economy over a given period of time. Alternatively, it is the total ‘value
added’ during each stage of the production process. GDP figures are released

quarterly for the March, June, Sept and December quarters. gross domestic product

o \\I "‘f(i\n\;:;:".’\‘lnlg;'lll
country 3

o trade

Given that economic activity is made up of the identical flows for production, income
and expenditure, the ABS uses three approaches to providing estimates of the level
of GDP over time.

power
metric
economy

mventory

e The income approach (I)— based on estimates of all incomes earned in the economy;
e The expenditure approach (E), based on estimates of total expenditure on Australian goods and services; and
e The production approach (P)based on estimates of total output produced in Australia.

Each ‘estimate’ of GDP is compiled from different sets of statistics which typically produce slightly different figures. The
ABS overcomes this problem by calculating an average

The Chain Volume Measure of GDP — real GDP

When GDP increases for a particular period it is referred to as an increase in ‘Nominal GDP’. This means that the ‘value’
of production has increased. However, the value may have risen because of higher prices and/or increased volume of
production. Given that the ABS is concerned about economic activity (i.e. movement in total volume of production) it
devised ways to remove the ‘price’ effect so that any increase in GDP was ‘real’ in the sense that it represents an increase
in the amount (or ‘real value’) of production. The chain volume measure of GDP is used by the ABS to provide an
estimate of ‘real GDP’ in the economy. In simple terms, it involves using prices from the previous period and applying
them to current period volumes. So any increase in the ‘value’ must have occurred because of rising activity or volumes.
It is this that provides the most accurate measure of economic activity in our economy, which in turn provides an
indication of how well the economy is performing in terms of income/wealth generation and improvements in (material)
living standards. For example, an increase in GDP from $1 trillion to $1.1 trillion over a given year would represent zero
growth in real GDP if inflation was 10%. If inflation was greater than 10% then the value of real GDP would have fallen
despite a reported increase in nominal GDP.

Gross National Expenditure (GNE

This represents the total expenditure by Australians on goods and services produced anywhere. Note that this is different
to GDP in that GDP is equivalent to the final expenditure on Australian goods and services. Accordingly, when
determining levels of GNE we do not need to deduct those components of C, I, G1 or G2 that are imported. In addition,
we do not add exports like before because they do not represent expenditure by Australians, but rather expenditure by
overseas residents.

GNE=C+ I+ G1+ G2

Whilst it is true that production = expenditure = income, this is only true when the ‘expenditure’ is defined as expenditure
on Australian goods and services. Accordingly, it is possible for expenditure to be different to production and income if
we define expenditure as Australians’ expenditure on any goods and services (i.e. GNE).

This has generally been the case in Australia over the past few decades, where we have been spending more than we
earn (or produce):

GNE > GDP, which means M > X

This has implications for the external sector which we will explore later when covering Unit 3, Area of Study 3.
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The circular flow model of income

Economic activity can also be depicted via a five sector model of an economy, with five key sectors in the economy
connecting the key flows in the economy. These sectors are:

The Business sector
The Household sector
The Financial sector
The Government sector
The External sector

As highlighted in the model below, the flows of production, income and consumption occur as a result of transactions
between the Business and Household sectors. The household sector provides the Business sector with resources (such
as labour) and this is highlighted by Flow 1 in the diagram. In return, the business sector provides the Household sector
with income (such as wages), which is highlighted by Flow 2. Part of this income is then consumed via the purchase of
goods and services (i.e. Consumption), which forms part of Flow 3. However, part of the income earned by households
does not immediately result in the spending on Australian goods and services because the income is diverted through
the Financial, Government and External sectors in the following three ways:

e Part of household income is saved (leakage from the model) in the Financial sector (e.g. put into bank
accounts), who then ultimately lend the money back to other households or businesses (injection into the
model). The money ends up being spent either in the form of Investment or Consumption.

e Part of household income is taken by the Government sector in taxes (leakage), but it too ultimately finds
its way back into AD (injection) either via Government demand (such as spending on infrastructure) or via
Consumption once welfare recipients (such as pensioners) spend government transfers.

e Part of household income is spent on foreign goods and services (i.e. imports), which detracts from AD
(leakage) given that it does not represent demand for goods and services that are produced by Australia’s
Business Sector. But this is at least partially offset by foreign demand (injection) for Australian goods and
services (i.e. exports).

Flow 4:
Production of goods and services (real GDP)

Flow 2:
Income returned to household sector for providing resources/factors of production ‘

wages & salaries

Interest
Profits

Household Business
sector sector

Flow 1: S
Resources/factors of production provided to the business sector 1
')
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capital }“ !-E':'
il
><
N r —— Consumption (Q) N =5
Y DA
Savings (S) - - Investment (I)
> Financial
sector
w
-1 =.
=" o
£ 1 1 2
< =
= =
Taxes (T) Government (G) w
>
/N
N Imports (M) - External Exports (X)
- sector

The CPAP Study Guide to VCE Economics, Part 1 (Unit 3), 13th Edition (2019) by Romeo Salla and Toby Robertson 64



Overall, the total demand placed on Australia’s Business sector is made up of AD (Flow 3) which then determines the
total real value of production in the economy, which of course is real GDP (i.e. Flow 4).

The use of the model helps us to gain a better understanding of the
influences affecting AD and economic activity. For example, it should be
apparent that any decision by the Household sector to increase its rate
of Savings (e.g. because householders have lost confidence in the
economy) will tend to reduce the growth of AD and economic activity
unless the Business sector is immediately willing to increase Investment _
spending by the same amount. If the Business sector is also oy
experiencing low confidence levels then an equivalent amount of / B
Investment is unlikely to occur, even in spite of a fall in interest rates \\
that should occur when savings increase. Similarly, a decision by the \
Government sector to raise Taxes without any corresponding increase in L1
Government spending (i.e. increase budget surpluses) should also act as . Qf |
a further constraint on AD and economic activity (in the short term). B : Ao
With respect to the External sector, a decrease in the international LL'{-'
competitiveness of Australian exporters and import competing producers |
should also serve to constrain AD and real GDP as Australians will tend
to purchase more imports (rather than local products) and foreigners will s
tend to purchase exports from Australian competitors (such as New

Zealand).

The difference between material and non-material living standards

As discussed, macroeconomic activity involves the production of goods and services, income earned from this production
and expenditure on goods and services. This cycle of production, income and expenditure occurs because it provides a
means by which economic prosperity and living standards can be advanced for people in society. However, living
standards can be measured in both material and non-material terms.

Material living standards
real GDP per capita (person). This involves dividing the total value of real production that has taken place in an

economy over a period of time (i.e. real GDP) by the total population. It provides a rough guide as to the
average income or spending power (or share of production) enjoyed by Australians.

Non material livin standards

of those factors that are commonly measured in material terms (e.g. real GDP per capita or average household
wealth). It includes factors like air quality, exposure to crime, freedom of expression, access to natural resources
and mental health.

Factors that may influence living standards
The most obvious factor influencing (material) living standards is our access to goods and services

shelter) to luxuries (e.g. holidays and entertainment) ultimately depends on the purchasing power of the income we
earn from working or via the receipt of transfers, such as government pensions or unemployment benefits. When
economic activity is growing, reflected in relatively high levels of real GDP, it should result in higher levels of incomes
per capita (per person) and lead to an increase in the access to goods and services for Australians on average. This is
clearly a major reason for the government implementing policies that seek to stimulate economic activity (or economic
growth) over time.

However, when devising policies, governments are increasingly placing emphasis on non-material factors that impact
on our quality of life. This can be seen in the growing emphasis on sustainable economic development (such as recent
efforts to find renewable forms of energy) and conservation of the natural environment. Environmental quality

environment more generally. However, efforts to improve environmental quality more generally will ultimately feed
back to protect our ability to derive income from the use (or exploitation) of our natural resources, which protects the
material living standards of future generations.

Interestingly, as a country gets richer, it has the capacity to devote more of its resources to the preservation of the
environment. For example, the rapid increase in China’s development and material wealth has enabled it to make more
concerted efforts to implement policies that are designed to reduce pollution and protect its environment. Similarly,
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even in already developed countries, the improvement in material wealth over time (combined with advances in
technology) has, in some instances, resulted in positive outcomes for the environment. For example, it is possible to
fish in the Hudson (New York) and Thames (London) rivers today (and even eat the fish!) when this was not possible
30 years ago. Accordingly, growth in real GDP (or income) per capita over time will not only improve our access to
goods and services, it will result in more tax revenue that can be devoted to spending on the environment.

Our living standards will also be heavily influenced by factors such as our physical and mental health, life expectancy,
crime rates and literacy rates. High levels of physical and mental health

levels will also greatly impact on our enjoyment of life more generally. It will tend to improve our ability to enjoy
freedom of movement with fewer ailments or ilinesses into older age and also minimizes our exposure to the negative
effects associated with mental iliness such as depression, which might include social withdrawal and suicide.

High rates of life expectancy that have been experienced in the developed world, including Australia, can have both
positive and negative effects on living standards. On the one hand, a higher life expectancy can prolong our ability to
enjoy the benefits of material consumption, enabling us to improve our lifetime income earning capacity and amass
greater levels of wealth that can be enjoyed into retirement. However, on the other hand, a longer life could mean that
more income needs to be earned over the course of our working life in order to sustain us through a longer retirement.
In addition, a longer life could also be a result of advances in medical technology that enable some people to live with
illnesses or diseases that negatively impact on their enjoyment of life.

In relation to crime rates, the extent of the impact on living
standards will depend on the type of crime being committed.
‘White collar’ crime, such as fraud and insider trading will have
the potential to decrease efficiency and economic activity,
which ultimately affects incomes per capita and the ability to
access goods and services. This is because these crimes are
examples of market failures (asymmetric information) and
ultimately cause consumers (or investors) to reduce
expenditure on goods or services that they might otherwise
have undertaken. For example, stockbrokers engaging in the
crime of trading on the basis of insider information will result
in many consumers of financial services (or investors) not
investing in the stockmarket, which ultimately reduces the
ability of the *financial sector’ to efficiently provide funds for
business investment. This negatively impacts on AD, real
GDP, incomes per capita and access to goods and services.

Other crimes, such as those against ‘the person’, including
murder, assault and rape, clearly have a negative impact on the (non-material) quality of life of victims of crime and
society more generally. The rise of terrorist crimes in Australia, and around the world, is a perfect example of how crime
(or even the threat of crime) can increase anxiety levels and reduce our enjoyment of life. While crimes do indeed
perversely create economic activity in terms of the money spent on crime prevention (e.g. money spent on providing a
police force and security services), these economic benefits (e.g. greater employment and income) are outweighed by
the negative effects of crime more generally.

Literacy rates refer to the ability of a given population to read or write. High rates of literacy will typically translate
into higher material standards of living given that employment opportunities (and income earning potential) will be
enhanced for those with higher literacy skills. Those unable to read or write will usually be restricted to low paying, low
skilled jobs (such as manual labour) that are increasingly becoming scarce in light of the advances of technology. This
means that people with the lowest levels of literacy are more likely to be unemployed, relying on relatively low
government transfer income that will permit access only to the most basic of goods and services. To the extent that
low levels of literacy and (long term) unemployment is correlated to crime rates, the negative impact on living standards
is amplified. Low literacy rates should also negatively influence non-material standards of living given the importance
of communication to social connectedness. Those unable to read or write will be restricted in their ability to contribute
to conversations or become an active member of our democracy.
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The nature and causes of the business cycle

This is also referred to as the ‘trade cycle’ or ‘economic cycle’. If we plot the actual movement of output over time on
a graph, peaks and troughs will become evident, with clear ‘cycles’ becoming apparent. This is described in the diagram
below:

Business cycle

% change in Peak (most likely a boom)
real GDP)

Peak (mpst likely not a boom)

Downturn (contraction)

8% f---mmmmmm e N N e e

0% - e NG

Recovery (upturn)

/ Time

Trough (but recession if more than two consecutive quarters)

Trough (but not recession)

The major points to note about the economic (business) cycle are:

All cycles are characterized by peaks, troughs, recoveries and downturns;

Not all peaks result in ‘Booms’ in economic activity;

Not all troughs result in ‘recessions’;

The length of each economic cycle is rarely the same (e.g. the length of one recovery and peak may be much longer
than the recovery or peak experienced in the previous economic cycle).

Why do we have business cycles?

When the economy approaches a peak the following events are typical:

e spending and confidence are high;
e production is strong and capacity is heavily utilised; and B

e unemployment is decreasing to much lower levels. \,,C,MSH\ZBT CRISXS ,,,W S
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When these factors are strong and pronounced (e.g. very high production (Ml
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What normally accompanies a peak (particularly a Boom) is: 7;%;$ H‘“‘“‘W €48(\
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e increased wage pressures; J e
e higher interest rates (demand for money A relative to supply); "”‘ 3
e rising inflation (both demand and cost); @:’
e overvalued asset prices (such property and shares); MORTGAGE
e higher import levels as a result of production exceeding capacity; and
e a growing reliance on debt.

These factors then normally result in a contraction or downturn in the level of economic activity for reasons such as:

increased costs via higher interest rates and wage pressures;

a realisation that debt levels become unsustainable and asset prices are too high;
reduced competitiveness of our tradables sector;

lower confidence of consumers and producers; and

decreased AD via lower Consumption, Investment, Exports (and higher imports);
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The contraction is then characterised by:

slow or declining rate of growth in production;
underutilisation of capacity;

high unemployment;

low inflation and falling interest rates; and
Reduced wage pressures.

In this environment, with lower inflation, declining interest rates and falling wage pressures, the economy will eventually
rebound (or recover) and the cycle inevitably continues.

If the contraction in the level of economic activity is protracted enough the situation is referred to as a RECESSION
(technically defined as two consecutive quarters of negative GDP growth). The last time this occurred in Australia was
the early 1990’s, following the Boom of the late 1980’s. However, Australia has experienced one quarter of negative
economic growth on three occasions since the late 2000s. First, in the December quarter of 2008, when quarterly
growth fell by 0.9% (an annualised rate of -3.6%) in response to the global financial crisis. Then again in the first
quarter of 2011, when growth fell by 0.4% (an annualised rate of -1.6%) in response to the effects of the natural
disasters impacting on eastern Australia (i.e. the floods and cyclone), and again in the September quarter of 2016
Positive growth rates in the remaining quarters of each of those years was enough to prevent both a reduction in the
annual rate of economic growth and a technical recession.

A prolonged recession is referred to as a DEPRESSION (e.g. Australia in the 1930's).

While a BOOM is normally characterised by strong production, high inflation and low unemployment and RECESSION
by weak production, low inflation and high unemployment, since the 1970's economies have, at various times,
experienced situations of low production growth, high inflation and high unemployment. This is referred to as a period
of STAGFLATION, which occurred in Australia between 1973 and 1983, with unemployment reaching a peak of 10.2%
in 1983 and inflation averaging 11.6% per annum over the entire period!

The meaning and importance of aggregate demand (AD) and aggregate supply (AS)

You should recall that AD represents the total demand for goods and services produced in Australia, made up of the
following components:

AD=C+I+Gl1+G2+X—-M

The relationship between AD and the aggregate (total) price level in the economy is similar to the relationship between
demand for an individual good or service and price, in the sense that there is an inverse relationship. However, the
reasoning is not entirely the same. For individual products, when the price falls, we assume that everything else remains
constant (ceteris paribus) and the price drop encourages both a ‘substitution’ (substitution effect) into the product as
other competing products are ‘relatively’ more expensive as well as the ‘income’ effect.

When the general price level falls on the other hand, it causes AD to rise for the following types of reasons:

e Wealth effect lower aggregate prices means wealth in the form of fixed assets rise in real terms causing
consumption to rise (i.e. inflation is not eating into the value of assets).

e Purchasing power effect PRcks

to rise (this is like the income effect in relation to price changes for

specific goods).
e The interest and exchange rate effect : lower inflation reduces

interest rates, which encourages capital outflow and a lower exchange

rate, which then increases net exports (X-M). Ad
e External effect

REAL GDP

This should make sense given that a lower price level (or a lower inflation rates relative to overseas or relative to income)
is likely to result in higher consumption, investment and export growth, as well as reduced demand for imports.
Accordingly, our AD can be plotted on a diagram, as shown in the diagram above.

The CPAP Study Guide to VCE Economics, Part 1 (Unit 3), 13th Edition (2019) by Romeo Salla and Toby Robertson 68



The AS curve represents the total real value of production that
producers are willing and able to supply at various general price
levels. The relationship between the general price level and AS is
positive (similar to the microeconomic supply curve) and it also
becomes steeper with increasing levels of output. As output
increases and the economy approaches productive capacity it
becomes increasingly difficult to expand production. If the economy
reaches productive capacity the AS curve would be vertical because
any increase in AD could not be met and the resulting shortages in
multiple markets would cause prices to rise across the economy. An
example of an AS curve is shown in the adjacent diagram.

F

PricES AS

REAL GOP

Productive capacity

[when AS curve becomes vertical]

Exam Tip: Students should note that AS curves can be drawn differently, from a Keynesian AS curve with a clearly
defined flat section (when there is ample spare capacity) and a vertical section (when spare capacity is zero), to a
New Classical long run AS curve which is vertical. For the purposes of the examination, students are only required

to demonstrate an understanding of ‘an aggregate supply curve'. The AS curves presented in this Study Guide will
be like those presented above, which is like a hybrid of the Keynesian and New Classical versions, with a relatively
flat section below full capacity and a relatively steep section as the economy approaches productive capacity.

and the impact on economic growth, employment and

Factors affecting AD are regarded as any factor that causes there to be a change in any one of the components of AD,
which in turn results in a change in AD (at any given price), economic growth (as measured by real GDP) and
employment. This causes the AD to shift to the right (i.e. an increase in AD) or to the left (i.e. a decrease in AD) which
results in a change in the level of economic growth (or real GDP) and prices (or inflation) as described below:

Prices

Exam Tip: The new Study Design requires students to demonstrate an understanding of six factors that influence
AD. The first factor is ‘changes in the general price level’, which of course is the factor behind the shape of the AD
curve (e.g. lower prices will work to stimulate AD). The remaining five factors are listed above (and covered
below). While the terms of trade (TOT) is not listed as a factor, it is a concept covered in the next area of study,
where students are required to demonstrate an understanding of how a change in the TOT impacts on the
achievement of the government’s domestic macroeconomic goals. The impact on the goals will necessarily be
related to the impact on AD and students are therefore still expected (albeit indirectly) to demonstrate how
changes in the TOT might influence AD. This will covered in the next area of study.

Exam Tip: Question 1b of the 2015 exam required students to describe how an increase in aggregate supply might
contribute to an increase in the rate of economic growth. The easiest approach to this question was to equate ‘an
increase in aggregate supply’ with ‘growth in supply potential of the economy’ or ‘productive capacity’. It then
becomes easier to establish a link to economic growth via the effects on aggregate prices (inflation). Otherwise,
equating an increase in aggregate supply with ‘an increase in the total goods and services supplied in the market’
(which in itself is another way of saying that real GDP has increased), made it more difficult to unpack the causal
relationship that was required.
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Lower exchange rate Higher exchange rate
Stronger growth overseas Weaker growth overseas
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Exam Tip: In the 2015 exam, Qlc required students to explain ‘how’ one ‘domestic demand side factor’ and ‘one
global demand side factor’ might have influenced AD. First, it was insufficient for students to simply discuss a
relevant factor without explaining ‘how’ it influenced AD. Second, students needed to be selective in their choice

of factors. While a domestic factor (such as interest rates or consumer confidence) was easy to find, students
typically struggle with the choice of a global factor. It is easiest to think in terms of an influence on the demand for
Australian (net) exports (such as slower growth overseas or a change in the USD), or foreign influences on
Investment Demand in Australia (such as financial crisis overseas or a change in global commodity prices).

Increased real disposable income

When real disposable income
PreEs
household sector with increased spending power. This is likely to result in an
increase in Consumption expenditure, a rise in AD and a corresponding boost

to production (or economic growth), and prices (inflation) characterised by real

GDP increasing from GDP1 to GDP2 and prices rising from P1 to P2. The higher

rate of economic growth should also lead to an increase in the demand for
labour and employment.

Exam Tip: Disposable income is not defined as Income less interest rates, or Income less inflation. It is therefore
incorrect to say (as many do in examinations) that a rise in interest rates or inflation will cause a fall in disposable
income. Disposable income in (micro) economics is commonly defined as Gross Income less income taxes. Income
after inflation is referred to as ‘real income’ and income after the interest rate effect is commonly referred to as
‘discretionary income.” In prior examinations, students typically confuse the three concepts.

When /interest rates
will focus on how rising interest rates reduce AD (i.e. focus on the D side). The two main reasons are:

1) The household and business sectors are likely to reduce demand for
goods and services because the cost of borrowing is higher.
Households are less likely to use credit cards for purchases and less peces
likely to take out loans for the purchase of consumer durables (e.g.
boat, ipod, plasma TV, etc). Similarly, businesses are less likely to
invest (e.g. purchase new machinery or build an additional plant) as
the higher cost of borrowing makes it more difficult for any spending
proposal to achieve the ‘*hurdle rate of return’ that is necessary for the
proposal to go ahead. (This is because the rate of return on any
‘project’ is reduced by the higher borrowing costs.)

Increase in interest rates

Abl

2) The higher costs to finance existing loans for households and <——  REALGOP
businesses (e.g. mortgages for the average household) causes them to suffer a drop in ‘cash flow’, which further
reduces both Consumption and Investment.

As both Consumption and Investment decreases, AD necessarily falls and there is a corresponding negative impact on
prices (i.e. lower prices or inflation) and economic growth. The lower rate of economic growth should lead to a decrease
in the demand for labour and employment.

Exam Tip: In reality, a change in interest rates can also have an impact on the AS curve, with higher interest rates

capable of pushing the AS curve to the left as businesses experience a rise in the costs of production (in this case,

interest expense as a cost of production). However, over time, this supply side effect is always outweighed by the
demand side effect such that higher interest rates will reduce prices (or inflation).

Exam Tip: There are five generally accepted 'transmission mechanisms' by which a change in interest rates affect

AD. Only two have been examined above and students should be prepared to refer to two for the examination. All
five mechanisms will be explored in Part 2 of the Study Guide (monetary policy).

Exam Tip: Students should avoid making the mistake of focusing solely on the interest rate impact on consumer
and business confidence. Higher interest rates do impact negatively on confidence, but this is not the key reason
why higher interest rates dampen economic activity. This will be considered again in Part 2 of the Study Guide .
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The exchange rate

trading partners (Trade Weighted Index). If the value of the Aussie dollar
increases, the demand side effects on economic activity are negative. There
are three main reasons for this:

Prices

Increase in Australia’s exchange rate

First, those exporters in Australia that are ‘price takers’ (or simply
rely on the world $US price of their good when selling on world
markets) will receive less income for any given volume of exports.
This is because each $US they receive for their product is now worth
less than before. For example, assume a farmer in 2017 produces a
crop of 500 tonnes of wheat with the world price sitting at $US300 <— REAL GOP

per ton. His income would be $US150, 000. If the Aussie dollar was worth $US0.50, then he would receive
$A300,000. Now assume, that in 2018 he produces an identical crop (500 tonnes) but the value of the Aussie
dollar has doubled (A$1.00 = US$1.00). The farmer will now receive half the income he received in 2017
because when he converts his $US150,000 into Aussie dollars, he now only receives A$150,000. This drop in X
income causes AD and economic activity to fall, even though the volume of exports has remained unchanged.

Abl

Second, those exporters that are not price takers (e.g. producers of niche products, the tourism industry, etc.)
will find that the price competitiveness of their good or service in international markets (i.e. international
competitiveness) will decrease when the value of the $A rises. For example, if the $A rose dramatically against
all currencies, then New Zealand would become a much more attractive tourism destination for foreigners
because they will receive more $NZ than $A for any given exchange of foreign currency, causing a drop in
tourism exports for Australia. Once again, X decreases, AD falls and economic activity is negatively affected.

Third, import competing businesses in Australia will now face stronger price competition from importers who
are able to use the stronger Australian dollar to import products at lower cost, thereby reducing the price of
imports. This causes some consumers to substitute away from locally made goods towards imported goods,

causing AD and economic activity to fall once more.

Exam Tip: Questions relating to changes in the exchange rate regularly feature in past examinations. Students are
typically asked to examine how the change in the value of AUD may impact on other variables/goals or why the
value of the AUD has changed. In the 2013, 2014 and 2016 examinations, students were required to

outline/describe either the causes and/or the effects of a change in the exchange rate. In other words, questions
related to the causes and/or effects of a change in the value of the exchange rate should reasonably be anticipated

in an examination.

Overall, a higher exchange rate will reduce inflation and economic growth and negatively impact on employment in

the economy.
Consumer confidence

conditions such as inflation, unemployment, or share/property price movements;
geopolitical events (such as the rise in terrorism); climatic/geographical factors
(such as global warming or natural disasters); or political events (such as a
change in government or a new leader). When confidence is high, it contributes

Increased consumer and business confidence

Paces

Abz
to upward pressure on Consumption expenditure, higher AD and increased
economic growth. Similarly, business confidence
of their future levels of sales and profitability. It is affected by the same types of , _
factors influencing consumer confidence and when it is high it contributes to s QEML GOP

growth in Investment, AD and economic growth.
An increase in economic growth overseas

the demand for Australian exports of consumer items, capital items or raw
materials needed to fuel the growth in their economies. This was the case over
recent years, with the rapid growth of the Chinese and Indian economies resulting
in a large increase in commodity exports (e.g. iron ore, natural gas, and coal).

PricEs

Increased economic growth overseas

This increases the demand for X, lifts AD and economic activity. To the extent that Abz
higher growth rates overseas causes inflationary pressures in those economies,

the higher price level may (in some instances) result in Australians demanding a

smaller volume of imports and instead purchasing the relatively cheaper domestic : :

alternatives. This further lifts AD and economic growth in Australia.  — REAL GOP
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Overall, increases in both confidence levels and overseas rates of growth will have favourable impacts on economic
growth and employment, but negatively impact on prices or inflation.

F and the impact on economic

There are several factors that influence AS in the economy. These factors are similar to the factors that influence
individual supply curves. In essence, any factor that causes a change in the ‘costs of production’ or ‘supply potential’
for the business sector is an AS factor affecting economic activity.

SOPPLY FACTORS INCREASING ECONOMIC GROWTH SOPPLY FACTORS DECREASING ECONOMIC GROWTH

AS2

PricES AS) AS2 PriceES AS)

T

AD
—— REAL GOP D REAL GOP
Increased rate of technological change Decreased rate of technological change
Better quality factors of production Lower quality factors of production
Higher productivity growth Lower productivity growth
More factors of production Fewer factors of production
Higher exchange rates Lower exchange rates
Improved climatic conditions Deteriorating climatic conditions
Lower costs of production Higher costs of production

Exam Tip: The new Study Design requires students to demonstrate an understanding of seven factors that
influence AS. The first factor is ‘changes in the general price level’, which of course is the factor behind the shape of
the AS curve (e.g. higher prices will typically result in an increase in AS, particularly in the short run). The remaining

six factors are listed above (and covered below).

Exam Tip: Students should recognise that some of the AS factors listed in the Study Design are closely connected.
For example, technological change will influence productivity, the quality of factors of production as well as the
costs of production. Students who can make these types of connections in the examination are likely to be
rewarded.

Exam Tip: Don’t be confused by the role of AD in the discussion of supply factors. Whilst we are focusing on the
supply side impact, there will be a change in the level AD (demonstrated by a movement along the AD curve) via
the impact on the aggregate price level. The change in the level of AD that invariably takes place does not mean
that it is a ‘demand’ factor or that it can’t be a ‘supply’ factor. You need to ask yourself: What has initiated the
change in economic activity? Where did it all start? If it started on the supply side, it is a supply factor, even
though AD is affected!!

Technological change, quality of factors of production and productivity

Advances in technology (such as improved internet speeds, smarter robotics or Improvements in technological change,
faster and more efficient machinery more generally) will result in an increase in qualityof frciors of preduction and productivity
the quality of both physical capital (e.g. machinery) and human capital (i.e. Prees ASI sy
labour). This ultimately increases the efficiency of our factors of production,
which means that we will experience an increase in the nation’s output relative to
inputs (i.e. increased productivity). The quality of our factors of production might
also result from other factors, such as better management or improvements in
the quality of education and training. Overall, this should be reflected by an
increase in multifactor productivity, which is defined as the ratio of output to a
combination of inputs, typically labour and capital. This rise in productivity means :
that any volume of output is able to be produced with few resources and therefore — REAL GOP
reduces the average costs of production. This improves supply conditions for businesses, making them more willing to
increase supply at every given price level or alternatively reduce prices at any given output level. This will be reflected
in the nation’s AS curve shifting to the right, with a lower general price level causing an expansion in AD and hence and
higher output (or real GDP).
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Exam Tip: It remains common in exams for students to confuse production with productivity and this is certainly a
reason for the inclusion of Q4a in the 2012 examination - which required students to explain the difference
between the two terms. To achieve full marks for this question students will have needed to make reference to
the fact that production relates to the level of output in the economy, whereas productivity relates to how
efficiently this output was produced, measured in terms of output divided by inputs (e.g. labour and capital).

Exam Tip: Do not define productivity as output over hours worked. This is only one measure of productivity
(labour productivity). It should always be defined as output over inputs (or output per unit of input), where labour
productivity is a measure of the productivity of labour resources!

We saw that a rise in the exchange rates

makes it cheaper to purchase a given volume of imports. To the extent that a large
share of Australian imports are capital items, this effectively reduces the costs of
production, allowing firms to reduce prices directly or increase output. The reduced
price pressure that inevitably follows will tend to facilitate growth in AD and EG. (Notice

the movement along the AD curve.)

Lower exchange rate

Pricges AS)

AS2

_— REAL 0P

Exam Tip: Taken together, students should be aware that both the AD and AS effects stemming from a higher
exchange rate will reinforce one another in terms of the impact on prices (or inflation). However, the demand side

effect will outweigh the supply side effect such that a higher exchange rate will negatively impact on both economic

growth and employment.

In relation to changes in the quantity of factors of production, this is distinct
from the quality of factors of production. For example, more productive workers
means that the quality of the factors of production has improved, while an
increase in the number of workers (e.g. because of immigration) means that the
quantity of factors of production has increased. Increasing the size of the labour
force, making more capital or finding more natural resources (e.g. discovering
new mineral deposits) are all ways that we could increase the size or quantity of
our factors of production. This will make it easier for businesses to access factors
of production, which in turn boosts productivity and/or reduces the average costs
of production, and results in the AS curve shifting to the right once more.

Climatic events

materials, such as wheat and oil (e.g. drought in 2018 has significantly reduced
wheat yields). When there are unfavourable climatic events in Australia, it results
in an increase in the costs of production for those businesses relying on
agricultural inputs as well as mining and other businesses whose operations have
been disrupted by the natural disasters. This then results in the AS curve shifting
to the left, an increase in aggregate prices and negative pressure on economic
activity.

In relation to costs of production

Prices

Prices

Increased quantity of factors of production

ASI

AS2

Ad

2FA: <D

. . —_A .
Increased incidence of natural disasters

AS2

ASI

Ad

'
'
'
=
v
'
"
'
'
'
'
'
'
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D — REAL GOP

costs of production for businesses. For example, productivity growth leads to more output from a given level of inputs
(e.g. labour hours) which will typically result in input costs (e.g. labour costs) being spread over a larger output level.

This will result in lower costs per unit of output (or average costs) for businesses.

In the context of the new Study Design, the specific listing of ‘costs of
production’ as a supply factor can also be thought of in terms of the specific
costs of production, such as the cost of raw materials or the cost of labour. Labour
costs include the actual wages or salaries paid to employees as well as any other
costs associated with their employment (e.g. superannuation, workcover costs,
payroll tax, etc). If there is a decrease in ‘real’ labour costs in the economy then
this means that the average costs of production fall (more favourable supply
conditions), shifting the AS curve to the right and exerting downward pressure
on aggregate prices and upward pressure on both economic growth and
employment. Similar effects will also be experienced in relation to a fall in other
costs of production, such as decreases in the costs of capital or raw materials
(e.g. energy and/or intermediate goods).

Lower costs of production (e.g. lower labour costs)

PricEs

ASI

AS2
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Exam Tip: With AS factors in general, it is typical for students to argue that reduced production costs causes
suppliers to increase their ‘willingness to supply’ and therefore boost economic growth. While this is broadly
accurate, it makes no mention of the role of ‘prices’ and therefore AD in causing economic activity to change.
Despite AD being affected, it is still a ‘supply factor’. This is how supply side policies actually work to stimulate

economic activity — an increase in AD is important. Accordingly, for Qlb of the 2015 exam and 3b of the 2016 exam,
the better responses will have been those where students discussed how an increase in AS might contribute to
economic growth via an increased willingness to supply at any given price, leading to lower prices and an expansion
(or increase) in AD.

Exam Tip: Q3b of 2016 asked students to explain how a change in both personal and company tax might influence
AS and economic growth. It was typical for many students to argue from the demand side, explaining how lower
tax rates can stimulate AD, increasing AS and then EG. While an increase in AS does indeed occur when AD rises, the
question really requires students to focus on a ‘supply side explanation’. It was therefore important to show how
both factors contributed to an increased willingness to supply (e.g. because of higher productivity in the case of
lower income taxes or lower costs of production in the case of lower company taxes) which in turn contributed to
relatively lower prices, an expansion of AD and an increased rate of economic growth.

