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A note to teachers and students

The authors have written this text to closely reflect the requirements of the study as outlined in the VCAA VCE Economics
Study Design (2023-2027). The Study Design can be downloaded at www.vcaa.vic.edu.au/vce/studies and it contains
information about the required content for a course of study in VCE Units 3 and 4 Economics. Unit 3 comprises three
areas of study (AOS) - AOS 1, 2 and 3, while Unit 4 comprises two areas of study - AOS 1 and 2. For each AOS, students
are required to demonstrate an understanding of each of the dot points contained under the heading ‘key knowledge.
They should also be able to demonstrate the ‘key skills’ for each AOS. The ‘key knowledge’ (and ‘key skills’) dot points
are included the tables below, where each key knowledge point is cross referenced to the relevant section in the text. It
will therefore provide a useful guide for teachers when preparing assessment tasks or exercises and a handy guide for
students when preparing for assessment tasks, including the end of year exam.

Unit 3 Australia’s living standards
Area of Study 1: An introduction to microeconomics: the market system, resource
allocation and government intervention

Chapter | Tick when
Key knOWIedge references learned

the concept of relative scarcity, including needs, wants, resources, opportunity cost and the

production possibility frontier (PPF) model, and the three basic economic questions LA

the meaning and significance of economic efficiency, including allocative efficiency, productive
efficiency, dynamic efficiency and intertemporal efficiency and their relationship to the PPF 1.5-1.6
model

the conditions for a free and perfectly competitive market

the law of demand and the theory of the law of demand, including the income effect and the
substitution effect

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

non-price factors likely to affect demand and the position of the demand curve, including
changes in disposable income, the prices of substitutes and complements, preferences and
tastes, interest rates, population demographics and consumer confidence

the law of supply and the theory of the law of supply, including the profit motive
the supply curve, including movements along and shifts of the supply curve

non-price factors likely to affect supply and the position of the supply curve, including changes
in the costs of production, number of suppliers, technology, productivity and climatic conditions

10 the effects of changes in supply and demand on equilibrium prices and quantity traded 2.7-2.8

11 the meaning and significance of price elasticity of demand and supply 2.10+2.12

12 factors affecting price elasticity of demand, including degree of necessity, availability of

substitutes, proportion of income and time 241

13 factors affecting price elasticity of supply, including spare capacity, production period and 213
durability of goods .

14 the role of relative prices in the allocation of resources 2.9

15 the role of free and competitive markets in promoting an efficient allocation of resources and
improved living standards

16 types of market failure, including public goods, externalities, asymmetric information and
common access resources

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

18 one example of a government intervention in markets that unintentionally leads to a decrease
in one of allocative, productive, dynamic or intertemporal efficiency

Unit 3 Australia’s living standards Tick when
Area of Study 1: Key Skills mastered

define key economic concepts and terms and use them appropriately
construct and interpret demand and supply diagrams and a PPF model
interpret and analyse statistical and graphical data

gather, synthesise and use economic data and information from a wide range of sources
to analyse economic issues




analyse how the forces of demand and supply effect equilibrium price and quantity traded

analyse the responsiveness of the quantity demanded and the quantity supplied to
changes in price

evaluate the role of free and competitive markets in achieving an efficient allocation of
resources

Unit 3 Australia’s living standards
Area of Study 2: Domestic macroeconomic goals

Key knowledge

Chapter
references

The purpose of economic activity

19

the difference between material and non-material living standards and factors that may affect
living standards, including access to goods and services, environmental quality, physical and
mental health, crime rates and literacy rates

the five-sector circular flow model of income, including the role of households, businesses,
government, financial institutions and the external sector in an open contemporary
macroeconomy

the business cycle and its causes

the meaning and importance of aggregate demand and the factors that may affect the level
of aggregate demand in the economy, including disposable income, interest rates, consumer
confidence, business confidence, the exchange rate and rates of economic growth overseas

the meaning and importance of aggregate supply and the factors that may affect the level of
aggregate supply in the economy, including quantity and quality of the factors of production,
costs of production, technological change, productivity growth, exchange rates and climatic
conditions, and other events including government regulations and disruptions to international
supply chains

ustralian Government’s domestic macroeconomic goals

the meaning of the goal of strong and sustainable economic growth

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

consequences of not achieving the goal of strong and sustainable economic growth and its effect
on living standards, including environmental degradation, external pressures, high inflation if
growth is too high, and high unemployment if growth is too low

the meaning of the goal of full employment, including the NAIRU (natural rate of unemployment)

classifications within the labour force, including employed, unemployed, hidden unemployed,
long-term unemployed, underemployed and frictional unemployment

measurement of the labour force, including the participation rate, the unemployment rate and
the labour force under-utilisation rate

the difference between cyclical and structural unemployment

the consequences of not achieving the goal of full employment and its effect on living standards,
including the impact on GDP and tax revenue if unemployment is too high and the effects on
inflation if unemployment is too low

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

the distinction between inflation, disinflation and deflation

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

causes of inflation, including demand inflation and cost inflation

consequences of not achieving the goal of low and stable inflation (price stability) and its
effect on living standards, including erosion of purchasing power, development of a wage-price
spiral, distortion of spending and investment decisions, lower returns on investment, loss of
international competitiveness if it is too high, and delayed consumption and unemployment if
it is too low

aggregate demand and aggregate supply factors that have affected the level of achievement or
non- achievement of the goals of strong and sustainable economic growth, full employment and

low and stable inflation over the past two years

Tick when
learned
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Unit 3 Australia’s living standards
Area of Study 2: Key Skills

define key economic concepts and terms and use them appropriately
calculate relevant economic indicators using real or hypothetical data

construct, interpret and apply economic models including the five-sector circular flow
model of income and the business cycle

explain and interpret trends and patterns in economic data and other information

gather, synthesise and use economic data and information from a wide range of sources
to analyse economics issues

apply economic concepts to analyse economic relationships and make predictions

evaluate the extent to which the economy has achieved the domestic macroeconomic
goals over the past two years and discuss the effect of this on living standards