I 1) Define

2) Define Aggregate Demand, listing all of its components and providing an example of expenditure for each AD
I component.
3) Define GDP and explain what it attempts to measure in the economy.
4) Distinguish nominal GDP from real GDP and describe the measure used by the ABS to determine levels of real
GDP in the Australian economy.
5) Describe the relationship that exists be
6) Explain why exports are added and imports deducted from AD.
7) Describe the relationship that exists between GNE and GDP.
8) Provide one implication of GNE exceeding GDP over a given period.
9) Draw a sector and the flows between the sectors.
10) Distinguish material from non
11) Outline six separate factors that influence living standards.
12) Define the '‘economic/business cycle’ and describe how and why a
over time.
13) Draw an AD/AS diagram and explain why the AD line is downward sloping.
14) Use the AD/AS diagram to illustrate what happens to economic
when there is in AD.
15) Use the AD/AS diagram to illustrate what happens to economic growth, employment and the general price level
when there is
16) Describe five separate factors that will stimulate AD and explain the impact on economic growth, employment
and the general price level.
17)Describe five separate factors that will stimulate AS and explain the impact on economic growth, employment
and the general price level.

Quick revision crossword No 5: The nature and
Across 2.

This effect, when prices fall, is one of the explanations behind the
a downward sloping AD curve
4. This measure of GDP seeks to remove the effects of inflation so

3. An increase in this will tend to reduce living standards as well as

divert valuable resources trying to reduce or eliminate it
altogether

that any increase in GDP is ‘real’ in the sense that it represents
an increase in the volume (or ‘real value”) of production (2 words)
Income after paying income tax (2 words)

. Expendi n A lian ion (2

Z Axplfeyd ItStraetigtic ups:crxa\‘/iﬁing rc;g#oitr;?atignwggsgt the level and 8. That sector within the circular flow model that includes exports
movement in economic activity over time (acronym) 9 _?_Ed imports f activi f to th dit ducti

10. Periods of low production growth, high inflation and high ) s type of ac .'V'ty refers to the expenditure, production,
unemployment employment aqd income that takes place in an economy when

11.  Sometimes the trough in the business cycle and technically goods and services are produced and sold o
referred to as two consecutive quarters of economic growth 12.  Increased wage pressures; higher |ntere§t rates; rising inflation

18. The final market value of all goods and services produced in the and ovtil_'valued asset prices are factors in a Boom that actually
Australian economy over a given period of time (3 words) 13 causz' Isb busi ital it

19.  These leak from economic activity before reappearing in the form - Spending by DUSINESSES on capital Items )
of investment 14. Thisis created_ by productlon and leads to expenditure

20. That sector of the economy in the circular flow model the is 1(55 8::Jttputhper unll(t Off terthlJt . |
effectively the intermediary between borrowers and lenders : €n the peak of the business cycle T

Down 17.  Movements in real GDP can only provide an indication of changes

in these living standards
1. The total expenditure by Australians on goods and services (3

words)
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The meaning of strong and sustainable economic growth

Economic growth in general terms refers to an increase in the real level of production over time. Alternatively, it refers
to an increase in real GDP, where GDP is the total market value of all final goods and services produced in a given time
period (usually one year). Positive economic growth will usually create

employment and improve living standards via an increase in v econon:ly
consumption of goods and services. wegati

The government does not set a specific ‘target’ rate of economic growth.

However, it does outline broader growth objectives. In particular, - que £ 3

budget documents have revealed that the government aims to "promote g S Porcneshos &

an economic climate conducive to high levels of sustainable economic 3 E_hgg_g . 2

and employment growth.....” The key terms in the goal are ‘strong’ and 2 - %gg S =3 5
‘sustainable’. This means that the growth rate must be strong enough s cap g‘ci?y central,

to create ongoing employment and incomes for Australians such that E C o n m l C

stres‘ted

our material standards of living increase over time. However, it cannot \broad agriculture 9 s
be so high that it causes problems for inflation and Australia’s balance G o W

of payments (external stability). Nor must it be so high that it leads to buy compareindustry (= hys
environmental damage (e.g. depletion of non-renewable resources) : mﬁggmso;
which threatens our ability to maintain strong rates of economic growth

into the future.
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The goal strong and sustainable growth rate is to achieve the highest rate of growth in real

GDP which is consistent with employment growth, but without running into excessive

inflationary external or environmental pressures. A strong and sustainable growth rate is
enerally considered to be within the range of 3 - 3.5 per annum.
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Reasons for pursuing economic growth

Strong and sustainable growth is pursued primarily because it boosts material living standards as measured by real GDP
per person. While the achievement of the goal can also help to increase non-material living standards (such as the
boost to self-esteem from earning an income), it is the direct link to employment (or reducing unemployment), income
and expenditure that makes strong rates of growth a worthy pursuit. In essence, stronger growth increases access to
the goods and services that improves our material wealth and lifts living standards. In addition, strong rates of economic
growth over time will also increase tax revenue for governments and (particularly if it incomes per capita have risen)
should help to improve the ability of governments to provide more or better quality government services (such as
schools, hospitals, emergency services, defence, roads, railways, telecommunications, and national security).

M

The measurement of economic growth was covered earlier. You should recall that the ABS collects statistics on economic
activity on a daily basis and it uses the Chain Volume Measure of GDP to estimate the real value of production on a
quarterly basis. The latest economic growth rate recorded in Australia was a 0.3% increase in real GDP (seasonally
adjusted) for the September quarter of 2018. The quarterly growth figure was calculated in the following way:

Quarterly growth GDP sep- GDP June 460827 - 459664
= = X100 = 0.3%
(Sep Qtr 2018) GDP June 459664

This means that the total (real) value of production for the three months ending 30 September 2018 was $460.8B, which
was 0.6% higher than the $459.7B recorded for the previous three months. This equates to an annualised rate of
economic growth of a low 1.2% (which is simply derived by multiplying the quarterly rate by four). The annualised rate
is therefore based only on the figures for one quarter. This is distinct from the annual rate of economic growth, which
was recorded at 2.8% for the year to end September 2018. This annual growth figure was calculated in the following

way:
Annual growth GDPsep1s-GDPsep17 460827 - 448414 X100 = 2.8%

(year on year) GDP sep17 448414

This means that the total (real) value of production for the quarter ending 30 September 2018 of $460.8B, was
2.8% higher than the $448.4B recorded for the same quarter one year earlier.

The total real value of Australia’s production (i.e. real GDP) over the year to end 30 September 2018 is determined
by adding the value of production for each of the four quarters in that year. This is calculated as follows:

Total production =  GDPsep18+ GDP sune 184+ GDP mar 2018+ GDP pec 2017
(year to end Sep 2018)

460827 + 459664 + 455587 + 450856 =1826934

This means that the size of Australia’s economy was estimated to be $1.8 trillion for the year ending 30 September
2018.

Exam Tip: In reality there are a host of factors that make real GDP an unreliable indicator of the real level of
economic activity or production that takes place in an economy. For example, some production goes unreported in
the economy, such as black market activity (e.g. that part of the economy producing illegal goods and services such

as illicit drugs and the "cash "market for household services). Importantly, students are no longer required to
demonstrate an understanding of GDP’s limitations as this has been removed from the Study Design (2017-2021).

Exam Tip: A new key skill in the Study Design (2017-2021) is the requirement for students to ‘calculate relevant
economic indicators using real or hypothetical data’. It is therefore possible that students will be required to
calculate the rate of economic growth from GDP figures.
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The quarterly and annual rates of economic growth in Australia over the past 10 years are shown in the chart below.

Economic growth
5.0%

= 0%
4.0% [Average = 2.6%]

Annual growth in real GDP (sa)

3.0%

2.0%

Quarterly growth in real GDP (sa)
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-1.0%
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May-2016
Sep-2016
Jan-2017
May-2017
Sep-2017
Jan-2018
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It highlights that there have only been three occasions when quarterly growth was negative. The first occurred in
late 2008 during the global economic downturn that was triggered by the global financial crisis (GFC). The second
occurred in the first quarter of 2011, when a major cyclone caused major destruction to agricultural crops in north
eastern Australia. The third related to the September quarter of 2016. However, Australia has not experienced
negative growth on an annual basis over this period, which means that growth in the other three quarters for each
of the relevant years (2008, 2011 and 2016) was high enough to negate the quarterly falls. The average rate of

growth was 2.6% over the past 10 years, which is the same as the average rate of growth over the past two years
— that is below the goal of ‘approximately’ 3.0% - 3.5%.

Exam Tip: For the purposes of the new Study Design, students are not required to remember rates of economic
growth going back 10 years as shown in the chart above. Students are only required to demonstrate an
understanding of the AD and AS factors that have influenced economic growth (inflation/the unemployment
rate/living standards) in the past two years. These factors will be jointly addressed after we consider the goals of
price stability and full employment.

Exam Tip: Part of Q4 in the 2018 exam required students to assess the extent to which the Government has
achieved strong and sustainable economic growth over the past two years. The question accompanied a chart
showing the rate of economic growth since 2010. To answer the question effectively, students needed to isolate
the movement in the actual rate of growth ‘over the past two years’ (i.e. ignore the data preceding the past two
years) and then attempt to ‘assess’ whether this movement was favourable or unfavourable for the achievement
of SSEG. Given that growth increased from approximately 2% to approximately 3%, the better responses were able
to compare the improvement to the ‘unofficial’ goal of between 3.0% - 3.5% growth in real GDP.

The government’s goal of price stability

One of the government's (RBA’s) primary economic goals is that of price stability (i.e. low inflation), where inflation

represents a sustained increase in the general or average price level over time. The government (via the RBA) seeks to
keep the inflation rate between 2-3 per cent on average over time.

Exam Tip: The RBA charter refers to the low inflation goal in terms of a goal to achieve stability of the Australian
currency. This does not mean that the RBA is seeking to achieve a low value for the exchange rate. Currency in the

inflation context refers to purchasing power of Australian money (i.e. currency) and the RBA is intent on protecting
against any significant erosion of this purchasing power over time.

Points to note about the definition include the following points.
the definition refers to the general level of prices and therefore means that not all prices are increasing, so some
prices may actually decrease.

inflation rates above this range do not always mean that the government has not achieved its goal. Indeed, it

may have allowed inflation to creep beyond 3% for a short time in order focus temporarily on economic and
employment growth.

inflation below the range (such as below 2% inflation rates experienced in Australia over recent years) need not

be a problem if economic growth is satisfactory and there is minimal risk of the rate of inflation falling below
zero (i.e. deflation).

inflation of greater than 2 to 3 percent, whilst it is generally unacceptable, is less problematic when our trading
partners are experiencing higher rates of inflation.

the definition does not use zero inflation as the target as this may not be feasible or desirable (see below).
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Exam Tip: Q4 in the 2017 exam highlighted a chart showing CPI data between 2010 and 2017 and students were
asked to assess the extent to which the government had been able to achieve price stability during 2016- 2017.
The best approach for this type of question is to describe the trend over 2016-17 and link this to the specific goal
of achieving a rate of inflation between 2-3% on average over time. Given that inflation was outside the target

range (i.e. below) for the bulk of 2016-17, it was fair to say that the goal had not been achieved. It was important
to only use the selected time period and the better students added value by noting that the CPl was moving
towards the bottom end of the target range (i.e. 2%) and/or making the point that being below the target range is
typically better than being above.

Why doesn’t the RBA target zero inflation?

The RBA has prime responsibility for containing inflation within the desired 2-3% range. There are a number of reasons
why the RBA does not actually seek to achieve a zero rate of inflation. These include the fact that:

e some inflation is really accounted for by rising quality of products;

e the costs of reducing inflation to zero percent may outweigh the benefits; and

e inflation helps some markets to adjust by permitting a fall in ‘real prices’ (for example, real wages can fall to
clear labour markets without a fall in the money (or nominal) wage.

Deflation versus disinflation

Deflation is the opposite of inflation. It refers to a sustained decrease in the general or average price level. This means
that prices on average are falling, but it occurs relatively infrequently in Australia. Deflation is distinct from
disinflation, which refers to fall in the rate of inflation. For example, if Australia’s rate of inflation falls from 4% in year
1 to below 2% in year 2, prices on average are still rising over the period (i.e. inflation still occurs), it’s just that prices
are not rising as rapidly in year 2 when compared to year 1. Deflation can be damaging to an economy and employment
as many people delay their purchasing decisions because goods and services will cost less in future. For instance, a
consumer might be thinking of buying a new car, but instead decides to keep their old car running because a replacement
car will cost less in a year or two's time. Similarly the current decline in property prices is likely to slow the volume of
sales as people delay buying in the hope they pay less later. This reduces consumption, AD and production of goods
and services, resulting in a reduced demand for labour, lower employment and higher unemployment. Overall, it makes
it harder to achieve the macroeconomic goals of the federal government.

Exam Tip: Question 1(b) of the 2009 exam required students to explain the impact of ‘falling levels of inflation’ on
‘equity in personal distribution.” Many students confused a lower inflation rate with ‘deflation’ and therefore
answered the question poorly. While the same question cannot be asked under the current Study Design (given
that the equity goal is no longer a part of the Unit 3 course) it is indeed possible for a question relating ‘falling

levels of inflation’ to economic growth or employment. Students should remember that falling inflation is
commonly referred to as 'disinflation' and it should help to stimulate economic growth and employment. This
contrasts with ‘deflation” which can have negative effects on growth and employment as households delay
consumption in the expectation of lower prices in the future.

The measurement of inflation — the headline rate

The Consumer Price Index (CPI) is the most common measure of inflation and is calculated on a quarterly basis in
March, June, September and December. The CPI measures quarterly changes in the price of a ‘basket’ of goods and
services which account for a high proportion of expenditure by metropolitan households. Approximately 100,000 price
quotations are collected each quarter across the eight capital cities and the ‘basket’ covers a wide range of goods and
services, arranged across eleven groups, which are weighted according to their relative importance to the ‘typical’
metropolitan household.

The CPI groups, as well as their contribution to the overall change in the CPI, for the Sep quarter 2018, appear below.

Weighted average of eight capital cities % change % change
All groups CPI 0.4 1.9
Food and non-alcoholic beverages 0.5 1.6
Alcohol and tobacco 1.3 6.8
Clothing and footwear 0.2 -0.8
Housing 0.4 1.6
Furnishings, household equipment and services -1.2 -2.0
Health -0.4 3.2
Transport 0.8 6.0
Communication -1.4 -4.3
Recreation and culture 1.6 1.2
Education 0.1 2.8
Insurance and financial services 0.5 1.4

All groups CPI, seasonally adjusted 0.1 1.9

Source
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In seasonally adjusted terms, the inflation rate for the quarter ended 30 September 2018 was 0.1%, and for the year
ended was a very low 1.9%.

Exam Tip: Students might note the difference between the original quarterly figure of 0.4% (at the top of the
table) and the seasonally adjusted figure of 0.1% (at the bottom of the table). The seasonally adjusted figures are
based on the original figures but remove the impact of any price changes that occur at the same time every year.

For example, when the prices of seasonal summer fruits fall over the March quarter, this will result in a lower CPI in
‘original' terms but have no impact on the CPI in 'seasonally adjusted' terms. The examination is unlikely to
specifically ask a question relating to the difference between seasonally adjusted and original figures.

Note that most groups were responsible for the annual 1.9% increase to varying degrees. The biggest contributor to
the annual price increase was ‘Alcohol and tobacco’ at 6.8%. However, three groups reported a reduction in prices over
the year: ‘Clothing and footwear’, * Furnishings, household equipment and services’ and ‘*Communication’. This highlights
an important point made earlier in relation to the definition of inflation: given that inflation relates to rising prices ‘on
average,’ it is possible (and indeed common) for some prices to fall in an economy even when inflation is occurring.

Weightings are very important in determining the overall change in the CPI. To illustrate, the 6.8% annual growth in
prices within the ‘Alcohol and tobacco’ category appears to have a bigger impact on the increase in the CPI compared
to the 1.6% increase experienced within the *housing’ category. However, this is not the case! The weighting for *housing’
is approximately three times larger than that for ‘Alcohol and tobacco’ (22.3% compared to 7.1%). This means that the
smaller price rises experienced within the housing sector (of 3.3%) actually had a significantly larger impact on the CPI

than the 7% price rises experienced within the *Alcohol and tobacco’ sector. The current CPI weightings are highlighted
below:

Table 1: 17th series CPI, weights, December quarter 2017, weighted average of eight capital cities.

CPI CPI weight
%
All groups CPI 100.0
Food and non—alcoholic beverages 16.1
Alcohol and tobacco 7.1
Clothing and footwear 3.6
Housing 22.
Furnishings, household equipment and services 9.4
Health 5.4
Transport 10.3
Communication 2.7
Recreation and culture 12.7
Education 4.3
Insurance and financial services 5.8

These percentage change in prices shown in the earlier table were derived from index numbers for each category, as
well as the CPI as a whole. As can be seen in the chart below, the ‘original” CPI has been increasing over the past 10
years (from 92.7 in September 2008 to 113.5 in September 2018) with the average annual ‘rate of growth in the CPI
(i.e. the average annual inflation rate) being 2.2%. The highest annual inflation rate over the period was 5.0% (year to
end September 2008) while the lowest was 1.0% (year to end 30 June 2016). While the annual inflation rate has never
fallen below zero (i.e. annual deflation has not occurred), it does not mean that deflation has been absent over the past
10 years. This is because there were two ‘quarters’ where the CPI fell. The first being the three months ending December
2008 and the second occurring for the three months ending March 2016. [These periods of quarterly deflation are
highlighted by the two sets of vertical dashed lines in the chart.]
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Over the past 10 years, the annual rate of inflation has fluctuated somewhat, with ‘disinflation’ (as opposed to deflation)
occurring on a number of occasions. For example, between September 2008 and September 2009, inflation fell from
5.0% to 1.2% and between June 2014 and June 2016, inflation fell from 3.0% to 1.0%.

Exam Tip: While students are not required to remember statistics going back as far as 2008, it is possible for a chart
similar to that presented above to appear on the exam in order to test one of the key skills listed in the Study Design
(to interpret graphs or charts). It is common to misinterpret charts/graphs when under the pressure of an

examination. To illustrate, students might be asked to describe the trend in the rate of inflation since 2016. Some
students would err by attempting to describe the trend over the whole period and/or reading off the wrong y-axis
to say something silly like ‘...inflation has trended up since June 2016, from approx 85 to approx 93 in Sep 2018'.

Once the ABS has formed index numbers, it is relatively straightforward to calculate the movement over time (i.e. the
inflation rate). To calculate the inflation rate for any period of time involves use of the index numbers for the end of
the period and comparing them to the index numbers for the start of the relevant period. The following formula should
be used:

Inflation rate = Price index (end) less Price index (beg) X 100
Price index (beg)

For example, to calculate the inflation rate for the year to end September 2018, we need the price index number for the
September quarter 2017 (i.e. the start of the period) and the price index for the September quarter 2018 (i.e. the end
of the period). We then ‘substitute’ these numbers into the formula below:

Inflation rate (orig)
(epl7 o epl

Exam Tip: A new key skill in the Study Design (2017-2021) is the requirement for students to ‘calculate relevant
economic indicators using real or hypothetical data’. It is therefore possible that students will be required to
calculate the rate of inflation from the CPI. Indeed, this is what students were required to do in MC question no. 5
from the 2016 exam. Hypothetical CPl numbers were provided for four quarters (Q1 100, Q2 101, Q3 102, and Q4
103) and students needed to determine the ‘annualised’ rate of inflation for quarter 2. Students struggled with
this question because it not only required the inflation calculation for the second quarter (i.e. 1/100 = 1%) but also
required the annualisation of this number (which is simply 1% X 4 = 4%).

Exam Tip: In the 2017 exam, multiple choice Q7 provided annual CPI data for 3 years ( Year 1 = 100, Year 2 = 110,
Year 3 = 121) and asked students to identify the increase in the annual inflation rate between years 2 and year 3.
This was a poorly worded question because the rate of inflation in both years was 10% and so the “correct”
answer was no change (or 0%). However, 0% was not one of the four options available to choose, so better
students will have realised that the question really meant to ask ‘what was the rate of inflation’ between year 2
and year 3 or ‘what was the increase in the CPI’. This required students to make the following calculation: 121-
110/110 x 100 = 10%. A surprising 56% of students calculated (or guessed) the rate of inflation to be 11%, no
doubt focusing on the absolute increase in the CPI of 11 (index points) and forgetting to divide this by the index
number at the start of the period (i.e. 110).This is a further illustration of the need for students to practise the key
skill “‘calculate relevant economic indicators using real or hypothetical data’.

Exam Tip: In the 2018 exam, multiple choice Q15 was effectively the same as Q7 of the 2017 exam, with the exam
setting panel no doubt motivated to test student skills in an area handled poorly in 2017. In the 2018 version, the
(hypothetical) CPI increased from 110 in June 2017 to 121 in June 2018 and students were asked to calculate the

‘annual rate of inflation’. Again, like the 2017 question, the rate of inflation over the year was 10% (121-110/110 x
100 = 10%). Yet, surprisingly, many students selected 11% (i.e. option D) as the answer. It highlights the need for
students to pay attention to the mistakes made in past exams (as revealed in the Examination Report and other

sources) and ensure that they are in a position to avoid these mistakes should a similar question surface on the
examination (or an assessment task).

The measurement of inflation underlying rates of inflation

Since 1998, the RBA moved away from quoting the ‘underlying inflation rate’ in its target for inflation. However, the
RBA consistently focuses on the ‘underlying’ rates of inflation in its deliberations on monetary policy. This enables the
RBA to make more informed policy decisions based on what it believes to be the core or underlying price pressures in
the economy. In other words, the underlying rate of inflation_is an important tool used by the RBA even though it is
not specifically referred to in the ‘target’. You may also hear the expression, ‘core’ rate of inflation - this is essentially
the same as the underlying rate.
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" The Reserve Bank’s objecti e is to keep consumer price inflation between 2 to 3 per cent, on
average, over [time]. The objective is clearly in terms of the overall CPI. But measures of
underlying inflation provide information that help to achieve this objective” (Tony Richards, He

The RBA's ‘trimmed mean’ or “weighted median’ are statistical means by which the RBA excludes volatile items to arrive
at a core or underlying rate. In simple terms, the trimmed mean focuses on the price changes for bulk of items in the
CPI, but excluding those price changes that make up the top and bottom 15%. The ‘weighted median’ focuses on the
price change that is in the middle (or the mid-point) of the range of price changes in the CPI.

The ABS also calculates its own underlying measure of inflation. This is commonly referred to as the ‘CPI all groups

excluding volatile items.” As the name suggests, it excludes those CPI items whose prices have a history of volatile
movements — primarily fruit, vegetables and fuel.

Generally, the difference between the 'headline rate of inflation' and ‘underlying rates of inflation’ is that the latter
effectively exclude items from the CPI whose prices are generally highly volatile (e.g. petrol prices), exhibit marked

seasonal patterns (e.g. holiday airfares) or are one off factors (e.g. the impact of natural disasters such as cyclone
Debbie in 2017).

For the year to end September 2018, the underlying rates of inflation were as follows:

Measure of inflation — year ending Septe

CPI Headline 1.9
RBA trimmed mean 1.8
RBA weighted median 1.7

Exam Tip: If you are asked to distinguish between headline and underlying inflation (e.g. Question 4(a) of the 2014
exam) it should be an easy question. The best responses will be those doing more than defining the terms in
isolation. Itis important to highlight a key difference between the terms. For example, it would be useful to

outline that headline inflation measures the price changes of all goods and services within the CPI, while the
underlying excludes some CPI price changes, or that the underlying measure provides a more meaningful indicator
of the core inflationary pressures that exist in the economy when compared to the headline measure.

The chart below highlights the differences between headline and underlying rates since 2010.
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It is useful to develop an understanding of what may be causing a difference between the various headline measures.
In particular, the difference between CPI Headline and the RBA trimmed mean. Over 2010-11, the headline rate was
higher than the underlying rate because the prices of volatile items rose faster on average than other items in the CPI.
This was due to the impact of natural disasters on prices of fruit and vegetables, such as bananas, early in 2011.
However, over 2012, the headline CPI fell at a faster rate than the underlying rate given that fruit and vegetable prices
recorded price falls from their highs the year before. The fall in the annual headline rate below the underlying rate
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between 2014 and 2016 was due largely to the continued falls in the price of oil and the effect on fuel prices in particular.
Since 2016, however, the headline rate climbed back towards (and above) the underlying rate due to a rebound in oil
(and fuel) prices, as well as factors such as higher excise taxes on tobacco and the effects of cyclone Debbie on vegetable
prices.

Causes of inflation

As mentioned earlier, demand and supply factors affecting each of the government’s domestic goals will be examined
as a group after exploring each economic goal. It is worth noting at this stage that demand factors affecting inflation
include any factor that can exert pressure on aggregate demand in the economy. These demand factors will contribute
to pressure for the average price level to rise (inflation), particularly when the economy is close to (or at) its productive
capacity.

Demand inflation

Inflation emanating from demand side pressures is sometimes referred to as demand inflation. Demand inflation is
commonly defined as a situation where the Aggregate demand (AD) of the economy exceeds the capacity of the economy
to supply at a given price requiring higher prices to attract fresh supply. The closer the economy gets to its productive
capacity the more rapidly prices are likely to rise. Before maximum output (productive capacity) in an economy is
achieved, businesses will be able to increase output but will need to start paying “over time"/ higher wages and/ or
using more resources which raises the cost of production, requiring prices to be raised to maintain profitability at levels
that make it worthwhile for the producer. When aggregate demand exceeds productive capacity there is pressure for
a sustained increase in prices. Every demand factor affects inflation in a similar way — via pressure on AD. In order to
analyse how each demand factor affects inflation, it is necessary to demonstrate how the factor impacts on AD and the
analysis from that point is the same.

For example, an increase in interest rates reduces cash flows for both consumers and businesses with existing loans and
reduces the incentive to borrow for both consumption and investment as the cost of borrowing increases. Accordingly,
consumers may delay or put off consumption of goods and services (particularly durable goods) and businesses may
delay investment as the ‘hurdle rate of return’ (the rate, below which, investment projects become non-viable) is less
likely to be reached. These factors result in downward pressure on Consumption, Investment and therefore AD (shifting
the AD curve to the left), reducing shortages in markets (or creating surpluses), which decreases demand inflationary
pressure and assists the government in its attempts to achieve its price stability goal.

Cost inflation

Aggregate Supply (AS) represents the total output producers are willing and able to supply at any given price. Producers
main goal is to maximise profits, so factors that influence the costs of production will influence the willingness of
producers to supply and hence levels of AS and Inflation within an economy. As the cost of production rises, to maintain
profits producers will likely raise their prices adding to inflationary pressures. The AS curve will shift to the left because
at any given quantity of output producers will require a higher price to maintain their profit levels. Supply factors affecting
inflation include any factor that can exert pressure on aggregate prices in the economy via changes in the costs of
production or restrictions to aggregate supply levels (e.g. floods and droughts). Alternatively, it represents inflation that
has been caused by ‘supply side’ pressures in the economy. Inflation caused by supply side pressures or constraints is
typically referred to as cost inflation.
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What are inflationary expectations?

Expectations of future price increases can actually cause inflation. This is because workers, suppliers, producers and
governments expect prices to rise and seek to maintain their real incomes by demanding higher wages, taxes, profits
etc, even before the price rises have actually occurred. Hence, their expectation of future price rises, and their
subsequent action to counter the effects of these future price rises,
actually causes inflation. For example, if wage earners expect prices
to increase they can seek wage increases that are passed on by
employers in the form of higher prices. This can actually trigger a
wage/price spiral that can be difficult for governments to reverse. We
will see in Unit 4 that the RBA implements monetary policy with a view
not only to dampen inflationary pressures, but to ‘kill off’ any
inflationary expectations.

The consequences of high inflation

High inflation has a number of negative effects on the economy and

living standards more generally. When inflation is too high (e.g.

above 3%) it will make it increasingly difficult to achieve other

economic goals (e.g. economic growth, full employment as well as a sustainable level for the current account deficit
and/or net foreign debt) that are necessary for living standards to be maximised. Accordingly, the government
recognises that once Australia achieves low inflation, it has established an economic environment that is conducive to
the achievement of all economic goals. For example, a high rate of inflation will reduce Australia’s /nternational
competitiveness

being earned) and non-material living standards (via loss of self-esteem and purpose to the newly unemployed).

Exam Tip: In an examination, students are unlikely to be asked to discuss/explain more than two reasons for why

high inflation might be bad for the economy or living standards. Students should therefore not spend too much
time committing to memory all of the possible negatives associated with a high rate of inflation.

More generally, relatively high rates of inflation will tend to have negative effects on the economy which all ultimately
result in lower rates of economic growth or employment concerns. For example, inflation will tend to:

e distort the allocation of resources

e redistribute incomes
erodes purchasing power

e reduce the ‘real wages’ of lower skilled workers (typically lower income earners) who have little bargaining power
to demand higher wages that will prevent the erosion of their purchasing power

cause a loss in internati al competitiveness

e distorts savings and investment

cheap savings for Investment;

e increase market interest rates and the risk of policy tightening, which then have detrimental effects on AD and
economic growth;

Exam Tip: A previous exam asked students to discuss two problems if inflation remained uncomfortably high for
too long (4 marks). Don’t make the mistake of asserting that ‘it is bad for lower income earners’ or ‘bad for equity’

without explaining why this is the case. You are unlikely to score full marks unless you make it clear that lower
income earners are more likely to be fixed income earners (or lower skilled with minimal bargaining power) and
that inflation will erode their purchasing power relatively more than those on more flexible incomes.
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The goal of full employment
Definition of Full Employment

The ideal of every government in the world is to have a situation where every person that wanted a job could get one.
However, with the possible exception of the BOOM years of the 1960's and 1970's, this ideal is rarely achieved. Full
employment has generally been regarded as that level of unemployment that exists when the government’s economic
growth objective is achieved. This means that when the economy is growing at its maximum ‘sustainable’ rate,
unemployment will be at its lowest point and the economy will be considered to be at ‘full employment’.

Every economy will seek to promote employment growth because it is the
primary avenue from which income can be generated and (material) living
standards can be boosted. In simple terms, employment creates income
(usually in the form of wages) that can then be used to consume goods and
service that provide people with higher material living standards.
Alternatively, the income can be saved (or part thereof) and invested,
providing people with a form of wealth that can then be used to finance future
consumption. There are several other personal or economy wide benefits that
‘full employment’ provides, including the satisfaction of being employed and
not confronting the stigma that may be associated with unemployment, as
well as the positive impact employment has on the government’s other goals,
such as equity in the distribution of income (or lower poverty) and sustainable
rates of economic growth.

The definition of 'full employment' has changed over time. During the 1960's and 1970's full employment occurred
when unemployment was 1-2%. As unemployment increased in the 1980's the statistical definition of full employment
also changed. Full employment has generally been regarded as that level of unemployment that exists when the
government’s economic growth objective is achieved. It is generally accepted that the full employment objective involves
the attainment of an unemployment rate of approximately 5%. This is sometimes referred to as the natural rate of
unemployment or the Non-Accelerating Infiation Rate of Unemployment (NAIRU).

Recent Treasury and RBA estimates have put the NAIRU at ‘approximately’ 5%. A NAIRU of 5% would mean that any
attempts to target unemployment rates below 5% are likely to stimulate inflation to unacceptable levels. However, over
the past year, the unemployment rate continued to fall towards the full employment level, with the rate even falling to
exactly 5% in September and October 2018. This occurred despite the existence of spare capacity in the labour market
(as evidenced by continuing growth in the casualisation of labour, persistently high underemployment, and very low
growth in real wages). This suggests that the full employment rate of unemployment (or NAIRU) is actually below 5%,
and should the economy continue to grow over 2018-19, it is likely that the unemployment rate will fall below 5%,
triggering growth in wages and inflation. This highlights that, while the precise level for NAIRU remains uncertain, it is
likely to be lower today than it was five or ten years ago.

Exam Tip: NAIRU estimates are typically related to the seasonally adjusted rate of unemployment rather than the
‘trend’ or ‘original’ rate of unemployment. Interestingly, the original rate of unemployment for October 2018 was a
very low 4.8% (compared to a seasonally adjusted rate of 5.0% and a trend rate of 5.1%).

Exam Tip: Part of Q4 in the 2018 exam required students to assess the extent to which the Government has
achieved full employment over the past two years. The question accompanied a chart showing both the

downward trend in the unemployment rate (and the underemployment rate) over the relevant period. To answer
the question effectively, students needed to compare the actual rate of unemployment to the rate of
unemployment that is consistent with the government’s goal. Given the uncertainty about the precise level of
NAIRU, students are afforded some flexibility when ‘defining the goal’. A range between 4% - 5% would be
acceptable, provided that students clarify or imply that it is an approximation. The best responses will have been
those who made meaningful reference to the relevance of underemployment when determining NAIRU (or the full
employment rate of unemployment).

Why does unemployment exist when the economy is growing strongly?

e structural unemployment
not ensured they have the adequate schooling or training to secure jobs. For example, microeconomic reforms
forced firms to restructure and offer redundancies (TCF and MV industries) and some of these redundant workers

have not re-skilled;
e seasonal unemployment
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e frictional unemployment
hard core unemployment

Exam Tip: Question 3(ai) of the 2014 exam required students to explain the difference between cyclical and
structural unemployment. Many students found it difficult to achieve full marks for this relatively simple question.
The safest way to respond is to define the terms and then highlight a key point of difference. Remember that it is

incorrect to define structural unemployment as unemployment caused by changes in technology. Changes in

technology can cause structural unemployment (i.e. it is a cause) but structural unemployment can exist in the
absence of changes in technology (e.g. if funding for TAFE falls and fewer persons are provided with the skills to
work as electricians, then jobs are likely to exist but some people will remain unemployed as they lack the skills to
fill these jobs).

With the exception of structural unemployment, the government is restricted in its ability to reduce these types of
unemployment. Accordingly, the main type of unemployment the government seeks to lower via policy instruments is
cyclical unemployment associated with weakness in the business cycle (economic cycle). This occurs when the economy
is not operating at its full capacity due to deficiencies in AD (e.g. when an economy experiences an economic downturn,

such as a recession).

Exam Tip: Question 3(aiii) of the 2014 exam required students to describe one example of a budgetary policy (BP)
initiative that could be used to reduce the rate of structural unemployment. While BP will be examined more fully
in Unit 4, it is worth highlighting the common errors made by students when answering a question of this kind.

Examiners would be looking for a policy initiative that is designed to improve the employability of those
‘structurally’ unemployed (e.g. funding for skills training). It is insufficient to focus only on a policy initiative that
works to increase the demand for labour (e.g. lower tax rates to encourage an increase in AD and real GDP).

The government seeks to reduce structural unemployment by instigating measures that improve the skills of those
‘structurally unemployed’. These measures might include expenditure on education, work for dole scheme and/or
subsidies to employ those who are long term unemployed (more than one year).

Measurement of the labour force data

The ABS conducts a monthly labour force survey and defines the labour force UNEMPLOYMENI
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Those considered unemployed must meet the following requirements: s
wnvm

e aged over 15 years
e without a job (did not work for a minimum of one hour) but actively looking for work (full or part-time)

e able to accept a job in the week prior to the survey

The total ‘civilian’ (non-military) working age (i.e. over 15) population of 20,352,709 people can be split into the following
three categories:

Labour force statistics October 2018
Category (original figures)

A. Employed persons 12,664,685
B. Unemployed persons 634,282
C. Persons not in the labour force but of a working age (over 15) 7,053,742

Source: ABS Catalogue 6202.0

The CPAP Study Guide to VCE Economics, Part 1 (Unit 3), 13th Edition (2019) by Romeo Salla and Toby Robertson 85



The labour force and participation rate

As highlighted above, the labour force comprises both those that are employed and those that are unemployed (i.e.
willing and able to work but unable to find a job). Accordingly, (A) + (B) represent the labour force. As at October
2018, the size of the labour force was 13,298,967 people, made up of 12,664,685 employed and 634,282 unemployed.
The participation rate is defined as that percentage of the total ‘working age’ population (over 15) that are members of
the labour force - that is participating in the sense of either working or willing and able to find work. Note: the working
age population is A+B+C (20,352,709 people) and it really represents Australia’s ‘potential’ labour force. Accordingly,
the rate tells us what proportion of Australia’s potential labour force is actually in the labour force.

The participation rate is therefore 65.3% as at October 2018 and was calculated by:

[(A) + (B)/(A) + (B) + (C)] x (100/1)

[(12,664,685+ 634,282) / 20,352,709] x (100/1)

The unemployment rate

The U/E rate represents the proportion of the labour force that are not employed (i.e. not working for more than one
hour per week). It is therefore calculated as follows:

[(B)/(A) + (B)] x (100/1)
The unemployment rate is therefore 4.8% as at October 2018 and was calculated as:

[634,282 / (12,664,685+ 634,282)] x (100/1) or [634,282 / 13,298,967 ] x (100/1)

Exam Tip: Students might note the difference between the original October figure of 4.8% and the seasonally
adjusted figure of 5.0% referred to later. The seasonally adjusted figures are based on the original figures but
remove the impact of changes that occur at the same time every year. Students can reasonably expect that the

statistics relating to macro variables (inflation, real GDP and unemployment) to be seasonally adjusted unless
stated otherwise. As mentioned earlier, the VCE Economics examination is unlikely to specifically ask a question
relating to the difference between seasonally adjusted and original figures.

Hidden unemployment

The unemployed statistics do not reveal the extent of Hidden Unemployment. This occurs when people who are not
members of the labour force, would actually prefer to be working, but are not actively seeking employment because
they are discouraged about their employment prospects. Hidden unemployment tends to increase during economic
downturns as repeated rejections cause job seekers to exit the labour force (i.e. stop looking for work), which results in
downward pressure on both the participation rate and the actual unemployment rate. In contrast, when the economy
enters the recovery phase, job prospects improve and some in the pool of ‘hidden unemployed’ re-commence their
search for jobs, replacing hidden unemployment with actual unemployment.

Underemployment and the underutilisation rate

Unemployment figures do not capture the incidence of wnderemployment (also referred to as disguised
unemployment

be working more hours. Usually, they are working on a part-time or casual basis when they would prefer to work full-
time. Alternatively, they may be underemployed because their employer is operating below full capacity (e.g. full-time
workers employed at reduced hours). Many people underemployed experience similar problems to those unemployed
— reduced incomes, greater stress and a reduction in living standards.

In recognition of the shortcomings of unemployment statistics as a measure of both spare capacity and the ‘losses’
associated with little or no work, there is increasingly more emphasis given to both the underemployment and
underutilisation rates when formulating economic policies. The underutilisation rate

Underutilisation rate = underemployed + unemployed
labour force

= underemployment rate + unemployment rate
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During the economic downturn of 2008-9, underemployment rose by a greater extent than unemployment as businesses
decided to reduce working hours of employees rather than make them redundant. This resulted in the underutilisation
rate rising by a greater percentage than the unemployment rate. However, this trend was reversed during the economic
recovery that took place since then. As at November 2017, the underutilisation rate was 13.7% in seasonally adjusted
terms, which was made up of an unemployment rate of 5.4% and an underemployment rate of 8.3%. The movement
in these respective rates since 2007 is highlighted below.

Unemployment, underemployment and underutilisation rates
[Seasonally adjusted]
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The growing gap between the unemployment and underemployment rates over the past six years (from 1.8% points to
3.2% points) reflects the increasing ‘casualisation’ of Australia’s labour force, with the growth in part time (and/or casual)
employment exceeding the growth in full time employment. While many people prefer part time/casual employment
over full time employment (and are therefore not considered to be underemployed), it is also true that, increasingly,
businesses are restructuring in an effort to achieve a more flexible workplace to assist with business efficiency (dynamic)
as well as meet the demands of a changing labour force. This greater workplace flexibility helps businesses to reduce
overall labour costs as labour demand and employment can more easily be ‘turned off’ (i.e. reduce hours) when
conditions are poor and ‘turned on’ when conditions improve. In addition, there have been changes to the structure of
industries due to the ‘digital disruption’ that has displaced some workers from full time employment. For example, the
rise of platforms such as Uber has enabled many people (who would otherwise be classified as unemployed) to work
‘some’ hours each week - therefore reducing unemployment but adding to underemployment.

As a consequence, the unemployment rate is a less meaningful indicator of the strength of the labour market. This is
because any decision by businesses to reduce their demand for labour, by offering fewer hours, will not be reflected in
a lower unemployment rate. Instead, it may only appear as an increase in the underemployment and underutilisation
rates. This means that the lower unemployment rate since 2014 (during a time of below trend rates of economic growth)
hides the fact that the labour market remains relatively weak and did not improve until 2017. As mentioned earlier,
despite the unemployment rate falling to 5.0% in seasonally adjusted terms (or 4.8% in original terms), there remains
some spare capacity in labour markets as evidenced by the relatively high underemployment rate (consistently above
8% since 2014) and very low growth in real wages.

Long term unemployment

To be categorised as long term unemployed, a person must be unemployed for more than 52 consecutive weeks. As at
October 2018, there were 151,676 Australians considered to be long term unemployed, which represents 23.9% of the
total number of people unemployed.

As highlighted in the adjacent chart, the number of long Long term unemployment (persons)
term unemployed trended up from 71,000 in 2008 to i‘;";

211,000 in 2015, before trending down to 152,000 in '

October 2018. The increasing trend to 2015 can be
attributed to the rate of technological or structural
changes taking place in the economy, with structural
unemployment flowing from the closure or restructure of
many Australian industries, particularly those related to  "**
manufacturing and retail. The declining trend over the  **
past few years is likely to be a result of the increasing  ”°
ability of long term unemployed persons to offer some
hours of their labour in the ‘digital economy’ (e.g. using
ride sharing platforms such as Uber and Lyft).
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Exam Tip: While long term unemployment is not specifically listed in the Study Design, it is possible that it could
surface on the exam, which was the case in 2016, to the surprise of many students. Questions 4a and 4b required
students to outline one economic factor that might explain why long-term unemployment increased in Australia
and then describe the likely effect of being long-term unemployed on both equity of income distribution and living
standards. Many students simply focused on unemployment (rather than long term unemployment) and referred

to causes and effects that were more relevant for cyclical unemployment. The best responses were those that
recognised the need to focus on factors like skills deficiencies (or structural factors) as the cause. In relation to the
effects, it was best to focus on the debilitating impacts of LT UE in terms of it leading to a draw down of
assets/wealth (and indirectly income) and the fact that the LT UE are more likely to transition into poverty. The
link to non-material living standards was also relevant given that the LT UE are more likely to suffer from mental
iliness compared to those experiencing a shorter bout of unemployment.

T

On balance, unemployment has undesirable consequences for society and the government is keen to limit both the level
and rate of unemployment, particularly when people are unemployed for a prolonged period of time (e.g. those who
have been unemployed for more than one year — i.e. the long term unemployed).

Loss of gross domestic product (GDP): Unemployment can make it more difficult to achieve strong rates of
economic growth given that lower incomes negatively impact on spending, AD and real GDP. In addition, underutilised
labour and/or structural unemployment) is likely to mean that the economy is not operating at its productive capacity,
which means that potential GDP is not being achieved.

Loss of tax revenue: Higher unemployment rates will result in lower income tax revenue for the government. This
means that it will have fewer funds to spend on a range of government provided goods and services that support
Australian living standards (e.g. less spending on infrastructure or health) as well as spend more on welfare or income
support which adds to the budget deficit (or smaller surplus) and comprises the ability of the government to support
Australian standards of living more generally.

Greater income inequality: Unemployment can worsen income inequality and increase the incidence of poverty.
More people will be relying on welfare, receiving government transfer payments instead of factor incomes, which means
that the lowest income earners in society will be receiving a smaller share of the total income earned in Australia. In
addition, more people are likely to be placed in a position where they will unable to afford the goods and services to
give them a reasonably decent or dignified standard of living.

Reductions in living standards: Ultimately,
unemployment typically reduces living standards on a
number of levels.

e As people move from being employed to becoming
unemployed, their income more than halves and
they therefore have a reduced capacity to purchase
goods and services. In this respect, unemployment
reduces material living standards and diminishes the
economic prosperity and welfare of Australians.

e Unemployment can also reduce the quality of life or non-material living standards of those becoming
unemployed. These people could be faced with the stigma that is often associated with being unemployed and
will also miss out on the many non-monetary benefits that employment brings. This includes an improved sense
of connection to the community and a higher self-esteem or self-worth.

e Unemployment is also positively correlated with crime, social exclusion and homelessness, as well as an

increased incidence of psychological harm and general ill health that is more common in those who are
unemployed, particularly the long term unemployed. All of this has a negative impact on social cohesion.

The CPAP Study Guide to VCE Economics, Part 1 (Unit 3), 13th Edition (2019) by Romeo Salla and Toby Robertson 88



U

The chart below highlights the cyclical nature of both the unemployment and participation rates over the past four years.

Unemployment and participation rates (sa)
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Exam Tip: Students should beware of graphs with two y-axis. Under exam stress, it is easy to say that the latest

unemployment rate is approx 65.1% or that the participation rate is approx 5.0 per cent. Silly mistakes like this
can cost students valuable marks in the examination!

The economic downturn over 2008-9, resulted in a lower demand for labour, higher unemployment and a consequent
decline in the participation rate. Interestingly, the unemployment rate reached a peak of 5.9% in mid-2009, which was
well below expectations of more than 7%. This was primarily due to the widespread practice of businesses reducing
their demand for labour by slashing labour hours, rather than workers. This had the effect of increasing the
underemployment rate rather than the unemployment rate (as discussed earlier). In addition, the decline in the economy
was not as bad as first thought, with Australia entering the recovery phase much sooner than anticipated, helped along
by expansionary budgetary and monetary policies, a weaker exchange rate and a stronger than anticipated Chinese
economy. Since then the unemployment rate trended down until 2011, in line with economic recovery, which helped to
increase the participation rate back towards record levels. However, between 2011 and 2014 the unemployment rate
slowly trended up from 4.9% to 6.4% by October 2014, which contributed to the reduction in the participation rate back
to 64.7% in early 2015. The fall in the participation rate reflected factors such as expectations of a further economic
downturn by many householders, a generally weaker (or ‘softer”) labour market (characterised by rising labour force
underutilisation rates) and an ageing population (as more people retired from the workforce). The rebound in the
participation rate since then is related to a marginally stronger economy, the falls in both the unemployment rate and
underutilisation rate, as well as the success of government policies that have designed to increase workforce participation

(covered in Unit 4). As at October 2018, the unemployment rate rests at a very low 5.0% and the participation rate sits
at a relatively high 65.6%.

Exam Tip: A key skill in the new Study Design (2017-2021) is the requirement for students to ‘analyse economic
relationships through the interpretation of data, graphical trends, patterns and other information’. A possible
question could be one that directs students to analyse the relationship between the PR and UE rate from a chart
similar to that presented on the previous page. Students should remember that the relationship between the PR
and the U/E rate can work both ways. First, a rise in the U/E rate will tend to cause the PR to fall and vice versa.

This is the most common way of examining the relationship between the two variables. Second, a rise in the PR
over time can help to reduce the U/E rate and vice versa. This occurs because a higher PR should reflect a higher
supply of labour (but not always!), which then exerts downward pressure on real wages (or real labour costs),
which then helps to increase the demand for labour and employment, thereby helping to reduce the rate of U/E.

Relationship between economic growth, inflation and unemployment

The achievement of the government’s respective macroeconomic goals involves efforts to boost economic growth,
reduce inflation and minimise unemployment. There are important relationships between these variables that are worthy

of consideration before exploring the aggregate demand and aggregate supply factors that have influenced economic
growth, inflation, the unemployment rate and living standards over the past two years.

Exam Tip: A new key skill in the Study Design is the requirement to ‘analyse economic relationships through the
interpretation of data, graphical trends, patterns and other information’. While it is clear that students will be
required to analyse the relationship between AD and AS factors and the achievement of government goals, it is

possible that this also requires students to analyse the relationships between either the achievement of the goals

or (more likely) the variables underpinning the goals (i.e. economic growth, inflation and unemployment). For
example, it is not unreasonable to expect a question such as Qla of the 2012 exam ‘Explain the relationship
between the economic goals of strong and sustainable economic growth and full employment’ or ‘Analyse the
relationship between economic growth and inflation’ or ‘Analyse the relationship between inflation and
unemployment’.
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When analysing these types of relationships, it is useful to remember the following:

1.

2.

There is likely to be a ‘coincident’ relationship — e.qg. if inflation is low, what is likely to be happening to
economic growth at the same point in time. This one is static — focusing on one point in time.

There is likely to be a ‘causal’ relationship — e.qg. if inflation is low how is this likely to affect economic growth?
This one is forward looking.

Economic growth (EG) and unemployment (UE)

Strong rates of EG are likely to be associated with and cause a strong demand for labour and low(er)
unemployment simply because more goods and services are being produced, requiring more resources
(including labour) to produce them. However, if EG has been achieved primarily via an increase in productivity,
this may result in little change in unemployment (i.e. ‘jobless growth”). Analysing from the opposite direction,
lower UE should cause a further increase in EG because higher employment levels create higher average
incomes which increases AD and EG.

Economic growth and inflation

Strong rates of EG are likely to be associated with and cause high(er) inflation simply because high growth
typically occurs alongside demand inflationary pressure, where strong levels of AD exert upward pressure on
prices. This relationship will hold unless the high EG has been achieved by supply side improvements (e.g.
growth in productivity) in which case high EG will exist alongside low inflation. This relates to the relationship
going from low inflation to high economic growth. While low rates of inflation are typically associated with low
rate of EG, low inflation rates are likely to cause an increase in EG in the medium to longer term because low
inflation stimulates AD via an increase in C and I (e.g. greater purchasing power/confidence/certainty) and net
exports (via an increase in our international competitiveness). This is why the Reserve Bank places an
overriding emphasis on keeping inflation low.

Unemployment and inflation

Typically, when low rates of UE exist, we are likely to be experiencing high(er) inflation because EG is likely to
be high (e.g. due to higher average incomes), which is typically associated with higher demand inflationary
pressure (see EG/FE). This relationship has been historically captured via the ‘Phillips Curve’ (see box below).
However, it is possible for low rates of UE and low rates of inflation to co-exist if jobs growth and EG have been
driven by supply side improvements to the economy (e.g. growth in productivity/efficiency). However, low
rates of unemployment are likely to cause further increases in inflation because the increased incomes earned
will contribute to stronger growth in spending and demand inflationary pressure. In addition, low rates of
unemployment will tend to increase cost pressure for businesses as the tighter labour market leads to increased
wages growth, labour costs and costs of production for businesses (contributing to cost inflationary pressure).
However, it is important to note that once low inflation is achieved, it is likely to contribute to lower
unemployment in the medium to longer term. This is because low inflation encourages growth in AD (see
economic growth and low inflation), which stimulates economic growth, boosts the demand for labour,
increases employment and reduces the UE rate.

The Phillips Curve This depicts the relatively short run relationship or
trade
unemployment. When inflation increases in response to
pressures from a growing economy, it is usually
associated with lower unemployment. Accordingly,
government efforts to reduce unemployment with
stimulation to AD typically results in inflationary
pressure. Similarly, lower inflation that accompanies
lower growth will usually be associated with higher
unemployment as the low growth rates lead to job
losses. Efforts by governments to lower inflation via
demand man
achievement of Full Employment. Note that the Phillips
curve cannot account for the existence of
STAGFLATION, or periods of high EG and price stability
which are driven by SUPPLY side pressures. (Continual
efforts t
run Phillips curve, but this is beyond the scope of the

Unemployment rate VCE COUfSE)

Inflation rate
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Aggregate demand and supply factors affecting the economic growth, inflation and the
unemployment

Earlier in the Study Guide, under the heading ‘Factors that may influence the level of AD and the impact on economic
growth, employment and price levels; we examined how AD and AS factors affected the key macroeconomic variables
(economic growth, employment and inflation) in a theoretical context. The emphasis in this section is, therefore, on
the application of this theoretical knowledge, using the most recent statistics available. In addition, there will be the
continuing provision of exam tips to steer students away from making costly errors in the examination.

The most recent statistics relating to economic growth, unemployment and inflation will be summarised in one chart.
This will then be followed by a collection of charts from the RBA Charts pack (http://www.rba.gov.au/chart-pack). In
the space provided, students will be required to use both the relevant RBA chart and the chart containing the
macroeconomic goal variables to determine how each AD/AS factor has affected economic growth, unemployment and
inflation over the past two years.

In October, students should download the latest available charts pack and substitute the charts presented below with
the latest chart from Charts pack. Analysing any major differences will help to ensure that students are as up to date as
possible when sitting the exam.

Exam Tip: The Study Design also requires students to examine the recent impact of AD and AS factors on living
standards. The link to living standards is most easily made by remembering that (material) living standards will be
strongly correlated to strong rates of economic growth, low rates of inflation and low rates of unemployment. So,

if an examination question requires students to link an AD/AS factor to economic growth and living standards for

example, the simplest approach is as follows. Link the relevant factor economic growth, then link economic growth
to average incomes (e.g. real GDP per capita), and then link average incomes to material living standards. Of
course, reference to employment/unemployment along the way will enhance the quality of a response, but the
marks awarded to the question will be the most useful guide as to the length and depth of the response.

Note that the first AD factor (interest rates) has been completed (next page) to provide students with an idea as to the
required approach. But first, a few more general exam tips in relation to AD/AS factors and the impact on the key
macroeconomic variables of inflation, economic growth and unemployment.

Exam Tip: Question 1b of the 2015 exam required students to describe how an increase in aggregate supply might
contribute to an increase in the rate of economic growth. The easiest approach to this question was to equate ‘an
increase in aggregate supply’ with ‘growth in supply potential of the economy’ or ‘productive capacity’. It then
becomes easier to establish a link to economic growth via the effects on aggregate prices (inflation). Otherwise,
equating an increase in aggregate supply with ‘an increase in the total goods and services supplied in the market’
(which in itself is another way of saying that real GDP has increased), made it more difficult to unpack the causal
relationship that was required.

Exam Tip: In the exam, if you are asked to describe two influences that have added to inflationary pressures in the
economy over the past year or two (which was a Q in the 2008 examination for 4 marks), it involves careful
consideration of what you think the assessors will be looking for in responses. To respond by saying something like
‘food prices rose over the past two years’. While it might be accurate, it is only scratching the surface. You need
to describe why food prices rose (e.g. because of adverse climatic events, such as the floods and cyclone, or
because of a lower AUD forcing up the prices of imported goods and services, including food). In other words, you
should draw upon your knowledge of the demand and supply factors affecting the goals (in this case, low Inflation)

Exam Tip: Remember that students are only required to demonstrate an understanding of how factors have
affected inflation, economic growth and unemployment over the last two years. It is possible that charts will be

provided in the examination that contain time series data going well beyond the last two years. If so, the exam
setting panel will be testing a key skill from the Study Design (interpret and analyse data, graphical trends, patterns
and other information'. Accordingly, the charts below contain data going back beyond the last two to three years
but students should pay particular attention to how the AD/AS factor influenced EG, inflation or UE over the past
two years.

Exam Tip: The 2017 exam asked students to explain one economic factor that might have influenced the goal of
low inflation in 2016/17. First, it was important for students to recognise that the question (albeit worded
ambiguously) was really asking for a factor that affected the ability of the government to achieve a low rate of
inflation (between 2-3%) rather than any factor that influenced the RBA to change 'the goal' itself (such as the
changed wording of the goal during 2017 from '...over the course of the economic cycle'...to ... 'over time'.
Second, students needed to provide a plausible/relevant explanation of a factor influencing inflation, rather than
a hypothetical one. For example, reference to relatively weak consumer confidence (keeping spending low) or
low wages growth (acting as a constraint on spending and reducing demand/cost pressures) would be acceptable.
In contrast, reference to examples such as ‘higher unemployment’ (reducing incomes and hence demand
pressures) or a ‘falling exchange rate’ (adding import costs and price rises) were unlikely to gain full marks
because the unemployment rate actually fell and the exchange rate rose on average over the relevant time
period. Ideally students needed to link the economic factor to demand and/or cost inflation.
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The key statistics relating to the movement in economic growth, inflation and the unemployment rate are contained in

the chart below.

Economic growth, inflation and the unemployment rate
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Students should attempt to establish a connection between the AD and AS factors described below and the movement
in the key variables in the above charts. This should involve a revision of the theory covered earlier in this Study Guide
and the application of this knowledge to uncover how the factors the factors depicted in the RBA charts (below) will
have contributed to the movement in economic growth, inflation and the unemployment rate over the past couple of

years.
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The lower interest rates for both new loans (from
approximately 4.25% to 4.00%) and outstanding loans
(from approximately 4.6% to 4.5%) helped to stimulate
economic growth to relatively high levels by 2018, with
the rate of growth in real GDP climbing from as low as
2.3% in 2016 towards 3% by 2018. This is largely because
the reduction in interest rates both reduced the incentive
to save and increased the incentive to borrow. In
addition, economic agents with existing debt will have
experienced an increase in cash flow to the extent that
debt servicing costs fell on variable rate loans. The
combined effect was to raise the demand for household
products (i.e. increased consumption) and business
capital (i.e. increased Investment), stimulating AD and
growth in real GDP (economic growth).

as businesses required more (labour) resources to
produce additional goods and services, which raised

employment and contributed to the decline in the rate of unemp oyment

higher rate of inflation

growth in the demand for goods and services lead to a faster depletion of stocks and a reduction in spare capacity,
which provided businesses with an opportunity to raise prices. In addition, the reduction in spare capacity in labour
markets also exerted upward pressure on wage costs, which further added to inflationary pressure.

Exam Tip: Student should be careful when analysing the demand and supply side effects of interest rate changes.
When interest rates rise, the cost of borrowing increases, adding to the costs of production and increasing
inflationary pressure. However, interest rates primarily affect inflation on the demand side. Hence, while high
interest rates actually increase inflationary pressure in the short term via the boost to production costs, they

reduce inflation via the negative impact on AD over time as well as the immediate effect on inflationary
expectations (i.e. to reduce them). Students must remember that the demand side impact always outweighs the

supply side factor when there is a change in interest rates. This means that higher interest rates reduce
inflationary pressure over time and lower interest rates increase inflationary pressure.
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Exam Tip: If the exam asks you to choose a number of demand factors that affect economic activity (or
government goals) and you can’t remember them, it might be useful for you to break up AD into its components

and then try to remember some of the factors affecting each individual component. For example, ask yourself
what affects Consumption? What affects Investment? What affects Exports? Once you do this, you should be able
to arrive at a couple of factors for each.

DISPOSABLE INCOME

Household Income and Consumption*
% Real, year-ended growth %
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A
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% Saving ratio %
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Exam Tip: Disposable income is not defined as Income less interest rates, or Income less inflation. It is therefore
incorrect to say (as many do in examinations) that a rise in interest rates or inflation will cause a fall in disposable
income. Disposable income in (micro) economics is commonly defined as Gross Income less income taxes.
Disposable Income after inflation is referred to as ‘real disposable income’ and (disposable) income after the
payment for essentials (such as mortgage repayments) is commonly referred to as ‘discretionary income.” In
examinations, students typically confuse the three concepts.
Exam Tip: Students might note the implications of a falling savings ratio in the context of changes in consumption
expenditure. Despite the relatively stagnant growth in disposable income, household consumption has increased
because households are saving less (and therefore spending more). While the savings ratio is not specifically listed
in the Study Design, it is not impossible for reference to the household savings ratio (and its implications) to be
made in the exam.
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Exam Tip: When students are asked to demonstrate an understanding of how a fall in the AUD impacts on the
inflation rate, they typically become confused because they have learned that a lower AUD boosts competitiveness

by making ‘exports cheaper.....” They then go on to say that this helps inflation because of lower export prices. It is
important to remember that export prices are not a part of the CPI and that a lower AUD actually causes both
demand and cost inflationary pressures!

CONSUMER
Consumer Sentiment*
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Exam Tip: Students should take care not to make the mistake of misinterpreting movements in charts. In the
Consumer Confidence chart above, it is tempting to conclude that consumer confidence was low in the middle of
2016, as the index fell from approximately 105 to just above 100. However, while the index did indeed fall over this
time, consumer confidence is only low when the index falls below 100. This means that consumer confidence was
positive as, on balance, more consumers felt confident about the future compared to those who felt pessimistic. In
an exam, to say that confidence is low is incorrect and would undermine the quality of an exam answer.

Exam Tip: Question 3 of the 2011 examination was focused on the indicators, effects and policy implications of
lower levels of consumer confidence. Three charts were given (GDP growth, Savings ratio and CPI) and students
were required to identify and explain one piece of evidence that suggested consumers had become more cautious.
First, students should not waste time and refer to more than one of the charts! Second, students needed to
adequately link the movement in the variable within the chart with consumer sentiment. For example, explain

how the higher household savings ratio reflects a more cautious consumer!!

The CPAP Study Guide to VCE Economics, Part 1 (Unit 3), 13th Edition (2019) by Romeo Salla and Toby Robertson 94



BUSINESS CONFIDENCE
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PRODUCTIVITY AND LABOUR COSTS
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Exam Tip: With AS factors in general, it is typical for students to argue that reduced production costs causes
suppliers to increase their ‘willingness to supply’ and therefore boost economic growth. While this is broadly
accurate, it makes no mention of the role of ‘prices’ and therefore AD in causing economic activity to change.
Despite AD being affected, it is still a ‘supply factor’. This is how supply side policies actually work to stimulate

economic activity —an increase in AD is important.Accordingly, for Q1b of the 2015 exam, the better responses
will have been those where students discussed how an increase in AS might contribute to economic growth via an
increased willingness to supply at any given price, leading to lower prices and an expansion (or increase) in AD.

Exam Tip: The final six mark question on the 2012 exam was arguably the most difficult. It required students to
explain how slower rates of productivity growth affect living standards and how this effect might be hidden by a
stronger terms of trade as well as population growth. First, students needed to explain why slower productivity

growth tended to negatively impact on living standards, which should have been relatively easy if students
focused on material living standards. The really tricky part was to explain how growth in the population and the
TOT could hide this impact. The growth in both of these variables over recent years has tended to increase
economic growth to rates that are high by international standards, giving the impression that 'all is good' with the
Australian economy. Making this point and explaining how growth in these variables works to increase economic
growth is the key to achieving full marks for this difficult question.

Exam Tip: Notice that labour costs have not been discussed in terms of the possible ‘demand’ side impact via
income (e.g. wages) of employees. This is because changes in labour costs do not always result in an increase in
income for workers (e.g. if there is an increase in workers compensation insurance, it will increase labour costs but
not income of workers) and will not have direct demand side implications.
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Exam Tip: When asked to discuss the effects of a ‘supply factor’ you should be aware that most supply side effects
are eventually felt through a change in the costs of production. Accordingly, you should attempt to provide a
unique explanation for how and why the supply factor affects production costs, but the explanation from that

point is generic in terms of the effects on economic activity or the government’s goals. For example, a rise in
productivity and a fall in labour costs will have identical explanations once it is identified that production costs are
reduced.
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CLIMATIC EVENTS

In the space below, provide detail of recent climatic events that have recently impacted on the Australian economy over
the past couple of years. Typically, they will be events referred to as ‘natural disasters’, including the ongoing drought
affecting parts of eastern Australia, as well as bushfires, storms and floods that frequently have negative supply side
effects on the economy adding to inflation, worsening competitiveness and economic growth and causing unemployment
to increase in those industries negatively affected. [However, this is partially offset by the employment gains required
in the reconstruction effort following a natural disaster such as a flood, cyclone or bushfire.]

Exam Tip: Q2(d) of the 2011 exam required students to outline the likely effect of the flooding on AD and AS.
Students should not make the mistake to focus solely on the microeconomic impact on particular markets. For
example, outlining that it caused banana supplies to fall, which then caused a reduction in the demand for
bananas. Instead, students need to outline the ‘net’ effect on AD and AS. For example, AS was negatively affected
due to damaged infrastructure and business facilities and AD fell in the short term before picking up via the

reconstruction effort

Exam Tip: When choosing demand (or supply) factors that affect economic growth or another goal, DO NOT: use
components of AD as your factors. E.g. saying consumption expenditure (C) or Export Demand (X) are factors that
can increase economic growth. You must choose the particular factors that cause C or X to increase (e.g. rising

consumer confidence or a drop in the AUD.

AD and AS factors and the effects on living standards f’c%
googrptic S8 e & Growth

In housinghre, ]
When determining how each of the AD and AS factors have impacted on living &
standards over the past two years, it is necessary to recall the significance of s an ar 8
the government’s domestic macroeconomic goals. When discussing these e labi

al
earlier in the Study Guide, it was clear that living standards would be enhanced q,,::"e s%mg:’;%?,'...,%%
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Of course, this means that living standards are likely to deteriorate if the rate

of economic growth is too low and both the rates of inflation and S s iy ceethcare fé}é
unemployment are too high. ‘}g o, /o.,,,m
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REVIEW/APPLICATION QUESTIONS 6 — domestic macroeconomic goals

Explain what is meant by the government’s goal to achieve 'strong and sustainable rates of economic growth.’

Explain why the government pursues a relatively strong rate of economic growth.

Discuss ow an over eliance on traditional forms of energy may impact on future rates of economic growth.

Discuss how an over eliance on renewable energy may impact on current rates of economic growth.

Describe how the ABS measures annual economic growth rates.

Distinguish an 'annualis d’ growth rate from a annual growth and outline how it is possible for annualised rate of

economic growth to be - .0% when the annual rate of economic growth 2

7. Distinguish 'negative growth’ from a 'recession’and indicate whether Australia has experienced either since 2008

8. Define what is meant by the government’s goals for “low inflation.’

9. Explain why an inflation rate of zero is not the target of the government.

10. Outline two reasons why a relatively high rate of inflation can negatively impa t on living standards.

11. Calculate both the quarterly and annualised ate of inflation if the CPI climbed from 1  in the March quarter to 1 in

he June quarter.

12. Distinguish the following terms: inflation, deflation and disinflation.

13. Explain how the ABS calculates the inflation rate for Australia.

14. Distinguish the CPI Headline rate of inflation from the Underlying rate of inflation.

15, Explain why petrol prices decreased over the past two years and why they are expected to increase if the AUD falls
significan ly.

16. Explain how it is possible for some prices to fall when inflation is rising.

17. Discuss how floods and cyclones typically impact on both headline and underlying rates of inflation.

18. Explain why the headline and underlying rates of inflation have diverged over the past two years.

19. Distinguish cost inflationary pressure from demand inflationary pressure.

20. Define inflationary expectations and explain how they can contribute to actual inflation.

21. Explain why high rates of inflation can have negative cons quences in the economy.

22. Define what is meant by the government’s goal of "Full Employment.’

23. Define 'unemployment’and 'labour force’ according to ABS’ definitions.

24. Explain what is meant by the non  celerating inflation rate of unemployment AIRU).

25. Explain what is likely to occur in the economy if the government attempts to reduce unemployment to below NAIRU
levels.

26. Distinguish structural from cyclical unemployment.

27. Describe two benefits of achieving full employment.

28. Distinguish Hidden Unemp oyment from Underemployment

29. Define the underutilisation rate.

30. Explain why higher levels of underemployment make unemployment a less meaningful indicator of spare capacity
existing in the economy.

31. Explain how the casualisation of the labour force has affec ed the unemployment, underemployment and

nderutilisation rates.

32. Discuss two negative consequences associated with high rates of unemployment.

33. Define long term unemployment and provide a likely reason for long term unemployment climbing over recent years.

34. Analyse how an increase in the participation rate might affect the unemployment rate.

35. Analyse how a rise in the unemployment rate might affect the participation rate.

36. Explain how an increased rate of retireme t from the labour force in 201 and beyond is likely to affect both the
unemployment and participation rates.

37. During an economic downturn explain why the rate of growth in underemployment rate might exceed the rate of growth
in the unemployment rate.

38. Explain how an economic recovery is likely to affec he unemployment rate differently to the underemployment rate.

39. For the following hypothetical labour force statistics, calculate (a) — (d) below and outline how each of these rates are
likely to change in the future given that Australia is experiencing a ageing population.
(a) nemployment rate, (b) Participation rate, (c) Underemployment rate and (d) Underutilisation rate

Hypothetical labour force s  istic

A ALNN

Underemployed persons 2 000
Employed Persons 9,000,000
Unemployed Persons 1,000,000
Working age population 20,000,000

40. Identify and explain two AD factors that have supported economic growth and exerted downward pressure on the
unemployment rate over the past two years

41. Identify and explain two AS factors that have supported e onomic growth and exerted downward pressure on the
unemployment rate over the past two years.

42, Identify and explain two AD factors that have helped to reduce inflation over the past two years.

43. Identify and explain two AS factors that have helped to reduce inflation over the past two years.

44. Select three of the factors identified in question 40 3 above and explain how each has influenced Australian living

tandards over the past two years.
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REVIEW/APPLICATION QUESTIONS 6B — domestic

Read the edited statement by the RBA Governor, explaining the decision to leave the cash rate unchanged at
1.5% in December 2018, and answer the questions that follow. [Access the full version of the statement at
https://www.rba.gov.au/media-releases/2018/mr-18-31.html]

The Australian economy is performing well. The central scenario is for GDP growth to average around 3> per cent over 2018
and 2019, before slowing in 2020 due to slower growth in exports of resources. Business conditions are positive and
non-mining business investment is expected to increase. Higher levels of public infrastructure investment are also
supporting the economy, as is growth in resource exports. One continuing source of uncertainty is the outlook for household
consumption. Growth in household income remains low, debt levels are high and some asset prices have declined. The
drought has led to difficult conditions in parts of the farm sector.

Australia's terms of trade have increased over the past couple of years and have been stronger than earlier expected. This
has helped boost national income. Most commodity prices have, however, declined recently, with oil prices falling
significantly. The Australian dollar remains within the range that it has been in over the past two years on a trade-weighted
basis.

The outlook for the labour market remains positive. The unemployment rate is 5 per cent, the lowest in six years. With the
economy expected to continue to grow above trend, a further reduction in the unemployment rate is likely. The vacancy rate
is high and there are reports of skills shortages in some areas. The stronger labour market has led to some pick-up in
wages growth, which is a welcome development. The improvement in the economy should see some further lift in wages
growth over time, although this is still expected to be a gradual process.

Inflation remains low and stable. Over the past year, CPI inflation was 1.9 per cent and in underlying terms inflation was
134 per cent. Inflation is expected to pick up over the next couple of years, with the pick-up likely to be gradual. The central
scenario is for inflation to be 2% per cent in 2019 and a bit higher in the following year.

Conditions in the Sydney and Melbourne housing markets have continued to ease and nationwide measures of rent inflation
remain low. Credit conditions for some borrowers are tighter than they have been for some time, with some lenders having
a reduced appetite to lend. The demand for credit by investors in the housing market has slowed noticeably as the dynamics
of the housing market have changed. Growth in credit extended to owner-occupiers has eased to an annualised pace of 5-6
per cent. Mortgage rates remain low, with competition strongest for borrowers of high credit quality.

The low level of interest rates is continuing to support the Australian economy. Further progress in reducing unemployment
and having inflation return to target is expected, although this progress is likely to be gradual.

Questions

1. Describe one factor that might account for slower growth in resource exports.

2. Explain how slower growth in exports of resources will impact negatively economic growth, price stability
and full employment

3. Identify one current example of public infrastructure investment and explain how it contributes to growth
in AD.

4. Define household income and describe one possible cause and one possible effect (on the economy) of low
growth in household income.

5. Explain why high (household) debt levels and low asset prices can impact negatively on AD and economic
growth.

6. Explain how the drought negatively impacts on both the farm and non-farm sectors of the economy.

7. Given that Australia is net importer of oil, explain how the recent fall in oil prices is expected to impact on
economic growth.

8. Define the ‘trade weighted index’ (TWI).

9. Explain how the TWI might be affected by slower growth in mining exports and analyse how this movement
in the TWI is expected to impact on economic growth and inflation.

10. Outline the relationship between the ‘unemployment rate’, ‘vacancy rates’, ‘skills shortages’ and ‘wages
growth’.

11. Discuss the relationship between wages growth and economic growth.

12. Identify the headline and underlying inflation rates over ‘the past year’ and provide a plausible reason for
the difference between the two rates of inflation.

13. Explain how the change in ‘credit conditions’ has impacted on the housing market.

14. Describe one (other) cause and one effect of the recent ease in housing market conditions.

15. Describe how the low level of interest rates reduces unemployment and increases inflation.
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Quick revision crossword No 6

Domestic macroeconomic goals
Across Down
2. The employed and unemployed combined (2 words) 1. When the inflation rate is negative
3. What has been happening to the labour force over time, which 5. The labour supply as a percentage of the potential labour supply
has made the unemployment rate a less meaningful indicator of (2 words)
the strength of the labour market 6. The ultimate objective of governments that will be enhanced if all
4. A common type of unemployment that will always exist in a of the economic objectives are achieved (2 words)
dynamic economy 7. The key statistic underpinning the full employment goal
9. Levels of this for both consumers and producers tends to plummet 8. That level of unemployment that exists when the government’s
during a recession economic growth goal is achieved and consistent with an
10. An increase in this AS factor will exert downward pressure on unemployment rate of approximately 5.0% (2 words)
inflation 11. These considerations are crucial if we are to achieve sustainable
12.  When this rate falls, it helps to improve growth and employment rates of growth
but will increase inflation 13.  The chain volume measure of GDP attempts to convert nominal
14. Lower inflation improves this for our tradables sector (i.e. GDP into GDP
exporters and import competing businesses) 15.  type of unemployment occurs when the skills of the unemployed
16. Growth that does not contain this important characteristic will do not match the skills required by industry
tend to erode living standards over time 17. A sustained increase in the general or average price level
18.  This type of inflation is caused by the AS curve shifting to the left 21.  That type of unemployment that endures for more than 52 weeks
19. Anincrease in the real level of production over time (2 words) (2 words)
20. This variable falls when inflation occurs, making workers worse 22. A particular type of unemployment that occurs when people who
off (2 words) are not members of the labour force, would actually prefer to be
23. The RBA measure of core (or underlying) inflation that focuses on working, but are not actively seeking employment
the price changes for bulk of items in the CPI, but excluding those
price changes that make up the top and bottom 15% (2 words)
24. When these change, there are both demand and supply effects,
but the demand side is always stronger (2 words)
25. Anincrease in these will tend to increase inflationary pressure. An

example of an AS factor affecting inflation (2 words)

22

. | 1] ]
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UNIT 3 MINI EXAM NO. 2
AREA OF STUDY 2
Total marks = 40
Section A
Multiple choice (total marks = 10
Section B
Short answer questions (total marks = 30

Section A: multiple choice (  MARKS)

1.

The unemployment rate is calculated as the number of

(a) unemployed persons divided by number of employed persons

(b) The sum of all those people receiving job search allowance (i.e. unemployment benefits)
(©) The total number of people unemployed as a percentage of the labour force

(d) All those people in the country over 15 that do not have a job

The participation rate will fall if

(a) child care costs are increased

(b) the superannuation returns reach record high levels for a 5! consecutive year
(© more workers move from full-time to part-time hours

(d) there is a large fall in the unemployment rate

Increases in aggregate demand in the economy

(@)  always lead to demand inflation

(b)  never lead to demand inflation

(©) cause demand inflation at or near full employment (productive capacity)

(d) cause demand inflation regardless of whether the economy is in @ Boom or recession

A reduction in the inflation rate is regarded as desirable because

(@)  imports will be more competitive against domestic industry
(b)  business confidence and investment is likely to be improved
(©) inflationary expectations are likely to be higher

(d)  exporters will be less competitive

Natural disasters, like cyclone Debbie in 2017, are likely to

(@) increase economic growth and reduce inflation in the long term
(b)  reduce economic growth and increase inflation in the long term
(0) increase economic growth and reduce inflation in the short term
(d)  reduce economic growth and increase inflation in the short term

A change in inflation, as illustrated in the above AD/AS diagram may:

(a) have been caused by an increase in consumer confidence

(b) be the result of higher disposable income levels of consumers
(c) have been due to an increase in government expenditure

(d) have been the result of a decrease in productivity

result of:

(a) an appreciation of the AUD
(b) a decrease in personal income taxes
(c) lower oil prices since 2014
(d) an increase in productivity

Economic growth is best defined as an increase in

(@) the value of output measured in US dollar terms

(b) the value of output measured in nominal dollar terms
(©) the value of output measured in constant dollar terms
(d) the value of output measured in current dollar terms
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9. Which of the following is most likely to provide the best indicator of changes of living standards in
Australia?
(a) changes in real GDP
(b) changes in real GDP per capita
(©) changes in inflation
(d) changes unemployment

10. Which of the following is most likely to reduce the labour force participation rate?
(a) an increase in the level of total employment
(b) a decrease in the number of 15-24 year olds undertaking full-time education
(©) an increase in the unemployment rate
(d) an increase in the number of job vacancies

PART B: STRUCTURED QUESTIONS (30 marks)

Question 1 (14 marks)

The Australian Federal Government seeks to achieve a number of economic goals.

(a) Explain what is meant by the government’s price stability goal. (3 marks)

(b) Explain what is meant by the goal of strong and sustainable rate of economic growth. (3 marks )

(©) Explain how an increase in economic growth might have a limited impact on overall living standards (4 marks)

(d) Explain why a fall in economic growth might not cause an increase in the unemployment rate. In your answer,
refer to underemployment and the underutilisation rates. (4 marks )

Question 2

Changes interest rates will have an impact on all of the gover ment’s economic goals. (8 marks)

(a) Explain how a rise in interest rates might affect the rate of inflation. Ensure that you explore both the demand and

supply side impact. (4 marks)
(b) Explain how a fall in interest rates is likely to affect the government’s goal of Full employment. Ensure that you

explore both the demand and supply side impact. (4 marks)
Question (8 marks)

‘Productivity growth in Australia has been an important factor assisting the Australian government in it attempts to
achieve its economic goals.”

a) Explain how an increase in the rate of productivity is likely to impact on Low Inflation. (4 marks)
b) Explain how an increase in the rate of productivity is likely to impact on Full Employment (4 marks)
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YOU BE THE ASSESSOR: UNIT 3 AOS 2

In this section, you are required to assess the responses presented for each of the questions. You should award the responses a score (either full
marks or less than full marks) and justify your decision. Once complete, compare your assessment to that of the authors [provided at the rear
of the Study Guide].

1. Explain how relatively low wage growth can influence the achievement of full employment. 4 markhs

$ample 1
Relatively low growth in wages will reduce the costs of production and the rate of inflation, which in turn increases Australia’s international

competitiveness and lifts aggregate demand (AD). This will result in the AD shifting to the right, leading to an increase in real GDP and
economic growth. With greater levels of national output, businesses will require more labour which adds to employment and reduces the rate
of unemployment. This means that the government is more likely to be successful in achieving its full employment goal.

Justification

$ample 2
Relatively low growth in wages helps to stimulate economic growth and contributes to the achievement of full employment, which occurs when

the economy experiences the lowest unemployment rate possible before inflationary pressures become unmanageable (or the NAIRU rate of
approximately 5% unemployment). This is because low growth in wages helps to contain labour costs and decreases pressure on the costs of
production. Businesses will then be more willing to increase investment and expand capacity, which helps to boost production levels. This should
lead to an increase in the demand for labour, raise employment levels and decrease the rate of unemployment towards the full employment
level. In addition, the lower price of labour provides an incentive for businesses to demand more labour relative to capital (an expansion along
the demand curve in labour markets) which has an additional favourable impact on both jobs growth and the rate of unemployment.

Justification

2. Outline why long-term unemployment has increased in Australia over the past 10 years. 2 marks

sample 1

This has occurred because of technological change in the economy which has altered the structure of Australian industries and increased reliance
on capital relative to labour. This has resulted in higher levels of structural unemployment, with many of those structurally unemployed
remaining so for more than one year.

Justification

Sample 2

A decrease in consumer confidence over recent years has had a negative effect on Australia’s unemployment rate. As consumer confidence
falls, the demand for goods and services in Australia decreases, meaning that firms become less willing and able to supply, shifting the nation’s
aggregate supply curve to the left. This results in higher costs of production and prices, which causes producers to decrease their demand for
labour and increasing the rate of long term unemployment

Justification

3. Describe one cause and one effect of Australia’s low rate of inflation over the past two years. 4 marks

sample 1

A low rate of inflation over the past two years has been caused by the slower rates of economic growth experienced by the USA, Europe and
China. This leads to slower growth in export demand and led to deflation in Australia. These lower prices meant that the purchasing power of
consumers or households improved, such that material living standards of Australian households will increase.

Justification

Sample 2

The relatively low rate of inflation over the past two years has been caused by a number of factors, including the slower rates of economic
growth experienced by Australia’s trading partners. Slower growth in the USA, Europe and China has reduced export demand and demand
inflationary pressures in Australia. Slower growth in export demand means that Australian exporting businesses experienced a reduction in
sales, which led to excess capacity which, in itself, eased pressure on prices. In addition, slower growth in export volumes or production meant
that exporters experienced a fall in incomes and profits, which resulted in lower returns to its factors of production, such as lower dividends for
shareholders and lower wages for workers. This further reduced demand inflationary pressures in the economy and contributed to the very low
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rates of inflation experienced in Australia. This brings many benefits for the Australian economy, not least of which is the beneficial effect on
international competitiveness and the longer run benefits this brings for Australia’s balance of payments, economic growth and living standards.
Lower prices means that net exports and AD more generally should eventually rebound, resulting in a lower CAD as well as a higher level of
AD and real GDP. Stronger growth in real GDP should therefore help to create employment and incomes, and ultimately boost material living
standards over time as Australian households will have the ability to purchase more goods and services.

Justification

4. Explain how an increase in aggregate supply might contribute to an increase in the rate of economic growth. 2 marks

Sample 1

An increase in aggregate supply (AS) means that producers are more willing and able to produce goods and services. It usually occurs as a
result of improved supply conditions and effectively leads to an increase in productive capacity. The increase in AS exerts downward pressure
on prices (or inflation), as businesses experience excess supply and discount prices to clear surplus stock. This in turn stimulates AD and leads to
an increase in real GDP (economic growth).

Justification

$ample 2

If there is an increase in aggregate supply (AS) it means that more goods and services will be produced per unit of output (greater productivity)
which means that producers will be more willing to raise output (i.e. an increased willingness to supply). This will result in higher output levels
across the economy. Given that output equates to real GDP, growth in output by producers means that real GDP increases, which means that
economic growth has increased.

Justification

5. Explain how growth in both productivity and the participation rate can lead to an increase real GDP. 4 markhs

sample 1

Growth in productivity effectively means that the nation is producing more goods and services per labour hour employed and highlights
that efficiency has increased. This contributes to disinflation in the economy, which in turn stimulates AD and economic growth. The
participation rate (PR) refers to the degree to which people are participating in the labour force and, when it increases, it means that
businesses will have access to more labour, enabling more output to be produced. This increases the rate of growth in production as measured
by real GDP.

Justification

sample 2

Growth in productivity effectively means that the nation is producing more goods and services from any given volume of inputs, such as
labour and capital, and indicates that Australia is more (technically) efficient in the way it produces goods and services. This helps to contain
costs of production and allows businesses to reduce prices without impacting on profit margins. These lower prices encourage growth in AD (e.g.
growth in Consumption and net exports) which stimulates the rate of growth in production (i.e real GDP). To the extent that lower production
costs result in higher profit margins, this facilitates an increase in Investment demand, further boosting AD and real GDP over time. The
participation rate (PR) refers to the size of the labour force as a percentage of the working age population. A higher participation rate
(e.g. via government efforts to entice more mothers back into the workforce) will effectively increase the supply of labour and exert downward
pressure on wages (or labour costs). This helps to contain (or reduce) costs of production and inflation, which stimulates growth in AD and lifts
the rate of growth in production (i.e real GDP). In addition, the higher PR helps to protect tax revenue and further encourages growth in
Investment and AD]

Justification
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Chapter 3 [Unit 3 AOS 3]
Australia and the world economy

Australia conducts trade with the rest of the world in goods and services (including financial and labour services) because
these transactions enable a country to boost living standards. It does this in the following ways:

e A wider range or selection of goods and services are available for consumption;

e Potentially cheaper goods and services are available for consumption, which not only provides a direct boost to
living standards, but helps to create additional competitive pressures (boosting incentive to innovate and
improve quality) and further reduce prices;

e Australian businesses have access to foreign physical capital (such as
machinery) that may not be available in Australia, or cannot be acquired
cheaply enough;

e Australian businesses have access to foreign human capital (i.e. workers)
that may be in short supply in Australia;

e Australian businesses have access to foreign financial capital (i.e. money)
in the form of either debt or equity that helps them to expand their
businesses via Investment;

e Australian businesses will be better able to take advantage of the benefits
of economies of scale, where larger production volumes (for a global market) result in lower average costs of
production and lower prices; and

e Australia as a country can use foreign funds to finance expansion or consumption (which are the reasons for
our CAD and NFD).

T (BOP) and its components

The balance of payments provides a record of financial transactions between residents of Australia and residents of the
rest of the world. The BOP is compiled primarily from a range of ABS and other agency surveys and all receipts are
recorded in BOP as CREDITS and all payments are recorded as DEBITS. The BOP comprises two major accounts, the
Current Account (CA) and the Capital and Financial Account (CAFA), and BOP must equal zero over any given period.
This means that any CA deficit (CAD) must be exactly offset by a CAFA surplus. [While this is true in theory, statistical
manipulations are made to ensure that this occurs in practice.]

The Current Account (CA)

The CA records all receipts and payments of a ‘current’ (as opposed to ‘capital’) nature. A deficit on the Current Account
means that payments to foreigners (debits) exceed receipts from foreigners (credits), where both these are made up of
the following:

Payments (debits) are made up of things like:

payment for imported goods and services;

interest repayments for foreign debt;

dividend payments for foreign equity (i.e. profits sent to overseas shareholders);
other income payments to foreigners (e.g. property income, wages, etc); and
transfer payments to overseas residents (e.g. gifts, foreign aid, etc).

Receipts (credits) are made up of:

export receipts;

interest repayments from foreigners;

dividend receipts from shareholdings in foreign companies;

other receipts from overseas (e.g. property income, wages, etc); and
transfer payments received by Australians.

Exam Tip: With respect to the distinction between current and capital transactions, think of current transactions
as those that do not result in any future obligations, whereas capital transactions result in some obligation to send
or receive money (or something else of value) in the future. For example, the receipt of money for exports does
not result in any future obligation for either the Australian exporter or the overseas importer (purchaser).

However, the receipt of money in the form of a loan from a foreign bank is capital in nature because it results in
future obligations (repayment of both the loan and the interest) to the overseas lender. The distinction is similar
to the difference between C and | or G1 and G2.
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Overall the Current Account is made up of four separate parts:

1. Balance on Merchandise Trade
Net services
Net primary income

4. Net secondary income
gifts).

The Capital and Financial Account (CAFA)

The Capital Account is a relatively insignificant account and covers capital transfers
(such as migrants’ transfers and debt forgiveness) and the acquisition/disposal of non-
produced, non-financial assets (such as sales of embassy land or copyrights) between
residents and non-residents. The Financial Account is the more important account in that it ef'fectlvely covers the manner
in which Australia finances its CADs.

Australia experienced a CAD of $28.8B for the year ended 30 September 2017 (which represents a relatively low 1.7%
of GDP). This effectively means that Australia spent $28.8B more than it earned as a nation. This amount must be
financed, typically in the form of loans (debt) or the sale of Australian assets (equity). When this money enters the
country from overseas it is recorded in the Capital and Financial Account as a $28.8B credit, the bulk of which enters
via the Financial Account.

The Financial Account is made up of:

Official capital inflow (e.g. the Australian government selling bonds to O/S residents, which means O/S residents are
lending the Australian govt money);

Official capital outflow (e.g. the Australian government lending money O/S, e.g. buying foreign govt bonds);
Non-official capital inflow and outflow which is made up of:
e borrowing and lending between Australian and overseas residents;

e net direct investment (e.g. setting up a production facility or plant); and
e net portfolio investment (e.g. a less than 10% investment in shares and net debt flows).

An example of the structure of the balance of payments appears below.

Structure of the Balance of Payments

Balance on
Merchandise Trade
Net
Services

Current
Account

i Net portfoli
Balance of Payments e tere

Capital Net Direct
Account Investment
Capital & Finandal

Account P——

Derivatives

Important points: |Na?m(5
The BOP=0 nvestmen
A current account deficit (CAD) will exactly offset a CAFA surplus
Balance on Merchandise Trade + Net Services = Balance on Goods and Services

Exam Tip: Students needn't be confused by the structure of the Financial Account of the BOP. Each of the official
(government) and non-official (non-government) flows will be recorded in one of the five sub-accounts within the

Financial Account. It is extremely unlikely that students will be required to draw upon a knowledge of the precise
nature of financial flows through the bottom three of these five sub-accounts (i.e. Financial Derivatives, Net other
Investments and Net Reserve Assets).
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Exam Tip: Multiple choice Q12 of the 2017 exam required students to calculate the current account (CA) balance
based on hypothetical figures for each of the components of the CA. This should have been straight forward for
students who understood the make-up or structure of the CA. It highlights another example where students need

to practice the new key skill in the Study Design ‘calculate relevant economic indicators using real or hypothetical
data’. In future, it is not unreasonable to expect an exam question containing data from one of the other key
accounts within the BOP (e.g. the capital and/or financial account). Remember the BOP always nets to zero so that
a CAD of $29B requires a surplus in CAFA of $29B!

Current account figures on their own often provide little information to those not trained in economics. The number
makes much more sense when it is compared to the nation’s production or income levels as this provides an indication
of the ability of a nation to sustain the CAD into the future. Australia’s CAD for the year to end September 2018 of
$48.5B billion sounds very large, but when compared to the nation’s income levels (or GDP) of approximately $1.7
trillion, it represents a ratio of only 2.8%. This is relatively low for Australia, given that the CAD/GDP ratio was
consistently above 5% between 2006 and 2008, and was as high as 5% of GDP again in 2009 and 2015 (see chart on
next page).

Causes and implications of CADs
There are two primary causes of Australia’s CAD.

e First, we have had a Savings/Investment imbalance (i.e.
savings have been insufficient) over many years. This has
resulted in national spending exceeding income and a huge
build up in net foreign liabilities which must be serviced
through the net primary income (NPI) section of the current
account. The deficit in the NPI section is the major
component of the CAD (as seen in the chart on the next page).

e Second, our international competitiveness has not increased
at the same rate as that experienced by many other countries.
This has meant that the Balance on Goods and Services is
often (but not always) in deficit, further contributing to the
CAD.

The value of the CAD on an annual basis provides an indication of the extent to which Australia is spending beyond its
means. Just like a household that borrows to finance current expenditure, the excess of expenditure over income (i.e.
the deficit) need not necessarily be a problem if the borrowed funds are generating sufficient income to repay the debt.
However, persistent and growing deficits as a percentage of national income (equivalent to GDP) can be worrisome
because it means more and more of our current income is used to repay foreign liabilities (debt and/or equity).
Accordingly, the value of the CAD as a percentage of GDP provides a guide as to the proportion of our total income (or
production) that is effectively being financed by overseas countries.

The government tries to ensure that ‘current account deficit pressures’ do not emerge in a climate where the government
is always trying to maximise economic and employment growth. When these ‘pressures’ do emerge is debatable. In
recent years, the RBA Governor indicated that deficit to GDP ratio of about 5 per cent is not sustainable in the longer
term. Some texts may tell you that a sustainable level would be 2 to 3 per cent of GDP, but this is arguably too low.

There is growing acceptance that a large CAD is a structu /

us to finance investment in capital equipment as well as infrastructure and new mines that will help to increase national
income and future living standards if these investments are effective. It is typically felt that business debt is good debt
because firms will undertake cost benefit analysis to ensure the investment will create an income stream that will repay
the debt and create profits. Government debt however is far more prone to being used for election purposes and hence
is less commercial (designed to create a profit) in nature.

The government acknowledges that the CAD is highly cyclica/
GDP exceeded 7% during late 2007 and early 2008 (when the economic growth was strong). It declined towards 2%

of GDP once the economy entered the economic downturn in 2008 and has remained well below 7% ever since that
time.
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Exam Tip: Q5a of the 2017 exam provided students with a chart showing the movement in the current account
balance between 2010 and 2017. Students were asked to outline one factor that might explain the [declining]
trend in Australia’s current account since 2015-16 and the question was handled poorly by many students (e.g.
59% of students scored 0 or 1 out of 2 marks). For this 2 mark question, the first mark would be awarded for
identifying the declining trend in the CA balance since 2015-16, while the second mark will have been awarded for
an outline of a plausible factor contributing to this improvement, such as rising commodity prices/higher terms of
trade. It will not have been enough to simply identify the factor. Instead, students will have needed to outline
how the factor (e.g. a higher TOT) contributed to an improvement in the Balance of Goods and Services. Students
also made the common mistake of confusing a current account deficit with a budget deficit.

Exam Tip: Q3a of the 2018 exam once again tested student understanding of a factor influencing the trend
movement in the current account balance. As was the case in the 2017 exam, students continue to confuse the
CAD with the budget deficit and had trouble isolating a specific factor which may have accounted for the trend
movement in the CA balance (such as a change in the TOT, a movement in the exchange rate or a shift in global

rates of economic growth). Importantly, the 2018 question contained the added difficultly of the CA balance
falling (i.e. deteriorating) in 2017 from approximately -1.5% of GDP to -3.0% of GDP, before rising (i.e. improving)
in 2018 to approximately -2.0% of GDP. The best responses will have been those that referred to the downward

‘trend’ in the CA balance (or alternatively the upward ‘trend’ in the CAD), using the figures from the chart as

support.

Is the CAD a problem?

If spending is greater than income it means that Australia has to find money to finance that additional expenditure. This
money comes from overseas typically in the form of borrowing or the purchase of Australian assets, such as shares.
The corresponding increase Australia’s net foreign liabilities (i.e. debt and foreign equity) will not be a problem if the
debt and equity can be adequately serviced (i.e. repaid) over time.

It is worth repeating that the incoming funds are recorded in the CAFA (specifically the Financial Account), this time as
a credit. In this respect, the CAFA summarises and records the financing of the CAD. Further, the interest or dividends
paid to service these foreign liabilities flows out through the CURRENT ACCOUNT. Consequently, we should note that
‘spending greater than income’ worsens the CAD for two reasons. First

Second

Exam Tip: In examinations, it is common for students to talk in terms of repaying the CAD. It is not possible to
repay the CAD as it is a ‘flow’ variable (e.g. like income, or profit). Accordingly, it returns to zero at the
commencement of each reporting period. Continuing CADs are likely to lead to a build up of net foreign debt over
time. Always remember that it is the NFD that we can repay, not the CAD! Making little errors of this nature only
serves to undermine the quality of student responses in the examination.

The chart below highlights the key current account statistics (original figures) over the past 10 years.

Current account (quarterly) statistics over the past 10 years
Exports of goods and services
greater than imports (i.e. BOGS surplus)

SM
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-25000

-30000

current account (deficit) relatively
high (above 5% of GDP)
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Key points to note are as follows:

e The current account has always been in deficit — hence the use of the acronym CAD describes movements in
the current account.

e There has been an improvement in the current account between September 2016 and September 2018, with
the deficit trending down from $17.4B (4.2% of GDP) to $12.6B (2.8% of GDP). However, within this period
there were significant variations. For example, the deficit fell to a low of $5.7B (1.4% of GDP) in March 2017
before climbing to $15.9B (3.6% of GDP) in December 2017.

e In annual terms, the CAD rose from $36.8B (2.2% of GDP) in the year to end September 2017 to $48.6B (2.8%
of GDP) in the year to end September 2018.

e There has been a large improvement in the BOGS over the past few years, with the BOGS balance moving from
a deficit of $12.9B in December 2015 to a surplus of $6B by September 2018 (e.g. X values exceeded M values
for 7 out of 11 quarters since December 2015).

e The Balance on Goods and Services has been in surplus on several occasions over the past 10 years, yet the
Current Account remained in deficit due to the continuing net primary income deficit (i.e. the NPI balance is
always below 0%).

e The CAD has been within the range 1.4% to 5.8% of GDP over the last 10 years, with the worst results occurring
in the December quarter of 2009 and September quarter of 2015 when the CAD was 5.8% of GDP. The best
results occurred in the December and March quarters of 2016-17, where the CAD was 1.4% of GDP.

e The cyclical movement of the CAD is largely due to swings in the Balance on Goods and Services, which in turn
is largely due to changes in the economic cycle which means that the CAD improves during periods of slow
economic growth and deteriorates during recoveries/booms (i.e. the *cyclical component of the current account’).

Exam Tip: It is easy to get mixed up when attempting to interpret or quote current account statistics. The current
account balance for the September quarter 2017 of -$11.68 is typically referred to as a $11.6B Current Account
Deficit (CAD). Notice that the minus sign no longer needs to appear in front of the $11.6B. This is because of the
inclusion of the word deficit, which effectively replaces the minus sign. It would be common for students to
report this as a Current Account balance of $11.6B or a CAD of -$11.6B — both are incorrect and serve to
undermine the quality of responses in assessment tasks or examinations. Student responses in the 2017 exam

(Q5a) and 2018 exam (Q3a) revealed that students continue to experience difficulty in this area. Both
examinations contained charts containing movements in the CA balance (as a % of GDP) and it was common for
students to incorrectly refer to a fall in the CA balance (e.g. from -1.5% of GDP to -3% of GDP) as a fall in the CAD;
or a rise in the CA balance (e.g. from -3% of GDP to -2% of GDP) as a rise in the CAD. Students should always
remember that in the Australian context, if the current account ‘balance’ falls it means that the balance becomes
more ‘negative’ and therefore the current account ‘deficit’ necessarily increases.

Net foreign liabilities (NFLs): Net foreign debt (NFD) and net foreign equities (NFE)

Australia’s Net International Investment Position (NIIP) describes the extent to which Australia is financially obligated to
the rest of the world. The ABS reports the change to Australia’s NIIP on quarterly basis within the BOP. The NIIP is
essentially made up of Australia’s net foreign liabilities (NFLs), which in turn is made up of net foreign debt (NFD) and
net foreign equity (NFE). The most recent statistics available reveal that Australia had a total stock (or balance) of NFLs
of $940.2B as at the end of September 2018. This was made up entirely of NFD ($1,044.0B), with NFE of -$103.8B
highlighting the fact that Australia currently has more equity investment overseas compared to the equity investment
(in Australia) held by overseas parties.

Like the CAD, Australia’s levels for NFLs also reflect that national spending is greater than income and that, as a country,
we must use foreign borrowing (or equity) to finance part of our expenditure. [Indeed, growth in the CAD will necessarily
lead to growth in NFLs given that net foreign inflows of debt and equity enter through the CAFA such that the CAFA
surplus offsets the CAD.] Australia’s aim is to achieve NFL levels that can be adequately maintained (e.g. the funds are
put to productive use and generate returns that finance the debt or equity). Foreign debt or equity levels that are rising
too high might reflect that Australia’s ability to service its liabilities is diminishing. In particular, high NFD or NFE levels
are likely to:

e lead to Australia’s credit rating being downgraded, which will increase interest rates;
e lead to a fall in the AUD as foreigners will be less inclined to invest in our currency; and
e contribute to an increase in cost inflation (via higher IRs and a lower dollar).

The chart below depicts the movement in Australia’s NIIP over the past 10 years, with the growth in NFL's occurring
mostly as a result of a relatively large increase in Australia’s NFD.
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The movement in NFE over time highlights that the sale of Australian assets (such as shares) to overseas investors has
increasingly been exceeded by the purchase of foreign assets by Australian investors. This effectively means that, since
late 2013, Australia’s CAD is completely financed by overseas borrowing. Prior to this time, Australia’s CAD was financed
by a combination of debt (NFD) and equity (NFE). If the trend movement for NFE were to continue, then higher levels
of NFD will be less problematic in the future and governments are even more likely to focus on the stock of net foreign
liabilities (NFL) when assessing the health of Australia’s external position.

Exam Tip: Students often fail to appreciate that Net Government debt (covered in Unit 4) is only a part of total
NFD (the other part being private sector net debt). It is therefore incorrect to argue that a budget surplus will
reduce NFD. In other words, a reduction in net government debt does not mean that the NFD will decrease to the
same extent — this is because the private sector is likely to borrow more in a climate of budget surpluses (or deficit
reductions).

Exam Tip: students also often state that a surplus in BOGS will reduce NFD (or NFL), forgetting that the large Net
Primary Income deficit creates on ongoing CAD and upward pressure on NFD/NFL given the continuing imbalance
between spending and income (or insufficient national savings).

Exam Tip: Many students confuse the terms net foreign debt (NFD) and net foreign liabilities (NFL). NFL includes
NFD in addition to the net value of overseas equity (e.g. ownership) in Australia (i.e. NFE). Both NFD and NFE
require servicing, with NFD serviced via interest and NFE serviced via profits or dividends.

Exam Tip: It is incorrect to argue that a CAD will always lead to a higher NFD. Indeed, it is possible for a country to
have CADs, but experience no increase in NFD. How can this happen? Instead of issuing debt to finance CADs, a
country can simply sell off some its assets (e.g. selling shares in companies to overseas residents). Accordingly, NFD
won't increase, but net foreign liabilities will, due to an increase in NFE.

The importance of external stability

It is important that Australia is able to meet its international financial obligations that result from transactions with the
rest of the world. The government can make our country more ‘externally stable’ by, for example, ensuring that (as a
country) we do not have a large imbalance between spending and income such that our national debt levels become
difficult to service (i.e. repay).

The key variables that will help us to determine if we are externally stable are:

e The size of the CAD;
e The level of Australia’s NFD (or NFLs); and
e The relative stability of Australia’s exchange rate

It is generally accepted that a CAD of approximately 5-6% of GDP is sustainable. Accordingly, a CAD much higher than
this is likely to trigger some contractionary government policies in order to reduce its size. With respect to NFD it (like
to CAD) needs to be at a level where it can be adequately repaid without causing problems for the domestic economy
(such as a rapidly depreciating currency). Some suggest that a sustainable level of NFD is one that is below
approximately 60% of GDP. However, even when it was sitting above 60% over 2015-16, Australia’s net debt level was
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more manageable than most (given that many countries were relying on debt to stimulate their economies) and we
maintained our AAA credit rating during this time.

It can be useful to think about external stability by using the analogy of a simple household. Every household typically
has the objective of being financially stable such that any imbalance between household spending and income is
sustainable and any debt it incurs (e.g. mortgages) can be serviced. Like a country, there is no problem with spending
being greater than income so long as you have the ability to pay off the debt (or equity) that is incurred along the way.
So 'signs’ that suggest a household may be financially unstable are a large gap between spending and income (which is
equivalent to the CAD) and high levels of net debt (which is equivalent to NFD). Of course this situation is caused by
insufficient income being earned or excessive amounts of expenditure!

When the economy does experience signs of external instability, such as a very high CAD and/or NFD, this will, ceteris
paribus, lead to instability in the value of the currency (i.e. the exchange rate). The government (via the RBA) will
sometimes seek to smooth out any damaging fluctuations in the currency, particularly those driven by speculation that
causes the currency to diverge from its fundamental value.

The importance of ‘external stability’ is highlighted with reference to the experience of a humber of European countries
over recent years. In particular, Greece, Ireland, Italy, Portugal, and Spain [The PIIGS] all experienced financial crises
as a result of national (primarily government) borrowing that became excessive and unsustainable. This resulted in
huge austerity measures and/or rescue packages (involving the European Union and the IMF) being undertaken in many
of these countries. The measures ultimately resulted in large cuts to government expenditure and restrictions on further
borrowing and falling living standards. In addition, they experienced large downgrades to credit ratings, which raised
the cost of borrowing and compromised Investment into the future. These factors continue to have a negative impact
on economic growth and employment in those countries, reducing average living standards. In essence, by spending
beyond their means for too many years, these countries allowed their debt levels to become unsustainable. By allowing
their countries to bring forward too much future consumption via debt, they are now facing years of austerity in order
to pay for the consumption they have already enjoyed. This is why it important that NFD, in particular government debt
is kept to manageable levels.

Exam Tip: Specific reference to ‘external stability’ has been removed from the new Study Design (2017-2021).
Previously it was included as one of the key economic goals of the government. While it is not likely to be

specifically mentioned in the exam, it is not impossible. Students should remember what external stability implies
in relation to the CAD, NFLs (or NFD) and the stability of the exchange rate.

THE TERMS OF TRADE (TOT)

The TOT is a ratio of Australian exports prices to import prices (Px/Pm). If the TOT increases, there must be a rise in
the average prices received for Australian exports relative to the price paid for our imports. A rise in the TOT is generally
beneficial for Australia because it results in exporters receiving higher incomes from any given volume of exports, and/or
we will be paying less for our imports. This increases the value of net exports, boosting both the Balance on Goods and
Services in the current account as well raising nominal GDP via an increase in (X — M). This then ultimately increases
real GDP via the increase in both consumption and investment that flows from the growth in national income (e.g. via
greater profits and wages). Accordingly, growth in the TOT will accelerate economic growth and help to reduce the rate
of unemployment, but it will also lead to an increase in demand inflationary pressure, making it more difficult to achieve
price stability.

Exam Tip: The TOT has been an area that has troubled many students. When analysing improvements in the TOT,
students should not think in terms of higher X prices being bad for exporters. This is true when you analyse the
impact of a rising price on X demand. However, a higher TOT reflects higher prices received for Australian X (i.e.

after demand and the sale has occurred). For example, the booming TOT has occurred as a result of growing world
demand for commaodities (such as coal, iron ore, natural gas). This has increased the world price of commodities

and caused Australian exporters of commodities to receive higher prices for their output, increasing export values
for Australia. In other words, the rising world demand (which is a positive) has caused X prices to rise, rather than
rising prices causing X demand to fall!

Exam Tip: Often students become confused about whether they need to talk about the causes and effects of a
change in the TOT. For example, the 2016 examination required a discussion of both causes and effects, while
the 2012 exam only focused on the causes (such as strong growth in Chinese economic growth). A beautiful
response that discusses the effects when examiners ask for the causes will result in zero marks.
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Exam Tip: In examinations, students also tend to confuse the TOT with the Balance of Trade (BOT). For example,
in the 2012 exam, Q4d required students to explain the difference between the TOT and current account balance.
Those who said that the TOT is one of four accounts in the current account should have received zero marks. In the

2013 examination, a number of students also failed to demonstrate an understanding of the TOT in Qla. Always
remember that the TOT relates to prices of X over prices of M but the BOT (or the current account) refers to the
value of X minus M

The growth in the TOT up to 2011 (referred to as the ‘Terms of Trade Boom) is highlighted in the next chart. This was
primarily a result of the large increases in demand for Australian minerals from growing economies, in particular, China.
Without this large growth in the TOT, Australia’s external accounts would have been much worse. In particular, the
booming TOT up until 2011 was a major reason for the improvement in Australia’s trade balance (or BOGS) and relatively
low CAD. However, between 2011 and 2016, the TOT entered a period of significant decline, hailed the ‘end of the TOT

boom’. It was driven primarily by growth in the world supply of commaodities, like iron ore, and a slowdown in world
demand, as the growth rate of key economies (including China) fell.

Terms of Trade Index
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Exam Tip: In the 2008 Exam, Q 4(a-c) devoted 10 marks to questions relating to the TOT. It was a very poorly
handled question and required students to demonstrate an understanding of what it is, what causes it to change,

and what effects it can have. Those students without a good grasp of this concept could not answer 17% of the
structured section of the examination!!

Despite the fall in the TOT to 2016, the fact remained that the TOT was still relatively strong up until 2013-14, exerting
a positive influence on growth and jobs (assisting with the achievement of the SSEG and FE goals), and being one of
the few factors exerting pressure on inflation (making PS more difficult to achieve). However, since 2013-14, the TOT
fell to much lower levels following further increases in the global supply of commodities (such as iron ore and coal) as
mining companies increased investment in mine capacity (attracted by higher prices). This increase in global supply
coincided with much lower demand as global growth stalled, such as the slower rates of industrial production in China,
and downturns in Japan and many European countries. With supply outpacing demand, commodity prices and the TOT
fell to the lowest level seen in more than a decade. This caused nominal GDP and Real Gross Domestic Income to
decrease, prompting many commentators to claim that Australia was in the midst of an ‘income recession’ during 2014.
This drop in national income certainly weighed down on economic growth and increased pressure on unemployment,
but also helped to maintain downward pressure on inflation. The lower TOT also continued to have negative implications
for Australia’s net exports, with the BOGS falling from a surplus in 2014 to deficits between 2014 and 2016.

However, since March 2016, the TOT climbed once more on the back of resurgent coal, iron ore and natural gas prices,
which is positively impacting on Australian standards of living via the influence on income per capita, which raises the

spending power of households, as well as lifting tax revenue for federal and state governments, which in turn boosts
their capacity to provide government services.

Exam Tip: In an exam, it is useful to remember that an increase in the TOT will typically increase inflationary
pressures for two main reasons. Firstly, higher prices received for exports will increase export income, which adds
to national income and triggers demand inflationary pressures. Secondly, as more goods/services are offered in
export markets, it adds to capacity constraints for local production, and further increases inflationary pressure.

Input costs may also rise raisng the costs of production (coal and gas price rises have contributed to higher energy
costs) However, to the extent that any rise in the TOT is due to the lower prices paid for imports, this will help to
reduce inflationary pressure.
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Recent oil price movements and the terms of trade

During 2014, oil prices fell from a high of $115 a barrel in June 2014 to as low as $40 in late December 2015. It was
caused by growth in the global supply of oil exceeding demand, with much of the additional supply coming from a large
increase in USA oil production and the slower demand a result of stalling or slowing economies (e.g. Europe and China)
which reduced global consumption of key energy resources such as oil, iron ore, coal, etc.

Given that oil is a commodity that Australia exports, one
would expect that the fall in oil prices was one of the
contributing factors behind the pre-2016 fall in Australia’s
TOT, which negatively impacted on the economy.
However, while Australia does indeed export oil, it is
actually a net importer of oil (i.e. our imports of oil exceed
our exports of oil). This means that a fall in oil prices
exerts upward pressure on the TOT, enabling Australia to
purchase more (oil) imports for any given voume of
exports. It therefore has supply side benefits for the \
economy, helping to reduce the costs of production and 4 Low Price
inflation as well as providing a positive stimulus to
economic growth. Lower fuel prices also improved
household budgets as less income was spent on fuel
(demand for fuel is price inelastic, meaning falling prices
cause a proportionally smaller increase in demand).
Between 2016 and October 2018, oil prices recovered somewhat (albeit not to its 2011-12 high of approximately $125),
which had the opposite effects on the Australian economy. However, between October 2018 and the time of writing,
global oil prices collapsed once more, falling back towards $50 as the global supply of oil increased and uncertainty
mounted about the outcome of the forthecoming OPEC meeting.

-

High Price

Exam Tip: Q2d(ii) of the 2015 exam was a difficult question for students. It required an outline of the significance
for household budgets of price elasticity of demand for petrol in light of recent falls in petrol prices. The best

responses will have been those that demonstrated an understanding of the PED and made it clear that households
(or their budgets) are better off because their (weekly/monthly) consumption of fuel will cost less when petrol
prices are falling.

THE EXCHANGE RATE

The exchange rate was considered as an AD and AS factor affecting economic growth, inflation and unemployment earlier in
the Study Guide. It is usually measured by the value of AUD compared to the USD or the Trade Weighted Index (where the
TWI is the average value of the AUD compared to a weighted basket of foreign currencies of Australia’s trading partners).

Australia seeks to ensure that the exchange rate is stable in the sense that 2
it is not subject to volatile rises and falls. A volatile AUD would indicate g e

that there is international uncertainty about the value of AUD. This deters 'J}-”[W

investment in Australian assets, placing (further) downward pressure on 44

the AUD, thereby increasing our international debt obligations because: *‘;\\\
W

e debt denominated in foreign currency increases; and
e Australians must pay a higher risk premium for overseas
borrowings (i.e. higher interest rates);

*

r2Saudi Arabian Riyal
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Kenyan Shilling

The value of the AUD is primarily determined by the demand and supply
for our currency in the foreign exchange market. The demand and supply 2 |
is influenced by a number of factors such as trade flows (imports and
exports) and increasingly sentiment and speculation driven by current and =
future financial returns that are often based on changes in relative interest

(S

rates or investment returns internationally (e.g. investing in Australian \% “ el
mines during the boom years). This is because money is now much more B‘al\\\%"‘ ‘\“,m\g@
easily moved around the world to the areas where the greatest return is P\ SO 2

perceived to be.
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Factors affecting the value of the exchange rate

Changes to the value of Australia’s exchange rate over recent years (both against the USD and in trade weighted terms) can
be seen in the chart below.

Exchange rates
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It can be seen that the exchange rate reached a peak in 2014 before declining to 2016 and then recovering to above USD0.80
in early 2018. Over the course of 2018, however, the exchange rate fell to a low of USD0.70 in October, before recovering to
USDO.73 by early December 2018. Over the last two years it is fair to say that the Australian exchange rate has trended down,
which has positive implications for economic growth and employment and negative implications for inflation.

Factors that will tend to exert downward pressure on the value of the exchange rate include the following:

o A lower interest rate differential between Australia and the rest of the world such that Australian interest rates
are relatively lower than those offered overseas. This causes capital outflow (funds exiting the country in search of
higher offshore returns) or reduced capital inflow, which reduces the net demand for AUD on foreign exchange
markets and decreases the value of the AUD. This has been a major factor behind the recent fall in the exchange
rate given that other countries (e.g. the USA) have been tightening monetary policy, which has caused foreign interest
rates to rise relative to Australian interest rates.

Exam Tip: Students often get confused about both the direction of foreign flows and the reason for these flows
when there is a change in the interest rate differential. It is important to remember that reference to capital
inflow simply means that money is coming into Australia, while capital outflow refers to money exiting Australia.
The flows in this context refer to flows between lenders and borrowers, where the lenders are considered the

investors (investing in interest bearing assets such as bonds). So the decline in Australian interest rates relative to
USA interest rates over recent years has caused Australian investors (i.e. lenders) to take their money out of
Australia in order to lend (invest) to USA borrowers (e.g. the issuers or holders of the bonds). This causes both an
increase in the demand for USD and an increase in the supply of AUD on foreign exchange markets, causing the
value of the AUD to fall relative to the USD.

e A movement of capital flows
Australia’s credit rating. For example, in late 2016, credit ratings agencies were on the verge of downgrading
Australia’s credit rating following news of a further blow out in the budget deficit (and net government debt) over the

next few years. This caused the AUD to fall as currency speculators (and investors more generally) invested in other
currencies in order to avoid losses that could materialise if Australia was considered a riskier investment destination.

e Anincrease in the demand for imports relative to the demand for exports

e A fallin the TOT

e A higher relative rate of inflation
supply) of the AUD on foreign exchange markets and reduce its value.

Of course, when each of the above factors work in the opposite direction, the Australian exchange rate will increase.
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Exam Tip: Q14 (MC) of the 2018 exam was a tricky question relating to the impact on US interest rates and the
Australian dollar following an increase in US inflation. Many students were able to identify that US interest rates
would rise, but there was uncertainty about the impact on the Australian dollar. This is because, on the one hand,
a higher US rate of inflation (if sustained) should ultimately result in a depreciation of the US exchange over time
(i.e. an appreciation the Australian dollar). On the other hand, the higher US interest rates will attract capital
inflow into the USA (or capital outflow from Australia) resulting in a depreciation of the Australian dollar. While it

is true that higher inflation in the USA was what came first, its impact on exchange rates will be outweighed by
the impact of higher US interest rates, such that the Australian dollar would be expected to depreciate. Indeed,
this was a major factor behind the fall in the Australian dollar over 2018. This explains why an increase in inflation
in Australia will typically be followed by an exchange rate appreciation as foreign currency dealers anticipate a
tightening of monetary policy (higher interest rates) and the capital inflow that follows. Over time, however, the
higher relative rate of inflation should indeed reduce competitiveness and negatively impact on the value of the
Australian dollar.

The effect of exchange rate movements

Earlier in the Study Guide (AOS 2) we saw that a change in the Australian exchange rate tended to have both AD and AS
effects on the economy. On the demand side, a lower AUD causes:

e an increase in international competitiveness, which boosts net export
demand, stimulates AD and real GDP, and helps to achieve the goal of strong
and sustainable rates of eco omic growth
an increase in the demand for labour following the rise in economic growth,
which reduces the unemployment rate and assists with the achievement of
the full employment goal
an increase in demand inflationary pressure following the rise in net export
demand (and the incomes and additional spending this generates) which
makes it more difficult to achieve price stability

-

On the supply side, a lower AUD causes:

o the costs of production and cost inflation to increase as the prices of
intermediate and capital imports rise. This also makes it more difficult to
achieve price stability
A decrease in international competitiveness as the higher cost inflation
reduces net export demand and AD. This will then work against the demand
side benefits for economic growth full employment

Overall, the demand side benefits stemming from a change in the exchange rates will
outweigh the supply side costs such that a fall in the exchange rate will boost economic
and employment growth, which in turn contributes to growth in incomes and increases
material living standards. With respect to inflation, the lower exchange rate will result
in reinforcing AD and AS effects, increasing inflation and making it more difficult to achieve price stability.

A lower exchange rate will help to improve the current account balance

boosting the BOMT and BOGS, and reducing the size of the CAD. However, to the extent that any NFD is denominated in
foreign currencies (e.g. USD), a lower exchange rate will also lead to an increase in debits within the net primary income
section of the current account (as more AUD is required to service debt denominated in foreign currencies). [Given that more
and more of Australia’ foreign debt is denominated in Australian currency, this effect is somewhat muted and it is reasonable
to argue that a lower exchange rate will therefore help to reduce the CAD.]

Exam Tip: When students are asked to discuss a factor contributing to a rise in the value of the AUD, those who
talk about its effects cannot be awarded marks, irrespective of the sophistication of the response. In addition,
students need to do more than say the dollar rose because ‘demand for the AUD increased’ (or ‘the supply of the
AUD decreased’). Students must ‘dig deeper’ and uncover a likely reason for the fall the rise in demand (and
value), such as a rise in commodity prices/TOT. Similarly, if students are asked to discuss the effects of a rise in the
AUD, no marks can be awarded if the cause of the appreciation is discussed.

Exam Tip: If students are asked to demonstrate an understanding of how a fall in the AUD impacts on the current
account (CA), students will usually have scope to focus on any section of the CA. The BOGS effect is the easiest to
explain and is the one most likely to get students full marks. The BOGS plus the net (primary) income effect would
not be required, and the net (primary) income effect on its own should be avoided. Students should ensure that
their response makes reference to the overall effect on the CA - has the lower AUD caused it to rise or fall?
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The effects of t ade liberalisation on international competitiveness

Historically, Australia provided substantial support for many industries, in particular the manufacturing industry. It did this
with a view to protecting Australian jobs and incomes, as well as protecting Australia from any erosion of local culture and
identity. In particular, persuasive arguments were used to back support for local ‘infant industries’ that needed time to adjust
to rigours of international competition. In addition, industries were keen to avoid foreign goods that were ‘dumped’ onto
Australian markets (meaning they were sold below cost, often in an effort to eliminate domestic competition) and to retaliate
against protection that was afforded to foreign producers competing in domestic markets.

The most common forms of protection sought by Australian firms include the following:

e Tariffs (a tax on imports);
e Quotas (a volume restriction on imports); and
e Subsidies (financial support).

Over time, Australian policy makers became more committed to embracing a trade policy that promoted ‘freer trade’ and a
progressive dismantling of those forms of protection that were deemed not to be in the long term interests of the country. In
other words, the Australian government became committed to trade liberalisation

trade. This is because protection typically reduces competition, which leads to higher prices, lower quality and a less efficient
allocation of resources, as businesses are under less pressure to adopt the latest technology and lowest cost methods of
production (reducing dynamic and technical efficiency). Whilst protection still exists in some industries, such as film and
television, the grounds for continuing support are typically based on non-economic factors. For example, in the case of film
and television, the argument for protection is one based on a need to preserve Australia’s culture and identity, and less on the
need to protect production and jobs. Similarly, the protection afforded to the Australian shipbuilding industry in 2016 (re the
building of submarines for the Australian military), is partly based on strategic defence imperatives rather than economic
imperatives. [However, it is also fair to assert that the awarding of this defence contract to South Australian shipbuilders is
somewhat politically motivated in the context of the short term employment benefits it generates and the timing of the 2016
election.]

Exam Tip: Note that the submarine contract could be used as an example of government subsidies to address
market failure or indeed a contemporary example of government intervention in markets that unintentionally leads

to a decrease in the efficiency of resource allocation (Unit 3 AOS 1). However, when discussing issues such as this
in the examination, it is important to ‘hide’ your personal political views and instead focus on the economic
arguments.

It is believed that trade liberalisation boosts Australian living standards by raising international competitiveness, which in turn
increases economic efficiency and assists with the achievement of price stability, strong and sustainable growth and
full employment (in the long term). This occurs because:

e More competitive goods and services reflects (or leads to) lower prices which helps to contain the rate of inflation to
within 2-3% over time.

e Lower prices (or greater international competitiveness) will lead to an increase in AD (e.g. growth in net export
demand), which stimulates real GDP and enables economic growth to be stronger and more sustainable, given that it
is driven by supply side improvements to the economy (i.e. the AS curve shifting to the right).

e  Stronger economic growth over time will help to increase the demand for labour, which creates employment and helps
to reduce the rate of unemployment towards the government’s full employment level (approximately 5%).

Overall, lower prices combined with stronger growth in production, employment and incomes will all contribute to growth in
material living standards given that Australians (on average) will have access to more goods and services.

Exam Tip: Q5b of the 2017 exam asked students to explain the likely impact of trade liberalisation on any two of
Australia’s domestic macroeconomic goals (6 marks). To be rewarded with full marks, students needed to
demonstrate an understanding of trade liberalisation (e.g the removal of barriers to trade such as tariffs and
subsidies) and how it impacts on key economic variables (e.g. it increases competition within Australia and forces
firms to become more efficient over time, leading to lower costs and prices). Students then needed to explain how

this influences two of the three macroeconomic goals in either the short or the long term (the best responses
referred to both the short and long term by saying something like: economic growth and unemployment are
negatively affected in the short term, but over time, as firms become more competitive, economic growth and
employment levels rise). Students also needed to do more than simply refer to economic growth and
employment. It was important to demonstrate an understanding of the two chosen macroeconomic goals (e.g.
strong and sustainable economic growth and full employment).
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Exam Tip: Q3b of the 2018 exam required students to discuss one likely effect of trade liberalisation on Australia’s
international competitiveness and living standards (4 marks). Like the 2017 question, students needed to
demonstrate an understanding of trade liberalisation and how it impacts on the ability of Australian businesses to
compete in international markets. Given that only ‘one’ impact was required in the question, many students simply

discussed the negative impact on competitiveness and living standards without clarifying that this was only the

short run impact. While it was possible to achieve full marks by discussing ‘either’ the short run or the long run

impact, the best responses were those that focused on the long run impact, while distinguishing the short run
impact along the way.

Other factors impacting on international competitiveness

As discussed above, trade liberalisation has helped to boost Australia’s international competitiveness by creating added
incentives for Australian businesses to lift productivity

production costs
(i.e. relative to the rest of the world) and boosts the international competitiveness of Australian

businesses. Similarly, we saw above that a lower exchange rate

competitiveness will also be enhanced by increasing the availability of natural resources

also force firms to be more innovative in production and design to maintain or improve their international competitiveness,
leading to lower prices and better quality items which should improve material living standards.
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Discuss how international transactions can boost living standards.

Distinguish the terms 'balance of payments’and 'balance on merchandise trade’.

Draw a chart that outlines the structure of the Balance of Payments that clearly shows four sections of the Current
Account and two sections of the Capital and Financial Account (CAFA).

Describe the relationship between the Current Account and the CAFA.

Explain why Australia can experience a Balance on goods and services surplus and yet still experience a CAD.

Explain what is meant by the expression 'a sustainable CAD and NFD".

Outline the two ajor causes of the CAD.

Explain what is meant by the statement that 'Australia’s CAD is partly structural and partly cyclical’.

The CAD is not a problem. Discuss.

. Ifthe Current Account D ficit over 201 as$§ .6 hat will the value be for the Capital and Financial account ?

Provide two examples of transactions that are recorded in the current account and distinguish these from another two
transactions t at are recorded in the CAFA.

. Using the charts provided earlier describe the movement in the CAD since 201 and provide two possible causes for this

movement.

D tinguish net foreign debt from net foreign liabilities.

Using the charts provided arlier describe the movement in net foreign liabilities over the past 4 years and provide a
possible cause for this movement.

. Describe the trend movement in Net Foreign Equity and discuss the implications for external stability.

Outline the possible nega ive implications of a CAD well above 6% of GDP.
Discuss why it is not possible to pay off a CAD.

. Explain how high levels for both the CAD and NFD are likely to impact on the value of the AUD.

. Explain what is meant by 'external stability.’

. Define the Terms of Trade (TOT).

. Using the charts provided earlier, describe and account for the trend in the TOT since 2011.

. Explain how a rise in the TOT helps to achieve SSEG and FE, but make it more difficult to achieve PS.

Describe three factors that might cause the exchange rate to rise.

. Describe how a higher exchange rate is likely to affect the achievement of SSEG, FE and PS. Distinguish the demand and

supply side effects.

. Explain how a higher dollar can impact on the CAD
. Define trade liberalisation and d tinguish the 'free trade’ from 'protection.’

List the three most common forms of protection.

. Discuss why Australia has moved towards 'freer trade.”
. Discuss the grounds on which the Australian film and television indust y have been able to maintain protection of their

industry.

. Outline three separate factors that will impact on Australia’s international competitiveness.
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Quick revision crossword No 7: Australia and the world econom

Across Down
3. The largest section in the current account that is the primary reason 1. This type of investment is typically made up of purchases of shares
for the CAD (2 words) (or stocks) by foreigners
6. Part of Net foreign liabilities that has fallen below zero in recent years 2. A form of import protection that focuses on volume controls
(3 words) 4, When Australia is able to meet its international financial obligations
8. The rate at which one international currency is traded for another (2 that result from transactions with the rest of the world without
words) jeopardising economic growth and other economic objectives (2
10. A section of the current account that includes the Balance on words)
Merchandise Trade and net services (acronym) 5. This account in the CAFA is relatively insignificant
11.  When the economy enters a downturn the CAD tends to fall and 7. This account is made up of official and non-official capital flows
when it enters the recovery the CAD tends to rise. This is referred 9. The total amount of debt owed to overseas interests minus the total
to as the componnent of the current account. amount of debt owed to Australia ( 3 words)
13. The macreconomic variable increases when the exchange rate falls, 12. When the value of the currency rises
making it more difficult to achieve one of the key macroeconomic 14. When this increases, it will (ceteris paribus) result in an increase in
goals of the government international competitiveness
17. A form of protection, like tariffs, but involving an increase in 15. The country used as the standard benchmark when determining the
government expenditure value of the Australian currency (acronym)
18.  When Australia is spending beyond its means it will tend to cause 16. This will tend to rise for Australia when there is an increase in
this to rise (acronym) commodity prices (3 words)
21.  One part of the Balance of Payments ( 2 words) 19. This type of foreign investment includes the setting up a production
22.  When the value of the $A depreciates, it will improve Australia's facility or plant
international 20. The combination of net foreign debt and net foreign equity is referred
23. A form of import protection that focuses on price controls to as net foreign
24.  When the value of a currency falls
1
2 3 a
5
7
8
9
10 n
12
3
14
15 16
7
18 19 20
21

23
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TEST YOURSELF: 50 AREA OF STUDY 2 & 3
1. The unemployment rate is calculated as the number of

(a) unemployed persons divided by number of employed persons

(b) persons in the labour force divided by the number of unemployed

(c) unemployed divided by size of the labour force

(d) employed persons divided by number of unemployed persons

2. The participation rate will increase if
(a) the retirement age is reduced from 60 to 55 years
(b) there is an increase in family allowance payments
(c) conditions worsen and more workers move from full-time to part-time hours
d) women are encouraged to enter the workforce

3. An example of structural unemployment is the
(a) decision to stand down employees with redundant skills
(b) shutdown of a manufacturing plant due to a world recession
(©) decision by an employee to take a holiday before looking for a new job
(d) decision by an employee to leave Australia to seek work overseas

Questions 4 to 5 refer to the following

4, Consider the following data for a certain region
total population 800,000
employed persons 440,000
working age population (15-64 years) 600,000
unemployed persons 40,000
unfilled vacancies 20,000

The size of the labour force is

@) 440,000 (c) 500,000
(b) 480,000 (d) 600,000
5 The labour force participation rate in this region is
€)) 80% (c) 50%
(b) 60% (d) 5%
6. When productivity increases it is likely to:

(a) worsen external stability and decrease inflation
(b) improve external stability and decrease inflation
(c) improve external stability and increase inflation
(d) improve external stability and not affect inflation

7 If average interest rates are 6% in Australia and the USA increased their interest rates from 1% to
4% then this would have the following effect on the Australian economy
(@) Cause an appreciation of the Aussie dollar
(b)  Cause a depreciation of the Aussie dollar
(c) Cause the Reserve Bank to decrease Australian interest rates
(d)  Cause international investors to divert their funds from the USA to Australia

8. If wages are increased by 4% when productivity increases by 6%, this is likely to:

(a) reduce inflationary pressure

(b) increase inflationary pressure

(0 cause a decrease in Australia’s international competitiveness

(d) not have any effect on inflation but increase our competitiveness

9. Increases in aggregate demand in the economy
(@) always lead to demand inflation
(b)  never lead to demand inflation
(c)  cause demand inflation at or near full employment (productive capacity)
(d) cause demand inflation regardless of whether the economy is in a Boom or recession
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10 A reduction in the inflation rate is regarded as desirable because
(@)  imports will be more competitive against domestic industry
(b)  business confidence and investment is likely to be improved
(©) inflationary expectations are likely to be higher
(d)  exporters will be less competitive

11. Which of the following is likely to reduce Australia's rate of inflation?
(@)  anincrease in aggregate demand
(b)  anincrease in import prices
(©) a depreciation of the AUD
(d) tariff reductions

12. Low domestic rates of inflation encourage
(a) increased average weekly earnings
(b)  reduction of domestic living standards
(©) redistribution of income to importers
(d)  redistribution of income to exporters

13 Lower rates of domestic inflation compared with our international competitors
(@)  should lower productivity levels in Australia compared to overseas countries
(b)  should lead to a depreciation of AUD on world markets
(©) is likely to lead to a reduction in Australia’s Current Account Deficit
(d) is likely to lead to lower real wages in Australia

14. Consider the following aggregate demand/aggregate supply schedule

ggggggggg

An increase in price from PO to pl may

(@) have been caused by an increase in consumer
confidence

(b) be the result of higher disposable income levels of
consumers

(c) have been the result of higher real unit labour costs

(d) have been due to an increase in government : :
expenditure w2 ert  rescor

15 Consider the aggregate demand/aggregate supply diagram below. An increase in price from P©
to P1 may be the result of

Aggregate
Price Level

(@) a depreciation of the AUD

(b)  anincrease in personal income taxes

(©) lower real unit labour costs s
(d) anincrease in productivity o

16 The underlying inflation rate

(a) is usually lower than the published (headline) inflation rate when the prices of volatile goods is falling faster
than other goods

(b) includes all one-off or volatile price increases in its measurement

(c) is usually higher than the published (headline) inflation rate when the prices of volatile goods is rising faster
than other goods

(d) is usually higher than the published (headline) inflation rate when the prices of volatile goods is falling faster
than other goods

17 Economic growth is best defined as an increase in
(a) the value of output measured by the RBA
(b) the value of output in measured in nhominal dollar terms
(©) the value of output in measured in constant dollar terms
(d) the value of output in measured in current dollar terms
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19

GDP per capita is used to indicate changes in which of the following:

a) Production values for each Australian

b) Inflation impact for each Australian

c) Economic prosperity for each Australian

d) Productivity contribution by each Australian

Interest payments resulting from borrowings from overseas are recorded in Australia's balance of
payments as a

(a) debit in current account

(b) credit in current account

(©) debit in capital and financial account

(d) credit on capital and financial account

Questions 20 to 21 are based on the following hypothetical figures for Australia's balance of payments:

20.

21

22

23

24

25

26

$m
Exports 65000
Imports 72000
Net Services -3000
Net primary and secondary incomes -11000

The balance on merchandise trade is

(a) -7000m (©) -10000m

(b) 7000m (d) -20000m

The balance of payments on current account shows a

(a) deficit of $7000m (b) deficit of $14000m
(c) deficit of $20000m (d) surplus of $7000m

Which of the following would contribute to an immediate improvement in Australia's current
account deficit?

(i) areduction in interest payments made to overseas lenders

(i) greater purchases of shares in foreign countries

(iii) a decrease in dividends paid overseas

(@) (i) and (ii) () (i) and (iii)
(b) (ii) and (iii) (d) (i), (i) and (iii)

Which of the following is most likely to be responsible for the target rate of inflation not being
achieved?

(a) a fall in the price of internationally traded goods and services

(b) domestic demand rising faster than the productive capacity of the economy

(© subdued growth of average weekly earnings

(d) a low level of inflationary expectations

Which of the following is most likely to reduce the labour force participation rate?
(a) an increase in the level of total employment

(b) a decrease in the number of 15-24 year olds undertaking full-time education

(o) an increase in the unemployment rate

(d) a decrease in the unemployment rate

Which of the following is least likely to affect the rate of economic growth in Australia on the
supply side?

(a) the higher proportion of the population in the labour force

(b) technological progress that raises productivity in the economy

(0) the economy produces capital at a faster rate than the population grows

(d) an increase in the level of household disposable income

Which of the following transactions is a credit item in the current account of Australia’s balance of
payments?
(a) the cost of hiring a ship from Japan to carry iron ore to Japan
(b) the payment of interest to Japanese residents who hold Australian Treasury bonds
(© the export of iron ore to Japan
(d) the import of Toyota cars from Japan
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31

Which of the following is likely to have an effect on the level of unemployment that is different
from that of the other three?

(a) an increase in the rate of personal income tax

(b) a depreciation of the Australian dollar

(©) stronger growth in the USA and Japan

(d) a decrease in the level of general interest rates

Interest rates can be regarded as a demand factor influencing the rate of economic growth. What
makes interest rates a demand factor is their influence on?

(a) the cost of producing goods and services

(b) the cost of borrowing money for consumption and Investment

(©) the amount of social wage income

(d) the amount of market income

Which of the following factors cannot be regarded as both a demand and supply factor affecting
economic growth?

(a) interest rates
(b) productivity
(0) wages

(d) the value of the Australian dollar

Under which of the following circumstances will a depreciation of the Australian dollar result in an

increase in the value of Australia’s foreign debt?

(a) when Australian residents borrow from Australian banks in order to speculate in foreign currencies

(b) when Australian residents borrow from Australian banks on the security of property held in foreign
countries

(0 when Australian debt is the result of loans from overseas banks and denominated in Australian currency

(d) when Australian debt is the result of borrowing in a foreign currency

A growth in real GDP of 4% per annum suggests that

(a) the economy is experiencing a decline in its import purchases

(b) the economy is experiencing growth in its export sales

(© after adjusting for inflation, the value of production has grown by 4%

(d) after adjusting for inflation, the number of goods and services produced has grown by 4%

32. Which of the following groups of people are included in the calculation of the labour force

underutilisation rate despite being employed?

(a) The hidden unemployed
(b) The underemployed

(c) The discouraged workers
(d) Part-time workers

33. Which international transaction is unlikely to boost Australian living standards in the short term?

34

35

a) The receipt of tourism export sales

b) The purchase of crude oil from Saudi Arabia

¢) The purchase of submarines from Japan

d) The purchase of computer equipment from the USA

Which of the following factors is likely to have an effect on private consumption expenditure which
is different from that of the other three factors?

(a) An increase in the savings ratio

(b) A decrease in the rates of personal income tax

(© A decrease in the level of consumer confidence

(d) An increase in the level of unemployment

Which of the following is both a demand and supply factor influencing the level of economic
growth?

(a) The level of environmental protection

(b) The level of disposable income

(© The cost of raw materials

(d) Interest rates
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40

41

42

43

44

45

When the rate of economic growth exceeds approximately 5%, it means that
(a) inflationary pressure is likely to decrease

(b) there is likely to be a greater pressure on the CAD

(c) NFD is likely to decrease

(d) unemployment is likely to rise

As a consequence of slower growth in China, which one of the following goals would be easiest to
achieve in Australia?

(a) Full employment

(b) Economic growth

(o) Higher Living standards

(d) Low Inflation

A fall in the exchange rate is likely to result in

(a) a fall in the price of imported shoes and a decrease in the quantity of imported shoes
(b) a fall in the price of imported shoes and an increase in the quantity of imported shoes
(©) a rise in the price of imported shoes and an increase in the quantity of imported shoes
(d) a rise in the price of imported shoes and a decrease in the quantity of imported shoes

Which of the following events is inconsistent with trade liberalisation?

a) The reduction in tariffs

b) The reduction in subsidies given to Australia’s motor vehicle industry

c) The negotiation of the Trans Pacific Partnership which includes countries such as the USA, Japan and
Malaysia

d) Local content provisions within Australian film and television industry

Which of the following is unlikely to result in an increase in international competitiveness?
(a) An increase in productivity

(b) An increase in unit labour costs

(c) A decrease in the exchange rate

(d) An increase in the availability of natural resources

Which of the following could be regarded as a demand factor affecting economic growth?
(a) a change in taxation rates

(b) the size and productivity of the labour force

(c) the cost and availability of raw materials

(d) technological change

When the government achieves price stability via the elimination of demand inflationary pressure
in the economy, it is likely to be associated with:

(a) lower levels of unemployment

(b) higher levels of economics growth

(c) an increase in national income

(d) Lower levels of employment growth

When the government achieves price stability, it is likely to cause:
(a) lower levels of unemployment

(b) lower levels of economics growth

(c) a deterioration in income equality

(d) higher levels of unemployment

Which of the following is most likely to reduce the current account deficit?
(a) a lower level of technical efficiency

(b) a reduction in the terms of trade

(©) a lower exchange rate

(d) higher levels of net foreign liabilities

In relation to the movement economic statistics over the past few years, which of the following
statements is incorrect?

(a) Interest rates have fallen

(b) Inflation has increased

(o) Productivity growth has been positive

(d) the balance on goods and services has deteriorated
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When price stability is achieved, it is likely to lead to:
a) a decrease in the CAD

b) a decrease in employment

C) a decrease in economic growth

d) a decrease in living standards

When a country fails to achieve price stability, which of the following is likely to occur as a

consequence?

(a) an increase in Investment

(b) an increase in Consumer confidence
(©) an increase in the level of real wages

(d) an increase in the current account deficit

An increase in interest rates is likely to
(a) weaken the exchange rate (i.e. the AUD)

(b) improve the competitiveness of our traded goods sector
(c) jeopardise the government’s chances of achieving full employment
(d) increase the rate of economic growth

The achievement of full employment is likely to

(@) place pressure on the inflation rate
(b) lower real incomes in the economy
(o) have little impact on economic growth

(d) worsen the extent of inequality in the distribution of income

Stronger rates of Gross National Expenditure (i.e. final demand) will tend to
(a) jeopardise the achievement of full employment

(b) cause a rise in both the CAD and the NFD

(0 worsen the distribution of income and wealth in the economy

(d) dampening investor and consumer confidence
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UNIT 3 MINI EXAM NO. 3
AREA OF STUDY 3

Total marks = 40
Section A
Multiple choice (total marks = 10
Section B
Short answer questions (total marks = 30

Section A: multiple choice (10 MARKS)

1. The terms of trade increased in the latter part of 2016. If this trend continues into 2017, it is likely
to contribute to:
(a) A decrease in the exchange rate
(b) Upward pressure on Net Foreign Debt
(c) A lower current account deficit (CAD)
(d) A rise in the price of commodities

2. Which of the following events is likely to reduce pressure on the CAD over 2017?
(a) The fall in the Terms of Trade
(b) The fall in the Trade Weighted Index
(c) Slower growth in China
(d) A fall in credits relative to debits in the Balance on Merchandise Trade

3. The payment of dividends to overseas shareholders will appear in the balance of payments as:
(a) a credit in the Capital and Financial Account
(b) a debit in the Capital and Financial Account
(©) a credit in the Current Account
(d) a debit in the Current Account

4. Which of the following is not found in the Current Account of the Balance of Payments?
(a) Receipt of dividends by Australian companies operating offshore
(b)  Repayment of loans to foreign lenders
(©) Spending in Australia by foreign tourists
(d)  Receipt of school fees by foreign students studying in Australia

5. A low rate of inflation in Australia compared to inflation rates experienced overseas is likely to
contribute to:
(a) A decrease in international competitiveness and higher living standards
(b) An increase in international competitiveness and a lower exchange rate
(c) An increase in international competitiveness and a decrease in the current account deficit
(d) An increase in international competitiveness and no effect on living standards, the current account deficit
or the exchange rate.

6. Which of the following statements is inaccurate in relation to the benefits of international trade?

(a) It enables a wider range or selection of goods and services to be available for domestic consumption
(b) Australian businesses will be burdened by economies of large scale production

(c) Australian businesses have greater access to foreign physical and human capital

(d) Australia can use foreign funds to finance expansion or consumption

7. Which of the following is likely to have an impact on Australia’s terms of trade that is different to the
other three?
(a) A higher global demand for iron ore
(b) Lower prices of manufacturing imports from China
(c) A lower world supply of coal
(d) A higher world price of crude oil
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Questions 8 and 9 relate to the chart below:
$M Australia’s Net International Investment Position
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8. Which of the following statements is correct in relation to net foreign equity?
(a) It's trend movement since the middle of 2012 has had a favourable impact on the current account
(b) It has continued to increase since 2013
(c) Since 2013, Australian ownership of foreign assets is less than Foreign ownership of Australian assets
(d) It's movement since 2012 has resulted in fewer net interest repayments to overseas investors

9. In relation to Australia’s Net International Investment Position
(a) Net foreign equity makes up the largest component of Net foreign liabilities
(b) The growth in Net foreign liabilities has tended to rise in response to a lower CAD
(c) The growth in NFD is likely to increase Australia’s credit rating and increase the exchange rate
(d) The change in net foreign liabilities over time reflects Australia’s savings and investment imbalance

10. In relation to the effects of trade liberalisation, which of the following statements is incorrect?
(a) Itis likely to contribute to the achievement of price stability and economic growth
(b) Itis likely to contribute to growth in net exports and a higher current account deficit
(c) Itis likely to contribute to an increase in economic growth and material living standards
(d) Itis likely to contribute to an increase in productivity and efficiency

PART B: STRUCTURED QUESTIONS
Question
Discuss the likely impact of a depreciation of the Australian dollar on: (4 marks)
(a) the balance of merchandise trade; and
(b) the net primary income deficit
Question
Explain how an increase in the rate of economic growth may affect Australia’s Current Account Deficit (CAD).

(4 marks)
Question (4 marks)
Explain how an increase in the rate of productivity is likely to influence price stability and international competitiveness.
Question 4
Distinguish the terms of trade from the current account balance. (4 marks)
Question 5 (4 marks)

Describe two possible reasons for the fall in Australia’s terms of trade.

Question (4 marks)
Outline how a fall in both interest rates and the terms of trade are factors that contribute to a lower exchange rate.

Question (4 marks)

Describe how a depreciation of Australia’s exchange rate can help to achieve the goal of full employment and promote
Australian living standards
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Question (2 marks)
Based on the following hypothetical figures for Australia’s balance of payments, calculate both the value of the Balance
on Goods and Services (BOGS) and the Current Account Deficit (CAD). You must show your calculations.

$b
Exports of goods 80
Imports of goods -100
Exports of services 30
Imports of services -20
Net primary and secondary incomes -30

YOU BE THE ASSESSOR: UNIT 3 AOS 3

In this section, you are required to assess the responses presented for each of the questions. You should award the responses a
score (either full marks or less than full marks) and justify your decision. Once complete, compare your assessment to that of
the authors [provided at the rear of the Study Guide.

1. Outline what is meant by an exchange rate depreciation and explain how a fall in Australia’s terms of trade is likely to
affect Australia’s exchange rate. 4 marks

sample 1

An exchange rate depreciation occurs when the value of a country’s currency (e.g. the value of the AUD) falls relative to the purchasing power
it has over another country’s currency. For example, if the value of the AUD falls from USD1.00 to USDO.75 it means that the AUD exchange
rate depreciates and one hundred Australian dollars will only be able to purchase seventy five US dollars. A fall in Australia’s terms of trade
(average prices received for exports relative to the average prices paid for imports) is likely to contribute to an exchange rate depreciation
given that many Australian exporters (e.g. iron ore and coal mining companies) are likely to be receiving lower (global) prices for their exported
output. This ultimately causes mining companies to receive less foreign currency for any given volume of exports, which negatively affects the
total value of export receipts (price X quantity) and leads to a fall in the demand for AUD on foreign exchange markets and a lower AUD
exchange rate

Justification

sample 2

Exchange rate depreciation means that the value of the dollar has fallen. It will tend to fall when our international competitiveness falls as a
result of declining rates of productivity growth or rising rates of inflation which decreases our international competitiveness. A fall in Australia’s
terms of trade should lead to a decrease in the exchange rate because the value of exports will decline. This reduction in the exchange rate will
then help to increase competitiveness and AD as well as promote economic growth and reduce the current account deficit.

Justification

2. Explain how a depreciation of the exchange rate is likkely to impact on the current account deficit (CAD) and price
stability. 5 marks

sample 1

A depreciating exchange rate will increase the demand for Australian exports because foreigners will need to use less of their own currencies to
purchase Australian exports. This will contribute to an increase in the BOMT and reduce the size of both the CAD as well as the size of NFD,
given that fewer funds (e.g. debt and equity) will need to be sourced from overseas in order to finance the CAD. The lower exchange rate will
also help to increase AD and economic growth, which makes it more likely that the government will achieve its goals for strong and sustainable
rates of economic growth and full employment (i.e. the NAIRU — non-accelerating inflation rate of unemployment).

However, the lower exchange rate will eventually cause inflation to rise over time because it causes the price of imports to rise, many of which
are included in the consumer price index. This means that prices will not be stable and price stability will not be achieved.

Justification

sample 2

A depreciating exchange rate (i.e. a fall in the value of the AUD on foreign currency markets) is likely to reduce the size of the CAD but make
it more difficult to achieve price stability. This is because a lower AUD increases the international competitiveness of Australia’s tradables sector
because the price of Australian exports effectively falls for foreigners and the price of imports rises for domestic consumers. This boosts the
demand for Australian exports, as well raise the demand for goods and/or services produced by Australian import-competing producers. This
will increase Net Exports, boosting export credits relative to import debits in the Balance on Merchandise Trade (and Balance on Goods and
Services) within the current account of Australia’s balance of payments. Other things being equal, this reduces the overall size of debits relative
to credits in the current account, which necessarily leads to a lower CAD. The lower exchange rate will, however, add to inflationary pressures
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and make it more difficult to achieve the RBA’s goal of 2-3% growth in the CPI per annum over time. This is because a lower AUD will increase
the price of numerous capital and intermediate imports, which adds to the costs of production for many Australian businesses. As a supply
factor, this adds to the prices (as businesses seek to protect profit margins) and contributes to growth in inflation. In addition, the lower AUD
also adds to demand inflationary pressures given that it stimulates AD via the boost to Net Export demand.

Justification

3. Describe the trend in the terms of trade over 2016 and explain a factor which could account for its movement over this
time. 4 marks

Terms of Trade

850

O & P O O O o P b e e e
I T S T R . R R
S T A U R U T T M M S )

AV SV A A A AV A i S A A T T
sample 1
The terms of trade (exports over imports) has trended down over the period, from an index of 99.0 in March 2015 to an index of approximately
93.0 in September 2016. This has resulted in a decrease in AD and economic growth given that exporters will be receiving less income from
export sales, which eventually flows through to decrease Investment in the economy. The government will also be receiving less tax revenue
which limits the ability of the government to support economic activity through tax cuts or spending initiatives

Justification

sample 2

The terms of trade (export prices over import prices) has trended down up over 2016, from an index of approximately 89.0 in January to an
index of approximately 93.0 in September. A factor that accounts for the higher TOT is the stronger global growth for commodities such as
coal and iron ore over 2016. This raised the average prices received for Australian exports over this period given that iron ore and coal are
major commodity exports for Australia, which in turn increased export prices relative to import prices, causing an increase in the TOT.

Justification

4. Outline how trade liberalisation in Australia can reduce the current account deficit and improve living standards.

5 marhs

sample 1

Trade liberalisation involves the removal of barriers that previously restricted global trade and has involved a reduction in trade protection
(e.g. lower tariffs and quotas) as well as the entering into of free trade agreements. Trade liberalisation (or the removal of protection) can
reduce the CAD in the long run because it helps to raise the competitiveness of domestic firms who, in the short run, face stiffer competition
from cheaper (or more available) imports. These firms are forced to improve productivity and performance (e.g. via restructure) or else cease
operations. Those firms remaining in the market will be more productive, raising technical efficiency in the economy and reducing
inflationary/price pressures. This helps to raise international competitiveness, increase the demand for net exports (by increasing exports and
reducing imports), reduce the BOGS deficit and also decrease the size of the CAD. Given that trade liberalisation can improve longer run
competitiveness and reduce inflation rates, this has a beneficial impact on aggregate demand (AD) through the boost to net exports as well as
the likely increase in Consumption and Investment that takes place in a low inflation economy (e.g. consumer and investor confidence are likely
to improve). These higher levels of AD will stimulate economic growth and help to increase real GDP (or real income) per capita, which is one
measure of material living standards, indicating that Australians, on average, will be able to purchase more goods and services than before.

Justification
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$ample 2

Trade liberalisation involves the creation of free trade agreements with other countries, such as the CHAFTA signed by Australia and China.
Trade liberalisation cause the CAD to increase because cheaper imports will be allowed to enter into Australia, which leads to an increase in
debits relative to credits in the Balance on Merchandise Trade (BOMT) and the Balance on Goods and Services (BOGS). As the BOMT and
BOGS move further away from surplus and more into deficit, this will serve to increase the Current Account Balance. A bigger CAD will
eventually cause the Trade Weighted Index (TWI) to fall, which in turn will increase Australian living standards because Australian goods and
services will become more competitive on international markets. Export demand is likely to rise as foreigners will find it is cheaper to purchase
Australian goods and services and import demand is likely to fall as Australian consumers will substitute out of imports and into the relatively
cheaper Australian import competing goods and services. This will cause an increase in (X-M), raising AD and real GDP, which should eventually
cause material living standards to increases as measured by real GDP per person.

Justification

5. Explain the relationship between the current account deficit (CAD) and net foreign debt (NFD) 4 marks

sample 1

The current account is made up of the balance on merchandise trade, net services, net primary incomes and net secondary incomes. The BOMT
and net services will sometimes be in surplus in Australia, but the overall current account is usually in deficit in Australia due to the large deficit
within the net primary income section. An increase in the CAD is likely to cause an increase in NFD because the CAD is effectively caused by a
national savings and investment imbalance, which requires foreign savings to finance the shortfall. These foreign savings will usually enter
Australia in the form of debt, such as the purchase of Australian company or government bonds by foreigners, which ultimately leads to an
increase in NFD.

Justification

Sample 2

The CAD represents the negative (deficit) balance in the current account of Australia’s balance of payments, which is made up of four sub-
sections: The balance on merchandise trade, net services, net primary incomes and net secondary incomes. All of the transactions that flow
through the current account (as either credits/inflows or debits/outflows) will be recorded in one of these four accounts and the combined total
represents the balance in the current account over any period, which for Australia is negative (i.e. deficit). NFD represents the stock or value
of net debt obligations to foreigners, with the total amount owed to foreigners far outweighing the amount owed by foreigners to Australians.
Any increase in the CAD is likely to cause an increase in NFD and any increase in NFD is likely to cause a further increase in the CAD. This occurs
because the CAD reflects national spending exceeding national income, which requires foreign financing, either in the form of debt or equity.
Accordingly, a higher CAD will usually result in a higher level of NFD. For example, if the CAD is $50B for 2017, it means that $50B must enter
the country to effectively finance the CAD, much of which will be in the form of debt, therefore increasing NFD. Once NFD increases, however,
its servicing over time (through the payment of interest in the net primary income section of the current account) will further increase the CAD.
For example, an increase in NFD of $50B will mean that $5B in net terms will move through as a debit in the NPI section of the CA, which adds
to the CAD for that period. Australia’s CAD is primarily due to the large stockpile of NFD which creates huge interest payments to foreigners
that are recorded as debits in the Net Primary Income section of the current account.

Justification

SUGGESTED ANSWERS TO ALL MC QUESTIONS AND MINI EXAMS 1 -3

ANSWERS TO REVIEW MULTIPLE CHOICE QUESTIONS PART A (AREA OF STUDY 1)
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ANSWERS TO MINI EXAM NO. 1 (AREA OF STUDY 1)

1 A
2 A
3 A
4 A
5 A
6 A
7 A
8 A
A
A
A
A
A
A
A
STRUCTURED QUESTIONS
Question 1
(a) Explain how increase in the price of a substitute can affect the supply of a rrice

(b)

(©)

(d)

(e)

0)

(9)

product. Use a full labeled demand and supply diagram to illustrate.

(4)

P2
An increase in the price a substitute will cause the demand for a product to rise. This will Tm
Initially result in excess demand for the product and cause the price to increase over time.
As the price rises, existing producers see greater profit opportunities by allocating more
resources to the production of this product and therefore supply more to the market (i.e.
they increase production of the product).

———————————————————— Excess demand created at
P1which causes the price to
rise to P2 which incentives
producers to expand supply

from Q1 to Q2

Discuss how an increase in productivity at Kraft foods may affect the market : :
for Kraft products.(4) A @ Quantity

Greater productivity at Kraft means that output per unit of inputs has increased, facilitating a drop in the average (or per unit) costs of production.
Assuming that Kraft operates in a relatively competitive market (with substitute products in competition), the (relative) price of Kraft products
can fall without a negative impact on profit margins, enabling it to attract more sales. Kraft will therefore increase the quantity produced (or
supply to the market). The market will then be experiencing lower prices and greater production.

Explain what is meant by an ‘efficient allocation of resources’.(2)

An efficient allocation of resources occurs when the nation’s resources are allocated in the production of goods and services such that living
standards or welfare are at the absolute maximum. Any alternative allocation of resources will result in lower living standards. The most efficient
allocation of resources necessarily implies that all measures of efficiency (e.g. technical, dynamic, inter-temporal) are maximised.

Define technical efficiency and discuss how an increase in technical efficiency can improve living standards. 4)

Technical efficiency occurs when the nation is producing its goods and services in the best way possible, with minimum waste and lowest costs.
It is consistent with production occurring at peak productivity levels. When this occurs, it means that goods and services are produced at the
lowest possible cost and, providing markets are competitive, is likely to lead to lower prices. As prices are lower, consumers are able to afford
a greater bundlle of goods and services, improving their material living standards.

Discuss how changes in relative prices can result in a reallocation of the nation’s resources. (3)

When one price changes relative to another, it sends signals to producers that it may be beneficial to reallocate resources from one productive
activity to another. For example, if the price of apples increased, producers in the agricultural sector may decide to reallocate some of their land
and machinery away from the production of another crop (such as pears) towards the production of apples. This is because the higher price of
apples is likely to reflect greater profits to be made by supplying this product to the market instead of another product,

Explain why a business will prefer a low price elasticity of demand for its product and discuss one strategy it may employ to
achieve this goal. (4)

A business will prefer a low price elasticity of demand (PED) for its product because it will enable it to raise prices without causing a significant
drop in consumer demand. Indeed, if the PED is low enough (represented by a very steep demand curve), the business can raise price and
Increase total revenue (and profit) even though there has been a (small) reduction in demand. A business can employ numerous strategies to
reduce the PED, such as engage in anti-competitive behaviour to drive competitors out of the market, or more honest strategies such as effective
advertising and market campaigns that manage to attract brand loyalty.

In perfectly competitive markets, it is assumed that there are lots of buyers and sellers, there are no barriers to entry or

are not met. (4 marks)

. Without lots of buyers and sellers, there will be few people bidding the price up (in the case of buyers) to justify production and few firms
creating pressure for the price to come down (in the case of sellers). In particular, an absence of sellers effectively means that one or two

firms have ‘market power’ with minimal competitive pressures to prevent the prices from being ‘too high.”

. Without freedom of entry to (and exit from) a market, it will be difficult for potential firms to enter the market if they perceive profit
opportunities are available. For example, if an entrepreneur is discouraged from entering a market because the establishment costs are so
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high (e.g. a gold mine) it means that the incumbent firms have minimal competition (or substitutes) and are free to charge excessive prices
or make 'super normal’ profits.

. Without the assumption of ‘'homogenous goods,’ there is an absence of 'substitutes’ that can provide consumers with the opportunity to
switch their preferences in the event that prices are excessive.

Question 2
(a) Define a market failure. (2)

A market failure occurs when markets across the economy, left without government intervention, will lead to an inefficient allocation of resources
such that national living standards or welfare are not maximised. They occur because the individual self-interest motivates resources to flow to the
production of goods and services in such a way that society is made worse off. In short, there is an over-production of some goods (such as those
with negative externalities) and an underproduction of others (such as public goods).

(b) Explain how asymmetric information may contribute to an inefficient allocation of resources and discuss one government action
to account for the market failure. (4)

When one party to an economic transaction has more information than another, it leads to either an under or over-allocation of resources to the
production of a particular product. For example, assume that a car yard is aware that a second hand vehicle has a defect that is difficult to detect.
Potential consumers will be unaware of the defect and many consumers would be deterred from purchasing second hand cars because of the likelihood
of purchasing ‘a lemon.” Accordingly, consumers are more likely to avoid the second hand market and purchase a new car instead (as information is
more symmetric), or purchase from a more reliable source (e.g. friends or family). This leads to an over-allocation of resources to the production of
new cars and an under-allocation of resources to the sale of second hand cars. To protect against this type of market failure, governments have
devised numerous laws to ensure that consumers are somewhat protected from the losses that result from asymmetric (or imperfect) information.
For example, laws that require second had car dealers to provide warranties on cars less than $3000 is designed to ensure that consumers are less
likely to experience financial loss if they purchase a ‘lemon.’

(c) Explain why any one of the following services is generally regarded as an example of a public good: prisons, defence services
or lighthouses. (4)

They are all examples of public goods because they all contain the following important ‘public good’ characteristics. That is, they are all non-
depletable and non-excludable. Prisons are non-depletable because one person’s enjoyment of the prison service (i.e. keeping them safer) does
not prevent another person from enjoying the same service. In other words, there is joint consumption of the service. In addition, it is not
possible to exclude a person from enjoying the benefits of the prison it that person refuses to pay for the service. (The same argument applies
to the services of defence and lighthouses)

(d) Discuss two measures the government could take to minimise the problems associated with any negative externality in
production, such as excessive emissions of Co2 into the atmosphere by big businesses. (4)

There are a number of strategies that can be employed by governments to reduce the incidence of any negative externality in production. First,
a government could decide to impose a tax on any pollution (or CoZ2) that is emitted into the atmosphere. The tax will add to the production
costs when the business pollutes the environment, which can ultimately have a negative effect on profits (e.g. the firm is likely to increase prices
to maintain profit margins and the increased prices will reduce sales and production). Accordingly, the business will have incentives to find better
pollution abatement technologies or simply reduce pollution in order to reduce costs.

Second, the government can establish an emissions trading scheme similar to the one proposed and rejected in Australia. The government sets
a target level of Co2 emissions for the nation and then sells permits (or rights) to polluters allowing businesses to pollute a certain volume of
Co2 into the atmosphere. The total volume permitted will equate to the target. Businesses will always have incentive to obtain the best pollution
abatement technology (or move to alternative energy sources) because they can then sell their permits’ on the open market to firms who are
less efficient at pollution abatement, The government then lowers the target and reduces the number of permits on the market, which results
in higher permit prices, making it more expensive to pollute and increasing the incentive to reduce pollution.

(e) Describe one recent example of government intervention in markets that unintentionally leads to a decrease in the efficiency
of resource allocation. 4)

A recent example of government intervention is the Renewable Energy Target (RET) that is designed to rectify the market failure in the form of
climate change (negative externality). The RET mandates that by 2020 Australia should generate around 23.5% of its energy from renewable
(clean) energy sources such as wind and solar in order to meet its emission reduction targets. This involves energy producers being required to
produce or source more energy from renewable sources (such as wind and solar) which are currently more costly and relatively inefficient ways
of generating electricity on a large scale. By forcing producers to rely on less reliable energy (e.g. wind energy produces no electricity when the
wind is not blowing) and more expensive forms of energy (e.g. current technology makes it impossible to store large volumes of renewable
energy when it is not being consumed), this adds to the cost of energy. It therefore increases the cost or price of pollution abatement relative
to that which could be achieved via a more efficient policy, such as carbon pricing via a market based emissions trading scheme (ETS). [A carbon
price via a market based ETS is widely considered to be the most cost effective form of achieving lower Co2 emissions.] Accordingly, the
opportunity costs associated with this government intervention are not minimised, resulting in a less efficient use of the nation’s resources.

(f) Outline one way the government can seek to increase competition in markets. (2 marks)

The government devises a whole host of laws that seek to limit the incidence of anti-competitive behaviour. These are summarised in the Trade
Practice Act 1974 (renamed the Competition and Consumer Act 2010) and are policed by the ACCC. To For example, the government requires
that any proposed merger between two large businesses must pass the ACCC's ‘merger test.” Mergers will only be permitted if they it can be
demonstrated that the merged entity will not substantially lessen competition in the market place. This effectively prevents the establishment
of monopolies in important industries like banking, where a combined entity comprising NAB, Westpac, the CBA and ANZ would most certainly
lead to a less competitive market for banking services.
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ANSWERS TO MINI EXAM NO. 2 (AREA OF STUDY 2)
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Question 1
a) Explain what is meant by the government’s price stability goal.(3)

Price stability (low inflation) is the govt’s goal to contain the rate of inflation to within the 2-3% on average over time. Rates of inflation below 2%
are not targeted for fear of dampening economic growth and rates above 3% are considered too high due to the negative impacts likely to be felt in
the economy (such as the negative impact on Investment and AD). The main govt body responsible for achieving this goal is the RBA.

b) Explain what is meant by the goal of strong and sustainable rate of economic growth (3)

The goal SSEG involves the govt seeking to achieve a strong rate of growth in the level of real GDP, generally considered to be within the range of
3-4% such that it is strong enough to create employment, boost incomes and lift living standards. Rates too low (in particular below 2-3%) are
generally unacceptable primarily because employment growth is likely to be minimal and unemployment is likely to rise. Rates above 4% are generally
unsustainable in terms of the likely impact on inflation, the CAD/NFD and the environment.

c) Explain how an increase in economic growth might have only a limited impact on overall living standards (4)

This can occur because living standards are dependent upon changes in both material and non-material factors. Economic growth means that there
has been an increase in real GDP (or production) from one period to the next — in other words, there is an increase in material living standards as
measured by an increased volume of goods and services available and higher incomes available for spending. However, if the increases in real GDP
caused a deterioration in non-material living standards, such as a depletion of natural resources, global warming or other negative externalities in
production, then the growth in overall living standards will be impaired.

d) Explain why a fall in economic growth might not cause an increase in the unemployment rate. In your answer, refer to
underemployment and the underutilisation rates. (4)

This can occur for two main reasons. First, in many cases, the decline in the demand for labour that occurs in line with the fall in national output may
result in fewer hours worked rather than fewer jobs. In other words, businesses may decide to reduce the hours worked of their employees rather
than sack workers. This will have no impact on the unemployment rate, as more workers became ‘underemployed’ instead (i.e. working less hours
than they preferred). Accordingly, the fall in economic growth results in the underutilisation rate (the underemployed + unemployed as a percentage
of the labour force) riser faster than the unemployment rate. Second, it is theoretically possible that the decline in economic growth can trigger a fall
in the participation rate such that those laid off from work do not look for a new job (i.e. they do not become unemployed) or those unemployed
leave the labour force (stop looking for work) because job prospects have diminished.

2a) Explain how a rise in interest rates might affect the rate of inflation. Ensure that you explore both the demand and supply
side impact. (4)

On the D side, an increase in IR is likely to reduce both C, I and therefore AD as a result of the higher cost to take out loans and the reduced availability
of cash after servicing existing loans which are now more expensive. The reduction in AD will reduce demand inflationary pressure . On the S side,
higher IR will increase the costs of production for businesses and exert upward pressure on prices. Overall, an increase in IR will (ceteris paribus)
reduce the rate of inflation over time. This is because the D side impact outweighs the S side impact and is the reason why the RBA tightens monetary
policy (raises interest rate) to reduce inflation.

b) Explain how a fall in interest rates is likely to affect the government’s objective of Full employment. Ensure that you
explore both the demand and supply side impact. (4)

On the D side, a decrease in IR is likely to increase both C and I (reasons see opposite of above), which stimulates AD. This will increase real GDP,
EG, the demand for labour, thereby leading to increases in employment growth and a consequent reduction in unemployment. That is, Full
Employment is more likely to be achieved, where FE is the lowest unemployment rate possible without triggering inflationary or external pressures
(approximately 5%). On the S side, a decrease in IR will reduce the costs of production for businesses, allowing them to reduce prices, attract more
sales and increase employment growth. Accordingly, employment growth is likely to be even greater, reducing unemployment and assisting with the
achievement of FE.

3) Explain how an increase in the rate of productivity is likely to impact on Low Inflation (LI) (4)
An increase in productivity is an example of a supply side factor that lifts EG and helps achieve LI simultaneously. Increases in the ratio of outputs to
inputs (i.e. productivity) work to decrease average production costs and exert downward pressure on prices (as competitive pressures motivate

businesses to pass on the lower costs in the form of lower prices). This assists in reducing the rate of inflation and helps in the achievement of LI,
which is the goal to keep inflation (as measured by the CPI) to within 2-3% on average over the course of an economic cycle.
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b) Explain how an increase in the rate of productivity is likely to impact on Full Employment (FE).(4)

An increase in productivity is likely to have both short and long run impacts on FE, which is the government’s objective to achieve lowest unemployment
rate possible without triggering inflationary or external pressures (approximately 5%). In the SR, increases in productivity are often associated with
a reduction in employment (e.g. firms taking on new technology to replace labour or firms restructuring their enterprises) and an increase in
unemployment. However, in the LR, increases in productivity work to reduce prices and stimulate AD (e.g. X demand increases because lower prices
boost the international competitiveness of our traded goods sector). This will then increase EG, demand for labour and cause a reduction in
unemployment. Overall, productivity growth can make it more difficult to achieve FE in the SR, but assists in its achievement in the LR.

ANSWERS TO MINI EXAM NO. 3 (AREA OF STUDY 3)
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1. Discuss the likely impact of a depreciation of the Australian dollar on:
(i) the balance of merchandise trade (BOMT); and
(i) the net primary income deficit [4]

The BOMT comprises X of Goods less M of Goods. The depreciation of the AUD (i.e. a lower Australian exchange rate) will increase the value of X
and decrease the value of M in the longer term, causing the BOMT to improve (i.e. increase the surplus). This is because our exporters would become
more price competitive, increasing X sales and boosting credits in the BOMT. Alternatively, you can think of exporters being price takers and receiving
more for any given quantity of X, thus boosting the value of X. In addition, a sustained drop in the dollar should over time cause a substitution away
from some imports and towards domestic import competing industries, thereby reducing M and further boosting the BOMT. Given that a depreciation
of the AUD is likely to improve the BOMT, this should (ceteris paribus) reduce the net primary income deficit as X >M, should translate into a smaller
CAD and reduces need to borrow from OS. This decreases servicing of overseas debt (which is a debit in the net primary income section). However,
any debt that has been denominated in foreign currency (e.g. USD) will now be more difficult to repay. As these payments go through the net primary
income section as debits, the net primary income section should worsen. On balance, given that more and more of Australian foreign debt is
denominated in domestic currency, this negative effect on the NPI section is less relevant.

2. Explain how an increase in the rate of economic growth may affect Australia’s Current Account Deficit (CAD). [4]

An increase in EG is likely to be associated with strong growth in AD or GNE, some of which will spill over into M purchases and therefore worsen the
BOMT and increase the CAD. This increase in CAD must be counterbalanced by CAFA surplus (which is primarily an increase in the receipt of borrowing
from OS which increases net foreign liabilities). Alternatively, strong EG can be said to exacerbate the gap between national spending and income
(where spending > income), which necessitates the purchase of M (increase BOGS) and borrowing from OS (increase NFD or NFLs). However, if the
EG has been due primarily to supply side reforms (e.g. increases in productivity) that expand the nation’s productive capacity, then it is possible for
the rises in EG to occur without the CAD or NFD/NFLs deteriorating. This is because the strong AD can more easily be accommodated by the growing
AS (or productive capacity). Similarly, if the EG is occurring purely as a result of strong X growth, then rising EG will, indeed, be associated with a
lower CAD/NFD.

3. Explain how an increase in the rate of productivity is likely to influence price stability and international competitiveness. [4]

An increase in productivity is an example of a supply side factor that helps to achieve price stability and improve international competitiveness.
Increases in the ratio of outputs to inputs (i.e. productivity) is likely to decrease average production costs given that more output can be produced
from the same inputs which reduces unit costs of production and exerts downward pressure on prices (as competitive pressures motivate businesses
to pass on the lower costs in the form of lower prices). This assists in reducing the rate of inflation and helps to achieve price stability (2-3% growth
in the CPI on average over time). The lower growth in domestic prices (or perhaps fall in prices) will then typically translate into greater price or
international competitiveness of Australia’s tradables sector (exporters and import competing producers) given that the prices of import competing
products and exports is likely to growing more slowly (or falling more quickly) than foreign products.

4, Distinguish the terms of trade from the current account balance. [4]

The terms of trade is defined as a ratio of average prices received for Australia’s exports to the average prices paid for Australia’s imports. It effectively
represents the volume of imports that can be purchased with a given volume of exports. In contrast, the current account (CA) balance refers to the
balance (deficit or surplus) that exists in one of the two major accounts within Australia’s balance of payments. The TOT is simply a ratio of ‘prices’
and does not reflect values of exports or imports, whilst the CA balance is what ‘value’ remains after deducting all current outflows (debits) for items
such as imports, from all current inflows (credits) for items such as exports.

5. Describe two possible reasons for the fall in Australia’s terms of trade. [4]

The terms of trade index (TOT) can fall as a result of the slow growth in the global economy, e.g China, whose lower demand for construction material,
such as steel, would cause the global demand and price for commaodities like iron ore and coal to fall significantly. Given that Australia is a large
exporter of iron ore and coal, the lower world price of these commodity exports has resulted in a continuing fall in the prices received for exports
relative to the prices paid for imports. In addition, supply side factors could be relevant. For example, following the investment phase of the mining
boom in Australia and abroad, there was a large scale increase in the global supply of key commodities (iron ore and coal) as increased mine capacity
(as well as an increase in the number of mines) meant that more mining production occurred. This would exert downward pressure on global prices
and a further reduction Australia’s TOT.
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6. Outline how a fall in both interest rates and the terms of trade are factors that contribute to a lower exchange rate. [4]

Lower interest rates, ceteris paribus, will mean the interest rate differential between Australian and overseas rates (e.g. USA interest rates) has
widened. With higher relative rates on offer overseas, this contributes to capital outflow as Australian investors (lenders) decided to invest (lend)
overseas. As these funds (capital) exit Australia, they are exchanged into foreign currency, increasing the supply of AUD on foreign exchange markets
and causing the price of the AUD (i.e. the exchange rate) to fall. In relation to the lower TOT [assuming that it has occurred because of lower
commodity prices], it will contribute to a lower exchange rate because Australian exporters, particularly commodity producers who experience much
lower prices for their exported commaodities, will receive less value for any given quantity of exports sold on global markets. This reduces the demand
for and value of the AUD in foreign exchange markets as foreign buyers require fewer AUD to purchase any given quantity of exports.

7. Describe how a depreciation of Australia’s exchange rate can help to achieve the goal of full employment and promote Australian
living standards. [4]

The fall in the value of the AUD helps to boost the international competitiveness of Australia’s tradables sector (exporters and import-competing
businesses). Exporters can therefore more easily penetrate export markets as the prices of their exports are lower when purchased with foreign
currency. Similarly, import-competing businesses will be able to increase market share as imports become more expensive and Australians substitute
into the relatively cheaper domestic alternatives/substitutes. With an increase in net exports, this boosts AD and economic growth and helps to
maintain employment growth as the derived demand for labour by trade-exposed industries increases. This should place downward pressure on the
unemployment rate towards the full employment or NAIRU (non-accelerating inflation rate of unemployment) level of approximately 5%. To the extent
that the lower AUD helps to increase net export demand and economic growth, it also helps to lift real GDP per capita, which is a measure of material
living standards of Australians. This means that, on average, Australians will have a higher level of income, which increases their access to goods and
services and boosts their material prosperity and living standards. [To the extent that the higher level of real GDP contributes to a larger derived
demand for labour and lower unemployment, the non-material benefits provided by employment (such as self-esteem and a sense of purpose) will
also increase, providing a further boost to living standards.]

8. Based on the following hypothetical figures for Australia’s balance of payments, calculate both the value of the Balance on Goods
and Services (BOGS) and the Current Account Deficit (CAD). You must show your calculations. [2]

$b

Exports of goods 80

Imports of goods -100

Exports of services 30

Imports of services -20

Net primary and secondary incomes -30
BOGS = (80 -100) + (30 - 20) CAD =-10 + (- 30)

=-20+10 =-40

=-10 = $40B deficit

= $10B deficit

DEMAND AND SUPPLY QUICK QUIZ 1 - ANSWERS
3

1 2 4
B B D B
5 6 7 8
B D A D
9 10 11 12
B D A B
13 14 15 16
A B D C
17 18 19 20
A C D B
21 22 23 24
B A A C
25 26 27 28
C A B D
29 30 31 32
D D B D
33 34 35 36
C A A B
37 38 39 40
D B B B
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YOU BE THE ASSESSOR: CORRECTIONS AND ANALYSIS (U3 A0S 1)

Qta Draw a fully labelled diagram below and show how an increase in the demand for king prawns at any given price
is likely to be reflected in the diagram. 2 marks
Sample Answer 1 Sample Answer 2 (full marks)
-
No title for diagram Market for king prawns
Quantity Price
P
Incorrect y axis: it Q2 P2
should read 'Price’ T T
Qi P1

No labelling of the D curves

S~

— S
S

P1 P2 Price Q1 Q2 Quantity

Incorrect x axis: it
should read ‘Quantity’

Analysis (Sample 2 full marks)

While Sample 1 actually has the (demand) curve shifting in the right direction, with an accurate depiction of the outcome for prices and quantity
(i.e. both increase), it has too many errors and therefore is likely to score zero marks. [Note that it is possible for Sample 1 to achieve 1 mark
given that it is superior to a ‘blank’ response. However, this decision will ultimately be made by the Assessing Panel when determining the type
of responses that fail to demonstrate the key skill ‘construct...demand and supply diagrams’.]. Response 2 makes no errors and clearly
demonstrates that the student has acquired the key skill.

Q1b Outline and justify two demand factors that would be expected to shift the demand curve for king prawns to the
right and interpret how this is likely to influence the equilibrium price and quantity for king prawns. 4 marks

Two demand factors are provided with a brief
explanation (outline) of why lower taxes and higher
immigration will influence the factors provided, but only
one is justified with the link from lower taxes to higher
consumption being mentioned but there is no justification
of why a higher population will shift demand to the right.

sample 1

Two Demand factors that would be expected-te-shift the demand curve for king prawns to the right could be a decrease in income tax rates
and an increase in immigration-that boosts our population. Lower income taxes will increase disposable income, meaning they have more to
spend and hence increases the quantity consumers wish to buy at any price, shifting the demand curve to the right. An increase in Australia’s
population will also shift demand to the right at any given price. This shift in the demand curve will allow producers to increase their prices
leading to an expansion in supply and demand at the new equilibrium wheretfiore king prawns (quantity rises) are sold at a higher price.

The shift in demand is linked to higher prices and a higher quantity sold but no explanation as to why producers can
charge a higher price is provided nor is it explained how a new equilibrium is achieved via contracting demand along
the new demand curve as prices rise

Sample answer 2 outlines two demand factors (disposable income
and population) and makes explicit why demand at any given
price will increase as a result of both factors not just one.

$ample 2
Two demand factors that would-beexpected to shift the dememfid curve for kRing prawns to the right could be lower income taxes increasing
disposable incormies and an increase in Australia’s populatioh brought about by higher immigration. As disposable income increases consumers
have additional money available and their capacity to buy goods and services increases so a “normal” product like king prawns would be
expected to see an increase in demand at any given price (ceteris paribus). Equally as Australia’s population increases (ceteris paribus) there
will be more people to consume prawns at any given price shifting the demand curve to the right at any given price. At the original equilibrium
price there will be an excess of demand or a shortage of supply. The producers will observe that they can increase their prices and sell more
prawns which will increase the profits available. The higher prices and profits will see more resources allocated to supplying prawns so the supply
of prawns will expand towards the equilibrium price. As the price rises the demand will contract along the new demand curve until demand is
equal to supply and a new equilibrium with higher prices and quantities of king prawns sold.

An explanation is then provided of how a new equilibrium is achieved because at the original price a shortage/ excess

demand occurs which creates an incentive to charge higher prices and make higher profits so supply will expand
along the supply curve and the higher prices will contract demand. New equilibrium has higher quantity bought and

Analysis (Sample 2 full marks)

It is important when you are asked to outline two demand factors that you do more than just state two factors that will shift the demand curve.
Equally, when asked to justify these two demand factors, two explanations should be provided. Merely stating that higher demand leads to
higher prices is not a justification and an explanation of the impact of excess demand/shortage of supply on price and hence producers willingness
to supply is also required. Both answers correctly state the price and quantity increase but, in sample answer 1, there is limited
explanation/interpretation of how a new equilibrium is achieved.
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2. Discuss the role of competitive markets in achieving dynamic and allocative efficiency within an economy and explain the
link to living standards. 6 marks

sample 1

A good explanation of allocative and dynamic efficiency is provided and they An example is provided to provide clarification of

are linked together and an explanation of livina standards is brovided link between dynamic and allocative efficiency

Allocative efficiency refers to how well resed ich as capital and labour are being used to\produce the goods and services that best satisfy
society’s needs and wants and hence maximisé~eugralltiving standards (our quality of live in traterial and non material terms). If allocative
efficiency is achieved then rgsources are best satisfying~sagiety’s needs and wants and no alternative use will make society better off so living
standards are maximised. Dynamic efficiency refers to how quickly resources can be utilised to satisfy society’s needs and wants as our tastes
and preferences change and the point of allocative efficiency changes-How quickly resources can bexeallocated to produce these goods and
services will be important in satisfying our living standards. If it takes a long~time for resources to move\to produce what society desires then
dynamic efficiency is low and living standards will decline until allocative efficiency is achieved. For example, if sugar free drinks become more
popular but producers take two years to alter their production towards these drinks, then dynamic efficiency is slow and allocative efficiency
will not be achieved for at least two years. A competitive market, with many buyers and sellers, will force businesses to produce more efficiently
and so allocative and dynamic efficiency are likely to be achievied. This will result in higher living standards than would be likely to occur in a
non competitive market.

One characteristic of a competitive market is provided but there is no explanation of why businesses are “forced” to

be allocatively and dynamically efficient and so why living standards will be higher in competitive markets.

Sample 2
An explanation of competitive markets is provided and justification for why
A good explanation of allocative and dynamic efficiency is provided and they competitive markets force businesses to be dynamically efficient is made and
are linked together and an explanation of living standards is provided thus how that links to allocative efficiencu and livina standards.
Allocative efficiencyTefers to how well\resources such as capital and Tabourcare-used-to i”qnd services that best satisfy society’s

needs and wants. If allocative efficiency is achieved then no alternative use of resources witl make society better offsotiving standards (our
quality of life) are maximised. Dynamic efficiency refers to how quickly resetrces can be wilised to satisfy society’s needs and wants as our tastes
and preferences change and the point of allocative efficiency changés. The time it takés for resources to be realiqcated to produce these goods
and services will be important in satisfying our living stanelards. If it takes a longfime for resources to move to produce what society desires
then dynamic efficiency is low and living standarelswill decline until allocatiye’efficiency is achieved. A competitive market involves many
buyers and sellers who have very good infofmation about what is in demagrd, as well as ease of entry and exit so they can easily move their
resources to producing goods and-sefuices that are in high demand (consdimer sovereignty) and hence increase profits. If producers are slow to
reallocate resources then a competitor/s will quickly enter the market’or increase output to gain market share and hence increase their own
profits, whilst the less dynamic producers will find the lower demangfor what they are producing will reduce profitability. Given that producers
seek to maximise their profits, as consumer preferences change grid demand shifts between good and services, the relative price and profit firms
can make from the more highly demanded items will also jricrease. Firms that are slow to adjust will lose market share and potentially go
broke. Accordingly, a competitive market will force firms t6 be more dynamically efficient and therefore more responsive to consumer demands
compared to markets that are less competitive. This will result in higher (material) living standards as consumers will have access to better
quality and/or lower priced goods and services. For example, if sugar free drinks become more popular but producers take years to respond
because they have an effective monopoly/oligopoly (i.e. market power prevents an erosion of profits that would occur in a more competitive
market), then dynamic efficiency is low and allocative efficiency will not be (quickly) achieved, lowering living standards.

An example is provided to further demonstrate their understanding. However, enough has been written and the example simply serves to consolidate the quality of the
response! Note it would also be possible to approach this question by discussing how competitive markets in the absence of government intervention can lead to a market
failure because consumer sovereignty may lead to resources being allocated towards goods and services with negative externalities, or that damage common access resources,

or are a result of asymmetric information (illicit drugs, land clearing, over fishing etc), that are not in societies best interests in the short or long run. Dynamic efficiency might
be high, such that if the demand for illicit drugs increases resources quickly flow to this production, but the allocation of resources would not be allocatively efficient! Resources
are also unlikely to flow to areas with positive externalities such as public goods, like education and health, because not everybody will be willing to pay a “market price”.
So competitive markets in the absence of government intervention may be dynamically efficient but will not be allocatively efficient.

Analysis ($ample 2 full marks)

Both answers do a good job of explaining what allocative and dynamic efficiency are and how they are linked to living standards. They both
also provide an example to demonstrate/consolidate their understanding. However, whilst Sample 1 provides a characteristic of competitive
markets, only Sample 2 provides enough features and explanations to justify why changing demand (consumer sovereignty..using the term
signifies a deeper understanding) in a competitive market will force a reallocation of resources towards the higher priced and more profitable
items, ensuring dynamic efficiency is higher and so allocative efficiency is (more quickly) achieved. Note also that the following passage makes
a clear link back to the question, helping to maximise the chances of full marks being awarded. “..Firms that are slow to adjust will lose market
share and potentially go broke. Accordingly, a competitive market will force firms to be more dynamically efficient and therefore more
responsive to consumer demands compared to markets that are less competitive. This will result in higher (material) living standards as
consumers will have access better quality and/or lower priced goods and services.” [Note: Although the study design does not directly link the
role of markets in allocating resources directly to living standards in the key skills, the key knowledge does make explicit the role of relative
prices in markets on the allocation of resources and the effect on living standards. Economics is also all about using resources to best satisfy the
needs and wants of society so it is not unreasonable to expect a question along these lines.]
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Q3. Explain why a producer would prefer to operate in a market with low price elasticity of demand (PED) for a product
and outline the significance of one factor influencing the PED. 4 marks

$ample 1

PED is defined in terms of the relationship
between price and auantity demanded.

A link is shown between low and high PED and its impact on profits
due to how quantity demanded responds and an example is
provided (always helps to demonstrate understanding)

The refers to hgw the quantity consumeérs-exe_willing to buy w
market with low PED, a given % change in price will cause oifer % change in quantity demanded. For exampte-frqising the price by 10%
leads to a 5% fall in sales, then the product will have a low PED. This means that a low PED allows producers to make more profit if they raise
prices because the negative impact on quantities sold willLriot be enough to outweigh the positive impact from higher prices, enabling the total
sales revenue (i.e. price X quantity) to increase. In cgrfrast, a high PED would mean that a 10% rise in price would lead to a greater fall in
demand (of say 50%), which will lead to lower profifs overall due to the higher price having a larger impact on the quantity bought. Producers
therefore wish to operate in a market with low PED. The degree of necessity to consumers will influence how consumers respond to a change in
price. If a good or service is a ‘necessity’ (i.e. a need), then as the price rises consumers are likely to keep their demand relatively constant and
reduce consumption of less important goods and services (i.e. those that are Aot necessities). Addictive products, like tobacco, are a good
example of products with a low PED. It highlights an important reason why gguernments impose higher and higher excise on tobacco, knowing
that the higher tax actually increase government tax revenue.

ice_of the relevant good or service. In a

An outline/ brief explanation is provided of a factor (necessity) that causes PED to be low and

a clear example is provided to demonstrate this factor (caused by addiction in this case)

sample 2

The PED relates to how quantity responds to a change in price. Low PED will allow firms to raise price and increase profits. Producers generally
seek to meximise profits and so they want to operate in a low PED market whenever possible. AAfactor that would be likely to influence the
PED is the degree of necessity. This can be influenced by advertising so more advertising wilLm@an that a product is more likely to be a necessity
and elasticity will t

A suitable factor affecting PED is identified but student
spent time outlining a factor affecting the ‘degree of
A clear link between low PED and necessity’ rather than outlining the significance of a factor
profit is made (higher) but no influencing the PED (not just elasticity)
justification of why profit rises.

Elasticity itself is defined as how quantity responds to a change in price
BUT there is no statement of what low PED actually means in terms
of how consumer demand responds to a change in price.

Analysis (Sample 1 full marks)

Both answers are similar in their approach but only Sample 1 accurately defines low PED, whilst Sample 2 merely defines ‘elasticity’ without
providing clarification of what ‘quantity’ means in the context of the question (QD or QS?). Both link low PED to higher profits and hence justify
why low PED is preferred but only Sample 1 explains why profits are higher (because of demand falling by less than the price rise). Both answers
outline why necessity/need influences consumer demand to remain high in the face of higher prices but only Sample 1 links this to low PED
rather than just PED. Sample 1 also provides an example to support their explanation. Had Sample 2 shown what low ‘price elasticity of
demand’ actually means rather than just ‘elasticity’, and then linked necessity to low PED specifically rather than more generally, then
potentially it could also have scored full marks in far fewer words (often an issue in an exam!)

Q4. Evaluate the role of an unregulated market in allocating resources. 5 marks

Clear explanation of what an efficient allocation of resources does and
does not mean.....e.g. satisfying needs and wants of society overall not

Clear link between unregulated markets and how resources are

allocated based on profit and consumer sovereignty

just what individual consumers may desire.

Clear link to why unregulated markets are effective at
reallocating resources to satisfy consumer desires due to

8¢mgle 1 relative price and profit increasing as demand increases.

An unregulated market is one that is free of any intervention/contrQls and so producers are free to use resources il whatever way that maximises
profits. Markets are effective (dynamically efficient) in allocating résqurces to satisfy consumer demand (confumer sovereignty). In order to
produce goods and services, resources such as labour and capital are required. In a ‘competitive market’ with vthany buyers and sellers, and easy
entry and exit from a market, producers will quickly respond to changing ¢onsumer demands in order to maximise profits. This reallocation of
resources occurs because, as the demand for one output increases, producers will observe shortages in the niarket and the price rises to attract
new supply, increasing the relative price received compared to an alternative use. This increases the relatiye profit from the product in greater
demand and results in unregulated markets being effective at allocating resources to satisfy consumér preferences. However, what some
consumers desire (e.g. illicit drugs, tobacco, overconsumption of alcohol) may not be what best satisfigs the needs and wants of society as a
whole (allocative efficiency). Accordingly, satisfying consumer needs is unlikely to be the most allocatively efficient use of resources that best
satisfy society’s needs and wants, which ultimately means that unregulated markets will lead to an (allocatively) inefficient allocation of
resources. Markets will fail to deliver the best outcomes for society. In other words, unregulated markets will fail to achieve the most allocatively
efficient allocation of resources and these ‘market failures’ can come in a number of forms. For example, markets fail due to externalities
associated with production and consumptjon of some goods and services which leads to an over or u =allocation of resources to the
production of these goods and services. In the case of pollution as a negative externality, it is often ¢ d in production that damages current
and future living standards. Without regulation, excessive pollution would occur and there be an over-allocation of resources to relative
‘dirty’ forms of production and therefore/an under-allocation of resources to ‘cleaner’forms of production. If, however, producers were forced,
via laws/regulations, to pay the full cost/of this pollution (i.e. the government ettémpts to internalise the negative externality), then the market

price would rise and consumers would buy less. This woul i sult in fewer resources being allocated to this output and hence help to
rectify the market failure (too manszesources causi iert). Because of market failures such as this, governments intervene in markets via
regulations and controls in order to ¢nsure th e efficiency is more likely to be achieved than under an unregulated market.

The evaluation explains why markets fail if unregulated and

Explanation of why unrrguiated markets fail and an
P ! Y unresdl ! then links it to government intervention and back to the

auestion. an excellent wav to end an evaluation!

example is provided to show understandina.
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Sample 2
Ad lanati £ what i b will alter resource use to satisfy consumer
clear explanation of what is meant by preferences based on relative price and profit.
an unregulated market

An unregulated market is a market free from any regulation and controls. A market is where buyer and-séllers come together and in a
competitive market where there are many buyers and sellers and easy ¢ntry and exit from the market producers will be forced to produce
what is in demand or another firm will enter or increase their output to dain market share-emd higher profits. This occurs because as demand
increases producers will observe shortages in the market and will increase their plicertﬁcrease their profits and make it worthwhile allocating
more resources to its production. This raises relative price compared to alterngtive uses of resources and hence relative profit increases and more
of this output will be created. Dynamic efficiency refers to how quickly resources can be allocated to satisfying consumer needs and the fear of
competition and losing market share will mean that firms will quickly alter what and how much they produce to maximise their own profits by
satisfying consumer sovereignty. A regulated market with controls and laws may be slow to respond to changing consumer needs for instance
government regulation restricting where and how many houses or flats can Ke built on land will force up prices and reduce the markets ability
to satisfy consumer needs for more property. Thus an unregulated market will be best at satisfying consumer sovereignty due to improved
dynamic efficiency.

A clear explanation of why unregulated markets
P 4 9 Dynamic efficiency is defined and is related to how

efficiently resources are being used and why

unregulated competitive markets will respond
quickly due changes in demand.

The impact of regulation on how quickly resources can be reallocated is then shown to potentially reduce dynamic efficiency with a good example and linked
back to why a regulated market could then be slow to satisfy consumer demand which is then linked to why unregulated markets are more effective at

satisfying consumer sovereignty. BUT no discussion of what allocative efficiency means or why satisfying consumer needs alone can and does lead to market
failure so the evaluation has led to a false conclusion and therefore should not receive full marks

Analysis (Sample 1 full marks)

[To evaluate means to explore an issue or topic and reach a conclusion and ideally provide a solution. For evaluation questions, students should
attempt to focus on factors such as ‘costs (disadv) versus benefits (adv)’, ‘short versus long run’ implications and the implications for various
‘stakeholders’ (e.g. consumers versus producers, current generations versus future generations).] The key to this question is recognising that
resources are best allocated when they are used to maximise the needs and wants of society as a whole and not what individual consumers
think is best for them. In other words, allocative efficiency is the most important form of efficiency and just satisfying consumer demands will
lead to market failure (where resources are not allocated to best satisfy society’s needs and wants). This is the major reason why Sample 2 is
deficient. Dynamic efficiency is important in allocating resources but consumers do not always desire what is in their interest. For instance illicit
drugs such as “ice” are rising in demand but the negative externalities of their consumption (misery, crime, poor health, death, violence etc)
means whilst high profits may be available to producers the resources are not being used to best satisfy the needs and wants of society (market
failure). Thus to prevent resources being allocated in a way that creates market failure it is important that governments intervene to regulate
the use of some activities within the economy. Sample 1 adequately addresses the question and adds value by specifically exploring an example
of a particular market failure (pollution as a negative externality in production) that makes unregulated markets problematic. Note that
students could equally choose other market failures, such as public goods or asymmetric information.

The reason for govt intervention is made clear, An  example of intervention  is
markets do not always get it right! And the desire provided and an explanation of how

for allocative efficiency is explained and defined and why they intervene provided

Q5a. Explain using an example from the

. nt intervention in a market has unintentionally
reduced the efficiency of resource allocation.

6 marks
sample 1
Markets left to competitive forces will typically be technically efficient ay competitive and
to produce what is in demand (consumer sovereignty), in order to maximise profits. Howe wmers do not always “buy” what is in society’s
best interests, leading to an under (e.g. education) or over allocation of resources to some Yorms ion (e.g. illicit drugs), hindering our
ability to achieve allocative efficiency (the allocation of resources that best satisfies the need nts of sociéty). The government typically
involves itself in markets to alter the allocation of resources so that rejources are more likely to allocatively efficient manner

E10 Biofuel is a fuel that contains 10% ethanol. The NSW and Qld goyernments have mandated (redylation) that\d% of fuel in QLD and 6% of
fuel sold in NSW should be E10 biofuel. The government has intervened in this market to promote a myre envirom\entally friendly fuel source
that reduces reliance on fossil fuels (reducing negative externalities bl helping to reduce emissions, assist With manasing “climate change” and
boosting intertemporal efficiency by ensuring fossil fuels last longer), find to establish an Ethanol industry inustralia.

The government intervention mandates large fines of up to $550,000 per quarter for not achieving the E10 targets. However, consumers
typically do not want to buy E10 fuel and many retailers have removed regular unleaded fuel pumps to force consumers to buy E10. While E10
demand has increased, consumers have also switched to buying premium fuels which most cars do not need, costing motorists more money and
reducing spending on goods ynd services that would bring greater utlllty The Productlvlty Commlssmn and t both recommend the
removal of the biofuel mandates becauseli mpetition and did not
bring environmental benefits, indeed prote g ocal productlon but imposing the full
excise on imported fuels actually prevent tertd

The impact of the intervention is explained AND evidence that
the intervention did not achieve its objectives is provided
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Overall, the government intervention led to an allocation of resources that actually reduced how efficiently resources are used in the Australian
economy because consumers were “forced” to buy more expensive fuel that reduced their dlscretlonary income and hence their ability to satisfy
needs and wants that bring greater utility. This also reduces the income of other businesses po y increasing unemployment, which prevents

technical efficiency from being achieved since there are unused resources sitting i esources were also used for ethanol production rather
than in areas of greater comparqti\f advantage such as agricultur orts. On top of these unintended consequences the desired
environmental benefits were not achieped. In combmatlon this i ention has made it harder to achieve allocative efficiency and as a result
government intervention has led to a/ess efflaent alloc of resources in the economy.

The answer is linked back to the question, often a good strategy
to ensure that the question has actually been responded to
appropriately!

Direct reference to why and how the intervention has created
unintended consequences and reference to efficiency is made
explicit...something students often fail to make clear

Why governments intervene to help achieve allocative efficiency due How and why the government has intervened in the labour market is
“market failure” caused by “consumer sovereignty” is explained exolained and evidence that it is a current intervention

sample 2
Governments typically intervene/in markets to correct for market failure which-eccurs when reources are not used in a way that best satisfies
the needs and wants of societyz (allocative efficiency). Consumers will ¢ i€ in their own perceived self-interest rather than
consume what is in the best interests of society. For |nstanc ’ ¢ tobacco, illicit drugs and fossil fuels (which create
negative externalities whereby costs are imposed on dparties) and under consume£ducation and health (positive externalities, providing
benefits to third parties).

In order to ensure that workersTare paid a salary that allows them to live a “dignified” quality of life, the government intervenes in labour
markets by setting a mifiimum wage. This wage is adjusted each year by Fair Work Australia (FWA). In 2017, FWA also reduced penalty rates
for weekend work because it said it created a two tier playing field between large firms who set wages based on Enterprise Bargaining
Agreements (EBA’s) and small businesses who were forced to pay weekend penalty rates. As a result, FWA felt that many small businesses
simply stayed closed or worked reduced hours.

Setting a minimum wage above the market clearing equilibrium price/wage (where demand = supply) means that more workers are attracted
to offer their services and so participate in the labour market. This leads to an expansion in the supply of labour. However, setting the wage
too high increases the cost of employipig people and so firms typically substitute to capital (machinery/automation/robotics) or reduce the hours
they open. As a result, the demand for labour falls, leading to a contraction along the demand curve for labour and higher unemployment. As
a consequence, allocative and tefhnical efficiency are not achieved, demonstrating that government intervention can have unintended

consequences.

Here is where the response is deficient. No justification or link is made between unemployment and

The impact of this intervention on employment and the impact on technical or allocative efficiency. While an explanation of the impact of a minimum

participation rates is explained wage on unemployment is made in the previous paragraph, technical efficiency is not defined nor
specifically linked to unemployment. In addition, the student does not explain why having
unemployment means allocative efficiency is not achieved. A link to only one efficiency is likely to be

sufficient to achieve full marks, but it must be stated explicitly and the link must be transparent.

Analysis (Sample 1 full marks)

Sample 1 is more than worthy of full marks, providing more detail than would be required for 6 marks, which runs the risk that the student
might be unable to finish other parts of the paper! Despite this potential shortcoming, the response is excellent in that it provides clear links
(examples) of how E10 intervention can have unintended consequences and negatively impact on efficiency. In fact, its reference to all four
“efficiencies” indicates a high quality candidate. However, it is likely that only one unintended consequence on resource allocation is required
to achieve full marks in the examination, with the best responses focusing on allocative efficiency.

Why governments intervene to correct for market failures (which is not a specific requirement of the question, but does lead to how their
intervention can have unintended consequences) provides a great lead into the example of how the State governments have intervened in the
petrol market. Why and how they have intervened is clearly explained and its impact on how resources are allocated is clearly linked to
allocative efficiency and consumer sovereignty. Reference to the two premier government advisory organisations adds weight to the finding
that the intervention has reduced consumer outcomes and led to a less efficient allocation of resources, which is clearly explained and linked
back to the question. Students often struggle to make the final links and that is the problem with Sample 2, which, until the final paragraph,
is also on track for full marks, but in the end does not explicitly link the unintended consequences of the intervention in labour markets
(unemployment) to how efficiently resources are allocated via its impact on either technical or allocative efficiency .

Q5b. Use a fully labelled diagram to show how the market referred to in part (a) will be affected by ecither the government
intervention, or some other factor. 3 marks

Analysis (Sample 1 full marks)

While both responses correctly label the respective diagrams, sample 1 is superior because the student demonstrates how the removal of regular
unleaded petrol to “force” consumers towards buying E10/Biofuel (as a result of the regulation and fines for non-compliance) has actually led
to a large increase in demand for Premium fuels (Q2-Q1) that costs more money (and for many cars is an unnecessary expense). The shift in
demand and the impact/movement of quantity and price (P2-P1) is shown clearly. The student cleverly uses an elastic supply curve (as well as
an inelastic demand curve) so that only a small increase in price occurs. In sample 2, the student does a good job of showing the equilibrium
wage and quantity (Q1/P1) and also shows the impact of setting a minimum wage above the market clearing level (E1). However, the student
confuses the amount of unemployment created by ignoring the expansion in supply of labour that occurs due to higher wages. In other words,
the student incorrectly uses the original equilibrium supply of labour as the reference point (Q1) when Qs-Qd is the actual unemployment
created by setting the min wage above equilibrium.
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Why the demand curve shifts is explained. The mention The shortage created is explained and why this sends signals to producers
of elasticity is not required but does emphasise the that they can charge a higher price and increase their sales and profits
quality of the student’s understanding leading to an increase in the allocation of resources to Premium fuels.

leading to a shortage of Premium fuel at the oridinal price. This sends a signal to producers that they can increase prices and make higher
profits, Ieadiz; to an expansion in supply and more resodrces being allocated to the supply of Premium fuel in NSW. Supply for fuel is relatively
elastic since fuel is easily stored and so ghly a relatively small price rise is needed to attract the extra resources required to meet the increased
demand. As the price rises demand co|
and sold.

tracts until a new equilibrium is achieved at E2, with a higher price and greater quantity being bought

Clear reference to the expansion in supply and the contraction in
demand to reach a higher equilibrium price where demand and supply
have both increased from the original equilibrium is explained

Sample 2
Setting the minimum wage (P2) above the market clearing wage (P1) has led to an expansion in the supply of people willing to work, boosting
participation rates. At the same time the higher wage has reduced producers demand for workers leading to a contraction along the demand
curve (Qd). This has created unemployed workers (Q1-Qd).

The impact of the intervention is linked to a
contraction in demand and an expansion in supply

The student has also underestimated the impact on unemployment by only considering the previous demand for
labour at E1 and the fall in demand to Qd, which ignores the increased supply of labour attracted to participate

by the higher min wage. In addition, while the impact of the minimum wage is linked to unemployment, the
student does not link this adjustment to a failure of the market to reach an equilibrium.

Analysis (Sample 1 full marks)

Sample 1is superior because it explains why the Premium Fuel market has moved to a new equilibrium following the initial increase in demand.
It makes specific mention of the expansion in supply as well as the contraction in demand following the price increase (that was needed to
attract the greater supply and remove the shortage). Sample 2 explains the movements along the demand and supply curves but does not
explain that these changes prevent equilibrium being achieved, which is the cause of the unemployment. While reference to the price elasticity
of demand is not required for full marks, it serves to ‘add value’ and highlight the ability of the first candidate.

Q6. Explain how a decrease in the price of a good can affect the demand for a complement. 2 marks

Misspelling ‘complement’ is not a great Student has not clarified why the ‘cheaper’ good will increase

‘look’ but it will not be penalised the demand for the complement. This effectively requires the
student to demonstrate an understanding of ‘complement’.

sample 1
A decrease in the price of a good can affect the demand for a compliment as if the good is cheaper, consumers will be more willing to
purchase that the compliment in comparison to another that is more expensive, therefore demand for the complement will increase. This will
in turn lead to an excess demand at the old price, which forces up the price and leads to more resources being allocated to the production of

the complement over time. ] . i ] )
The final sentence (while accurate) is irrelevant in the context of the question.

Effectively demonstrating an understanding of ‘complement’ and wisely including a relevant example

sample 2
A complement is typically consumed with a product, such as butter being a complement for bread. If there is a decrease in the price of a good
(such as bread), it is likely to increase the demand for its complement (such as butter) because bread consumption is likely to rise (due to the
law of demand), which necessarily leads to an increase in demand for its complement given that both goods are consumed together.

Accurate identification of what happens to the demand Accurate identification of what happens to the demand

for the complement when the price of a good falls for the complement when the price of a good falls

Analysis (Sample 1 full marks)

Sample 2 is superior because it demonstrates an understanding of the key term in the question (i.e. complement) before clarifying why the
nature of the complementarity of the two goods is the key reason behind the increased demand for the complement. While not crucial to
achieving full marks, the use of an example (i.e. bread and butter as complements) enhanced the overall quality of the response. In contrast,
Sample 1 highlighted the direction of the movement in the demand for the complement but was less convincing in demonstrating an
understanding of why the demand for the complement increases. The additional reference to the impact on ‘the market’ for the complement
was unnecessary - while this would not penalise the student directly, it does mean that the student will have less time to complete the remainder
of the paper.
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Student should have attempted to demonstrate an understanding
of market failure and efficiency of resource allocation

This question does not require a detailed explanation of elasticity

Q7. Using a contemporary example (idea
failure can unintentionally decrease the eff

gplain how government intervention in markets to address market
<y of resource allocation. 6 marks

sample 1
Governments typically interver@ in markets to correct for market failure. An example of intervention is the use of excise taxes to reduce the
demand and he aantity of resources allocated towards tobacco based products and services. Since 2013 the Federal Government has been
imposing arradditional 12.5% excise tax increase on tobacco each year until 2020. Because smoking is addictive the demand for cigarettes is
price inelastic meaning that demand falls by a smaller percentage than the price rises so that producers who collect the excise tax typically pass
most of this cost on to consumers. However, these high prices have led to a rise in criminal activity because some consumers are substituting
towards illegal tobacco which has reduced the effectiveness of higher prices to limit the demand for tobacco and hence how resources are
allocated.

No specific type of efficiency has been mentioned, the response is general in nature rather than referring specifically
to how a measure of efficiency has been negatively impacted: allocative/ technical/ dynamic/ intertemporal.

Student explains the meaning of market failure and an efficient
allocation of resources, referring specifically to allocative efficiency
as their measure of efficiency.

sSample 2
Market failure occurs when markets are notsllocating resources in an efficient way that will maximise living standards. Unregulated markets
are typically driven by what consumers wish to bty. However, consumers do not al®erys ouy what is in their best interests which leads to resources
being allocated in a way that does not maximise thawell being of society overall (allocative efficiency is not achieved so market failure occurs).

As a result governments intervene in markets to correct fox this market failure but this intervention can lead to a less than optimal allocation
of resources. For instance, tobacco and smoking creates negadtive externalities (costs imposed on third parties not paid for by the “consumer”)
such as passive smoking and higher health costs. To correct this externality (market failure) the government has been raising the excise tax on
tobacco by 12.5% per year. This has seen the price of cigarettes in Australia increase significantly more than the prices paid in some countries
(less than $2 a packet in some Asian countries). These price differences create large profits for criminal groups to exploit and cause many
consumers to substitute to illegal tobacco products, leading to significant amounts of excise tax being avoided due to black market sales and
an increase in the costs of policing illegal activities.

inal activities it is very unlikely to be achieving the allocation of resources that best satisfies
not be used to improve services and infrastructure, further reducing the capacity to allocate
ds. Additional resources are also being allocated towards policing the increased criminal

When an economy is directing more resources at cri
society’s needs and wants. The lost tax revenue c
resources in way that best maximises living st

activity reducing the ability to preve ime such as hard drugs and gang activities. More resources areefso being directed
at criminal activity, also reducing hoy effegfively we are using e taxes being imposed

interventions and creates unintended ¢énsequences that impact negatively uponallocative efficiently.

Student has linked the negative consequences of intervention such
as lost tax revenue and criminal activity to why a less efficient
allocation of resources has occurred, demonstrating that
intervention can have unintended consequences

Student provides a detailed explanation of how the government is

intervening via excise taxes and its impact on price and how these
high prices have led to a rise in criminal activity, fall in government
revenue and rise in policing costs

Analysis (sample 2 full marks)

This question is all about how government intervention to correct for market failure can bring unintended consequences and impact negatively
upon efficiency in the allocation of resources. Sample 1 does not define/demonstrate an understanding of either market failure or how to
measure an “efficient allocation of resources”. Sample 1 also spends too much time explaining elasticity and the impact of higher prices on
demand for cigarettes, when this time should have been spent on how the higher prices changed relative prices and caused a substitution into
other products which ultimately had a negative effect on efficiency. While sample 1 did link high prices to an increase in illegal activity and a
smaller fall in consumption, it needed to spend more time ‘unpacking’ this link, and in particular, how it negatively impacted on a specific type
of economic efficiency. It is reasonably clear that the student in sample 1 understands how government intervention can bring unintended
consequences, but they have not addressed the specifics of this question enough for full marks. In contrast, sample 2 demonstrates an
understanding of market failure and efficiency in the allocation of resources. It then provides an explanation of the policy actions and specific
examples of the unintended consequences, such as lower tax revenue and higher policing costs, which are specifically linked to why these reduce
the ability to achieve an allocation of resources that best satisfies society’s needs (allocative efficiency). The detailed explanation of why
governments intervene in markets is not required but does add value to the quality of the response is typical of the sort of responses provided
by the best students.
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YOU BE THE ASSESSOR: CORRECTIONS AND ANALYSIS (U3 AOS 2)

1. Explain how relatively low wage growth can influence the achievement of full employment. 4 markhs

While it is true that low wages growth ‘can’ reduce the effective costs of production and inflation, much
more is required from the student on how this occurs. Instead, the student launches into a demand side

explanation without consideration of the ‘supply side’ impact.

$ample 1
s$ample answers Relatively low growth in wages will reduce the costs of production and the rate of inflation, which in turn increases Australia’s
international competitiveness and lifts aggregate demand (AD). This will result in the AD shifting to the right, leading to an increase in real
GDP and economic growth. With greater levels of national output, businesses will require more labour which adds to employment and reduces
the rate of unemployment. This means that the government is more likely to be successful in achieving its full employment goal.

Student has not demonstrated an understanding of the
FE goal, which is a key part of the question

Student demonstrates an understanding of the FE goal. Reference to

Student effectively ‘signposts’ their response (let’s the

assessor know how where the response is heading NAIRU not required but adds value to the quality of the response

$ample 2
sample answers Relatively low growth in wages helps to stimtutete economic growth dnd contributes to the achievement of full employment,
which occurs when the economy experiences the lowest unemployment rate possible Before inflationary pressures become unmanageable (or
the NAIRU rate of approximately 5% unemployment). This is because low growth in wages helps to contain labour costs and decreases pressure
on the costs of production. Businesses will then be more willing to increase investment and expand capacity, which helps to boost production
levels. This should lead to an increase in the demand for labour, raise employment levels and decrease the rate of unemployment towards the
full employment level. In addition, the lower price of/labour provides an incentive for businesses to demand more labour relative to capital (an
expansion along the demand curve in labour meaftkets) which has an additional favourable impact on both jobs growth and the rate of
unemployment.

Final sentence adds value and leaves the assessor in no doubt that the
An effective supply side explanation is required for how lower wages

student understands how low wages growth helps to create more jobs

growth (as a supply factor) can reduce the UE rate.

Analysis (Sample 2 full marks)

QOverall, Sample 1 lacks sufficient depth. While it highlights that the student understands the direction of the relationship, it leaves the assessor
in some doubt as to the student’s knowledge of the key links. It also makes the common mistake of not addressing a key part of the question,
which is to move beyond an explanation of the impact on unemployment (or the unemployment rate) and to consider the implications for the
achievement of the government’s goal. Demonstrating an understanding of the goal, when it is referenced in the question, is important. Sample
2 is superior because it addresses all parts of the question and clearly demonstrates an understanding of the necessary links. Note that this
student should still receive full marks even without reference to lower inflation and improved international competitiveness, which will occur
(ceteris paribus) when the costs of production fall and the AS curve shifts to the right. Reference to inflation and international competitiveness
provide an alternative avenue of answering the question successfully (providing the necessary supply side links are established).

2. Outline why long~term unemployment has increased in Australia over the past 10 years. 2 marks

Accurate outline of how the factor impacts on the demand for labour and LT UE

Clear identification of one cause of LT UE

sample 1

This has occurred because of technological change in the economy which has alteredthe structure of Australian industries and increased reliance
on capital relative to labour. This has resulted in higher levels of structafal unemployment, with many of those structurally unemployed
remaining so for more than one year.

Demonstrates understanding of LT UE as distinct from UE more generally

Poor choice of factor as it relates more to cyclical UE

No attempt to link to LT UE
Sample 2
A decrease in consumer confidence over recent years has had a negative effect on Australia’s unemployment rate. As consumer confidence
falls, the demand for goods and services in Australia decreases, meaning that firms become less willing and able to supply, shifting the nation’s
aggregate supply curve to the left. This results in higher costs of production and pri which causes producers to decrease their demand for
labour and increasing the rate of long term unemployment.

Deficient explanation for how lower CC affects UE . The student Dgsy.aite mentioning LT UE, there is no outline for why
should instead choose the AD route rather than the AS route this increases as distinct from UE more generally

Analysis (Sample 1 full marks)

Despite being the briefer response, Sample 1 is superior because it focuses on a key cause of higher long term unemployment (technological
change/structural unemployment) and demonstrates a clear understanding of what is meant by long term unemployment (i.e. being
unemployed for more than one year). Sample 2 focuses on a factor causing a rise in unemployment more generally and the student makes no
attempt to link the factor to long term unemployment. In addition, the student incorrectly focuses on a supply side explanation for how a fall
in consumer sentiment will impact on the rate of unemployment.
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3. Describe one cause and one effect of Australia’s low rate of inflation over the past two years. 4 marks

Explanation is deficient. Link between lower OS growth and domestic inflation
requires more depth. In addition, low rates of inflation is not the same as deflation

Clear identification of one cause of low inflation

sample 1
A low rate of inflation over the past two years has been caused by the slower rate economic growth experienced by the USA, Europe and
China. This leads to slower growth in export demand and led to deflatién in Australia. These lower prices meant that the purchasing power of
consumers or households improved, such that material living standards of Australian households will increase.

Too brief. Why and how? What are material living standards?

Clear identification of one cause of low inflation Explanations for how slower growth OS reduces inflationary pressure

$ample 2

The relatively low rate of inflatiory over the pasttwa_years has been caused by a number of factors, including the slower rates of economic
growth experienced by Australia% trading partners. Slower growth-ih the USA, Europe anthChina has reduced export demand and demand
inflationary pressures in Australia. Slower growth in qud means that Australian\éx%?”rting businesses experienced a reduction in
sales, which led to excess capacity which, in itself, easeerpressure on prices. In addition, slower growth in export volumes or production meant
that exporters experienced a fall in incomes and profits, which resulted in lower returns to its factors of production, such as lower dividends for
shareholders and lower wages for workers. This further reduced demand inflationary pressures in the economy and contributed to the very low
rates of inflation experienced in Australia. This brings many benefits for the Australian economy, not least of which is the beneficial effect on
international competitiveness and the longer run benefits this brings for Australia’s balance of payments, economic growth and living standards.
Lower prices means thot net exports and AD more generally should eventually rebound, resulting in a lower CAD as well as a higher level of
AD and real GDP. Strongar growth in real GDP should therefore help to create employment and incomes, and ultimately boost material living
standards over time as Austrglian households will have the ability to purchase more goods and services.

Clear identification of one effect of low inflation Explanations for how lower inflation can provide benefits

Analysis (Sample 2 full marks)

Overall, Sample 1 lacks sufficient depth. With respect to the cause of low inflation, the student’s response requires more information and it
confuses lower inflation (disinflation) with deflation. [While Australia did indeed experience a quarter of deflation (i.e. lower prices for a
quarter), it did not experience ‘deflation’ over the past two years.] With respect to the effect of low inflation, its link to improved material living
standards is too shallow and the student does not attempt to demonstrate an understanding of material living standards. Sample 2 provides
two reasons to explain how slower overseas growth can contribute to a lower rate of inflation in Australia. [However, only one is required and
the second simply adds value.] It also provides depth in describing how lower inflation (as distinct from deflation) can contribute to an
improvement in material living standards over time.

4. Explain how an increase in aggregate supply might contribute to an increase in the rate of economic growth. 2 marks

Demonstrates an understanding of how an increase AS can occur
and links to productive capacity. This is not necessary for full marks,
but serves to add value to the quality of the response

Demonstrates an understanding of what is meant by an increase in AS

sample 1
An increase in aggregate supply (AS) means that producers aré-more willing and able to produce goods and services. It usually occurs as a
result of improved supply conditions and effectively,leeds’m(an increase in productive capacity. The increase in AS exerts downward pressure
on prices (or inflation), as businesses experience excess supply and discount prices to clear surplus stock. This in turn stimulates AD and leads to
an increase in real GDP (economic growth).

Demonstrates an understanding of how the increase AS

ultimately leads to an increase in real GDP

sample 2

If there is an increase in aggregate supply (AS) it means that more goods and services will be produced per unit of output (greater productivity)
which means that producers will be more willing to raise Wed willingness to supply). This will result in higher output levels
across the economy. Given that output equates to real GD wth in output by producers means that real GDP increases, which means that
economic growth has increased.

This is an incorrect statement for it implies that AS can

Deficient explanation for why an increase in AS

contributes to an increase in economic growth.

only increase as a result of higher productivity.

Analysis (Sample 1 full marks)

Sample 1 is the superior response because it succinctly demonstrates an understanding of AS and provides a logical and plausible explanation
of how an increase in AS leads to an increase in real GDP. Note that the student appropriately refers to the role of prices (i.e. downward pressure
on inflation) and AD when explaining how an increase in AS leads to an increase in economic growth. Sample 2 makes the mistake of assuming
that AS only increases in response to higher productivity. [The student should have used productivity growth as an example of a factor that
leads to an increase in AS]. In addition, the student does not adequately explain how an increase in AS contributes to an increase in economic
growth. ltis insufficient to assert that an increase in AS results in higher output without an explanation for how or why this occurs.
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5. Explain how growth in both productivity and the participation rate can lead to an increase real GDP.
4 marks

The link between productivity and real GDP too shallow. Note also that the

An inaccurate definition of productivity (too narrow
student should refer to real GDP (include ‘economic growth’ in brackets).

as it specifically refers to labour productivity.

$ample 1

Growth in productivity cffectively means that the nation is producing more goods and services per labotx hour employed and highlights
that efficiency has increased. This contributes to disinflation in the economy, which in turn stimulates AD“>and economic growth. The
participation rate (PR) refers to the degree to which people are participating in the labour force and, when it increases, it means that
businesses will have access to more labour, enabling more-eutput to be produced. This increases the rate of growth in production as measured
by real GDP.

An inaccurate definition of participation rate The link between PR and real GDP is too shallow.

An additional sentence of ‘value add’ makes it clear that the

The link between productivit:
P y student understands the key links

An accurate definition of productivity.

and real GDP is detailed

sample 2
Growth in productivity cffectively means that the nation is producing more\goods and services from any given volume olinputs, such as
labour and capital, and indicates that Australia is more (technically) efficient in fgfe way it produces goods and services. This helps to contain
costs of production and allows businesses to reduce prices without impacting on profit margins. These lower prices encourage growthin AD (e.g.
growth in Consumption and net exports) which stimulates the rate of growth in production (i.e real GDP). To the extent that lower production
costs result in higher profit margins, this facilitates an increase in Investment demand, further boosting AD and real GDP over time. The
participation rate (PR) refers to the size of the labour force as a percentage of the working age population. A higher participation rate
(e.g. via government efforts to entice more mothers back into the wotkforce) will effectively increase the supply of Jabour and exert downward
pressure on wages (or labour costs). This helps to conteif (orréduce) costs of production and inflation, which stifiulates growth in AD and lifts
the rate of growth in production (i.e real GDP erddition, the higher PR helps to protect tax revenye”and further encourages growth in
Investment and AD].

An accurate definition of participation rate, The link between the PR and real GDP is detailed and accurate. The final sentence

with an example of a cause to add value of the response is not necessary for full marks, but once again adds value

(not necessary for full marks)

Analysis (Sample 2 full marks)

Sample 2 is the superior response because it demonstrates an understanding of the key terms (productivity and participation rate), while
Sample 2 has made errors that make it difficult for assessors to award full marks even though definitions of these terms is not specifically required
in the question. In addition, Sample 2 elaborates on each of the key links that help to explain why higher productivity and PRs are likely to
simulate real GDP. Sample 1 makes basic errors or omissions when attempting to elaborate on the links that prevent the student from achieving
full marks.

YOU BE THE ASSESSOR: CORRECTIONS AND ANALYSIS (U3 AOS 3)

1. Outline what is meant by an exchange rate depreciation and explain how a fall in Australia’s terms of trade is likely to
affect Australia’s exchange rate. 4 marks

An example provided to leave the assessor in no doubt that the
student understands what is meant by a depreciating exchange rate

An accurate outline/definition is provided

sSample 1
An exchange rate depreciation occurs when the value of/a country’s currency (e.g. the value of the AUD) falls relative to the purchasing power
it has over another country’s currency. For example, if'the value of the AUD falls from USD1.00 to USDO0.75 it means that the AUD exchange
rate depreciates and one hundred Australian dollars will only be able to purchase seventy five US dollars. A fall in Australia’s terms of trade
(average prices received for exports relative to the average prices paid for imports) is likely to contribute to an exchange rate depreciation
given that many Australian exorters (e.g. iron ore and coal mining companies) are likely to be receiving lower (global) prices for their exported
output. timately condses mining companies to receive less foreign ctirency for any given volume of exports, which negatively affects the
total value of export i price X quantit: eads to a fall in the and for AUD on foreign exchange markets and a lower AUD
exchange rate.

Student connects lower prices to lower values
received and then accurately connects this to
a lower demand for and value of the AUD

Student demonstrates an
understanding of the terms of trade

Student explains how exporters
receive lower prices with a focus
on mining companies

Student clarifies the exchange
rate impact of a falling TOT

sample 2
Exchange rate depreciation means that the value of the dollar has fallen. It will tend to fall when our international competitiveness falls as a
result of declining rates q( productivity growth or rising rates of inflation which decreases our j ional competitiveness. A fall in Australia’s
terms of trade should letid to ™ decrease in the exchange rate because the value o s will decline. This reduction in the exchange rate will
then help to increase dompetitiveress and AD as well as promote economicgrowth efid reduce the current account deficit.

Correct outline but too brief Providing (accurate) reasons for Correct but too brief Providing (accurate) effects of

the depreciation is IRRELEVANT

the depreciation is IRRELEVANT

Analysis (Sample 1 full marks)

Sample 1 accurately outlines what is meant by an exchange rate depreciation without the inclusion of irrelevant information and then provides
a thorough explanation for how a lower TOT leads to a depreciation of the exchange rate. Sample 2 provides an accurate but shallow/brief
outline that requires the student to add a little more depth to achieve the full marks for this part of the question. An example (like Sample 1)
would add significant value to the quality of the response. Sample 2 also includes irrelevant information (e.g. referring to the possible causes of
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a depreciation) that does not enhance the quality of the response. In relation to the impact of a fall in the TOT, Sample 2 provides the correct
direction (i.e. a lower TOT causes a depreciation), it does not adequately explain the reason. While it is true that a fall in the TOT typically
causes the value of exports to fall, there is not attempt to explain why this occurs, nor why it leads to a lower exchange rate. Instead, it launches
into an unnecessary discussion of the effects of a depreciating exchange rate.

2. Explain how a depreciation of the exchange rate is likkely to impact on the current account deficit (CAD) and price
stability. 5 marks

Brief/limited explanation of the impact on the CAD. The focus is too narrow, ignoring More could be done within the BOP (e.g. Unnecessary reference

the impact on import competina producers within Australia reference to BOGS/debits/credits) to the NFD

Sample 1
A depreciating exchange rate will increase the demand for Australien-exports because foreigners Wil need to use less of their own currencies to
purchase Australian expowmase in the BOMT and reduce the size of*both the CAD as well as the size of NFD,
given that fewer funds (e.g- and equity) will need to be sourced from overseas in order to finance the CAD. The lower exchange rate will
also help to increase AD and economic growth, which makes it more likely that the government will achieve its goals for strong and sustainable
rates of economic grow%d full employment (i.e. the NAIRU — non-accelerating inflation rate of unemployment).

However, the k;uh;e/re(chqnge rate will eventually cause inflation to rise over time because it causes the price of imports to rise, many of which
are included in the consumer price index. This meos that prices will not be stable and price stability will not be achieved.

Unnecessary reference to Accurate, but limited, explanation of the impact on inflation. Student does not demonstrate an
the aoals of SSEG and FE Student should have at least elaborated on the supbblv side impact adeauate understandina of the PS aoal

Demonstrating an understanding of a ‘lower exchange rate’ A good outline of the general direction of the response A sound explanation of impact on CAD

$ample 2

A depreciating exchange rate (i.e. a fall in the value of the AUD on foreign currency markets)is-ikely to reduce thesize of the CAD but make
it more difficult to achieve price stability. This is because a lower AUD increases the interniational competitiveness of Australia’s tradables sector
because the price of Australian exports effectively falls for foreigners and_the Price of imports rises for domestic consumers. This boosts the
demand for Australian exports, as well raise the demand for goods and/or services produced by Australian import-competing producers. This
will increase Net Exports, boosting export credits relative to import debits in the Balance on Merchandise Trade (and Balance on Goods and
Services) within the current account of Australia’s balance of payments. Other things being equal, this reduces the overall size of debits relative
to credits in the current account, which necessarily leads to a lower CAD. The lower exchange rate will, however, add to inflationary pressures
and make it more difficult to achieve the RBA’s goal of 2-3% growth in the CPI per annum over time. This is because a lower AUD will increase
the price of numerous capital and intermediate i s, which adds to the costs of production for many Australian businesses. As a supply
factor, this adds to the prices (as busines €k to protect profit margins) and certtributes to growth in inflation. In addition, the lower AUD
also adds to demand inflation essures given that it stimulates AD vigthe boost to Net Export demand.

Accurate reference to and definition of goal of PS Accurate explanation of supply side impact on inflation Accurate reference to demand side impact on inflation

Analysis (Sample 2 full marks)

At first glance, Sample 1 appears too brief for a 5 mark question. Upon reading the response it becomes clear that the student understood the
basic requirements of the question but failed to adequately address all of its key components: demonstrating an understanding of a
depreciating exchange rate, its impact on the CAD and inflation, as well as knowledge of the government’s price stability goal. The relationship
between a depreciating exchange rate and the CAD lacks sufficient depth and includes irrelevant information (e.g. reference to the NFD) that
adds little value to the response (value could have been added by referring to the lower servicing costs in the future which would reduce the
deficit in the net primary income section of the CA). With reference to the impact on price stability, Sample 1 makes the common mistake of
failing to demonstrate an (adequate) understanding of the government goal and instead focusing (solely) on the inflationary impact. The
explanation of the inflation impact is also very limited, with the student unable to unpack the full supply side and/or demand side impact on
inflation. For a bigger question such as this one, students should be prepared to make reference to both the demand and supply side inflationary
impact stemming from a lower AUD. Sample 1 achieves full marks because it addresses all components of the question and provides adequate
explanations.

3. Describe the trend in the terms of trade over 2016 and explain a factor which could account for its movement over this
time. 4 marks

Misreading of the question is evident as the student is only

An inaccurate definition of the TOT. No required to describe trend over 2016 (not including 2015)

reference to prices.

$ample 1
The terms of trade (exports overlimports) has trended down over the period, from oh index of 99.0 in March 2015 to an index of approximately
93.0 in September 2016. This has resulted in a decrease in AD and economic growth given that exporters will be receiving less income from

Student is incorrectly explaining an ‘effect’ of the change in the TOT when the question While these points are valid in relation to the effects of a declining TOT,
requires students to focus on a possible cause of the higher TOT over 2016 the misreading of the question prevents the awarding of any marks
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A more accurate definition of the TOT Accurate reading of the question and therefore a sound Correct starting point

description of the trend is provided.

sample 2

The terms of trade (export prices over import prices) has trended down up over 2016, from an index of approximately 89.0 in January to an
index of approximately 93.0 in September. A factor that accounts for the higher TOT is the stronger global growth for commodities such as
coal and iron ore over 2016. This raised the average prices received for Australian exports-everthis period given that iron ore and coal are
major commodity exports for Australia, which in turn increm to impor{ prices, causing an increase in the TOT.

Identification of a relevant factor A solid explanation of how the factor

caused the TOT to increase over 2016

Analysis (Sample 2 full marks)

While both sample answers use the statistics from the chart when describing the trend, Sample 2 is the only response that can achieve full marks
for this part of the question because the student has accurately read the question and described the upward movement in the TOT over 2016.
A key skill in U3 AOS 3 of the Study Design is the requirement for students to ‘interpret information from a variety of sources’ and this type of
error is common in examinations. With respect to the second part of the question, Sample 1 has once again made the mistake of misreading the
question, with the student referring to the ‘effects’ of a declining TOT, when a ‘cause’ was required. Despite some solid economic arguments in
Sample 1, it cannot achieve marks because it does not address the requirements of the question. Again, this is another example of a common
error made by students — explaining ‘effects’ when ‘causes’ are required and vice versa. Sample 2 correctly identifies a factor (stronger global
growth for commodities) and adequately explains why this caused the TOT to increase over the relevant time period.

4. Outline how trade liberalisation in Australia can reduce the current account deficit and improve living standards.
5 marhs

An accurate definition of trade liberalisation Wisely ignores the potential SR impact and moves into the long run in
order to focus on how TL can reduce the CAD

sample 1 Trade liberalisation involves the removal of barfiers that previously restricted global trade and has involved a reduction in trade
protection (e.g. lower tariffs and Ws the entering into of free trade agreements. Trade liberalisation (or the removal of
protection) can reduce the CAD inthe long run because it helps to raise the competitiveness of domestic firms who, in the short run, face stiffer
competition from cheaper (or more available) imports. These firms are forced to improve productivity and performance (e.g. via restructure)
or else cease operations. Those firms remaining in the market will be more productive, raising technical efficiency in the economy and reducing
inflationary/price pressures. This helps to raise international competitiveness, increase the demand for net exports (by increasing exports and
reducing imports), reduce the BOGS deficit and also decrease the size of the CAD. Given that trade liberalisation can improve longer run
competitiveness and reduce inflation rates, this has a beneficial impact on aggregate demand (AD) through the boost to net exports as well as
the likely increase in Consumption and Investment that takes place in a low inflation economy (e.g. consumer and investor confidence are likely
to improve). These higher levels of AD will stimulate economic growth and help ta increase real GDP (or real income) per capita, which is one
measure of material living standards, indicating that Australians, on averergs; will be able to purchase more goods and services than before.

An accurate explanation of how TL cii improve living standards Demonstrating an understanding of living standards

A less accurate definition of trade liberalisation (implies FTAs = TL) Unhealthy focus on the negative (short run) impact. Inaccurate:  should current
Needs to focus on the possible benefits of TL (long run) account DEFICIT (or C

BOMT and BOGS move further away from surplus and more into deficit, this will serve to increase the Current Accounf Balance. A bigger CAD
will eventually cause the Trade Welghted Index (T WI) to fall, which in turn will increase Austrahan Iwmg standards because Australlan goods

eventually cause material living standards to increases as measured by real GDP per person.

Accurate account of the beneficial impact of a falling exchange rate but student needed to move beyond the
short run and either convince the assessors that a lower TWI would persist in the face of TL and then examine the

The response veers off course by focusing on the
beneficial impact of a falling exchange rate

impact on living standards in this context OR explain why the freer movement of goods and services around the
globe can enhance Australian living standards in some other way

Analysis (Sample 1 full marks)

Sample 1is likely to achieve full marks because it addresses the requirements of the question. First, it accurately demonstrates an understanding
of trade liberalisation, unlike Sample 2, which only gives an example of trade liberalisation (i.e. entering into FTAs). Crucially, however, Sample
1 focuses on how trade liberalisation can ‘reduce’ the CAD and provides a sound explanation for how this occurs ‘in the long run’. In contrast,
Sample 2 makes no attempt to highlight how trade liberalisation could reduce the CAD. Instead, it only focuses on the likely short run impact
(increasing the CAD). Finally, Sample 1 accurately links trade liberalisation to better living standards while Sample 2 makes the mistake of
linking a lower exchange rate (or lower TWI) to higher living standards. The analysis within this section of Sample 2’s response is sound, however,
it cannot achieve full marks because it is linking the wrong factor (exchange rate) to living standards.
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5. Explain the relationship between the current account deficit (CAD) and net foreign debt (NFD) 4 markhs

Demonstrating an understanding of the CAD

Explaining how a higher CAD impacts on the NFD but no attempt to

but no attempt to do the same for NFD explain how a change in NFD is likely to impact on the CAD

sample 1
The current account is made up of the balance on merchandise trade, net services, net primgry incomes and net secondary incomes. The BOMT
and net services will sometimes be in surplus in Australia, but the overall current accc;.?t/i( usually in deficit in Australia due to the large deficit
within the net primary income section. An increase in the CAD is likely to cause an increase in NFD because the CAD is effectively caused by a
national savings and investment imbalance, which requires foreign savings to finance the shortfall. These foreign savings will usually enter
Australia in the form of debt, such as the purchase of Australian company or government bonds by foreigners, which ultimately leads to an
increase in NFD.

Demonstrating a thorough understanding of the
CAD and NFD

Effective ‘signposting’ of the response: letting the assessor know

precisely that the relationship will be explored in both directions

The CAD represents the pegative\(deficit) balance in the current dccount of Australia’s balance of payments, which is made up of four sub-
sections: The balance of merchandise trade, net services, net grimary incomes and net secondary incomes. All of the transactions that flow
through the current acgount (as either credits/inflows or debits/outflows) will be recorded in one of these four accounts and the combined total
represents the balance/in the current account over any périod, which for Australia is negative (i.e. deficit). NFD represents the stock or value
of net debt obligationt to foreigners, with the total ambunt owed to foreigners far outweighing the amount owed by foreigners to Australians.
Any increase in the CAD s likely to cause an increase’in NFD and any increase in NFD is likely to cause a further increase in the CAD. This occurs
because the CAD reflects national spending exceeding national income, which requires foreign financing, either in the form of debt or equity.
Accordingly, a higher CAD will usually result in a higher level of NFD. For example, if the CAD is $50B for 2017, it means that $50B must enter
the country to effectively finance the CAD, much of which will be in the form of debt, therefore increasing NFD. Once NFD increases, however,
its servicing over time (through the payment of interest in the net primary income section of the current account) will further increase the CAD.
For example, an increase in NFD of $50B will mean that $5B in net terms will move through as a debit in the NPI section of the CA, which adds
to the CAD for that period. Australia’s CAD is primarily due to the large stockpile of NFD which creates huge interest payments to foreigners
that are recorded as debits in the Net Primary Income section of the current account.

Explaining how a higher CAD impacts on the NFD Explaining how a higher NFD impacts on the CAD
and use of relevant example and use of relevant example

Analysis (Sample 2 full marks)

Sample 1is the superior response deserving of full marks because it demonstrates a sound understanding of the key variables within the question
(CAD and NFD) before explaining the relationship between the CAD and NFD in BOTH directions. Importantly, this ability to adequately
explain the relationship in both directions was crucial. While the detail provided in the early part of the question (on the make-up of the current
account) was technically not required for full marks, it adds significant value to the quality of the response and helps to convince the assessor
that the student has a sound understanding of Australia’s balance of payments (or Unit 3 AOS 3 more generally). Similarly, the accurate and
relevant use of examples also serves to increase the quality of the response. In contrast, Sample 1 only attempts to explain the relationship in
one direction, which prevents the student from achieving full marks. [The response provided is a better answser to a question like: ‘Explain
how a higher CAD might impact on NFD'.] The quality of the explanation within Sample 1 is otherwise sound and sophisticated.
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