Unit 3 Australia’s living standards

Tick when
mastered

Area of Study 3: Australia and the international economy

Key knowledge

the gains from international trade, including lower prices, greater choice, access to resources,
economies of scale, and increased competition and efficiency

the balance of payments and its components
cyclical and structural influences on Australia’s current account balance

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

the exchange rate, its meaning and measurement and the factors affecting its value, including
relative interest rates, commodity prices and the terms of trade, demand for exports and
imports, foreign investment, relative rates of inflation, credit ratings and speculation

the terms of trade, its meaning and measurement and the factors that may affect the terms of
trade, including commodity prices and production costs in trading partners

international competitiveness and the factors that may affect international competitiveness,
including productivity, production costs, availability of natural resources, exchange rates and
relative rates of inflation

the effect of movements in the terms of trade and the exchange rate, and changes in
international competitiveness on the domestic macroeconomic goals and living standards

Unit 3 Australia’s living standards
Area of Study 3: Key Skills

define key economic concepts and terms and use them appropriately

explain key international economic relationships

explain and interpret trends and patterns in economic data and other information

apply economic concepts to analyse economic relationships and make predictions

calculate relevant international economic indicators using real or hypothetical data

gather, synthesise and use economic data and information from a wide range of sources
to analyse and discuss economic issues

Chapter
references

7.1

7.2
7.3
7.4

7.5

Tick when

mastered

Tick when
learned




Unit 4 Managing the economy

Area of Study 1: Aggregate demand policies and domestic economic stability

Key knowledge

Chapter
references

46

the need for aggregate demand policies, including monetary policy and budgetary policy in
terms of stabilising the business cycle

8.1/2 +8.10
+9.1-9.2

Monetary policy

47

the role of the RBA with respect to monetary policy as outlined in its charter

48

conventional monetary policy (cash rate target) and how it affects interest rates

49

one example of the operation of an unconventional monetary policy tool from the past two
years

50

transmission mechanism of monetary policy and its effect on the level of aggregate demand,
including the four channels of savings and investment, cash-flow, exchange rate, and asset prices
and wealth

51

the stance of monetary policy: expansionary (accommodative), contractionary (restrictive) or
neutral

52

the stance of monetary policy over the past two years and its likely effect on the achievement
of the domestic macroeconomic goals and living standards

53

the strengths and weaknesses of using monetary policy to affect aggregate demand and
influence the achievement of the domestic macroeconomic goals and living standards

Budgetary policy

54

sources of government revenue, including direct and indirect taxation; progressive, regressive
and proportional taxes; and revenue from government businesses and the sale of government
assets

8.3

types of government expenses, including government current and capital expenditure and
transfer payments

8.3

the budget outcome: balanced, deficit or surplus

8.4 +8.12

the underlying cash balance (budget outcome), including as a proportion of Gross Domestic
Product (GDP)

8.4

methods of financing a deficit or utilising a surplus

8.9

the relationship between the budget outcome and the level of government (public) debt

8.9

the role of automatic stabilisers (cyclical component of the budget) in influencing aggregate
demand and stabilising the business cycle

8.5

the role of discretionary stabilisers (structural component of the budget) in influencing
aggregate demand and stabilising the business cycle

8.5

the effect of automatic and discretionary changes in the budget on the budget outcome and
government (public) debt

8.5+8.7
+8.9

the stance of budgetary policy: expansionary or contractionary

8.8 +8.12

the effect of the budgetary policy stance and budgetary initiatives over the past two years
and their likely effect on the achievement of the domestic macroeconomic goals and living
standards

8.10-8.11
+8.13

the strengths and weaknesses of using budgetary policy to affect aggregate demand and
influence the achievement of the domestic macroeconomic goals and living standards

Unit 4 Managing the economy
Area of Study 1: Key Skills

define key economic concepts and terms and use them appropriately

gather, synthesise and use economic data and information from a wide range of sources
to analyse economic issues and form conclusions

discuss the operation of aggregate demand policies

analyse the effect of current factors on the setting of aggregate demand policies and
living standards

predict the impact of changes in aggregate demand policies on the achievement of the
domestic macroeconomic goals and living standards

analyse the strengths and weaknesses of aggregate demand policies in achieving the
domestic macroeconomic goals and living standards

8.14

Tick when
mastered

Tick when
learned
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Unit 4 Managing the economy
Area of Study 2: Aggregate supply policies

Chapter Tick when
Key knowledge earned
the use of aggregate supply policies to complement aggregate demand policies in promoting

non-inflationary economic growth over time L

the operation of aggregate supply policies in improving supply-side conditions through their
impact on the quantity and quality of the factors of production, the costs of production and
productivity, and the effect on Australia’s international competitiveness, productive capacity and
aggregate supply

how one of the following budgetary policies is designed to affect aggregate supply, Australia’s
international competitiveness, the achievement of domestic macroeconomic goals, and living
standards::
e training and education

research and development

subsidies

infrastructure

tax reform

10.4-10.5

the effect of skilled immigration policy on population, productivity and participation and the
subsequent effect on productive capacity, aggregate supply, international competitiveness, the
achievement of domestic macroeconomic goals, and living standards

trade liberalisation and its short-term and long-term effects on Australia’s international
competitiveness, the allocation of resources, aggregate supply, and the domestic macroeconomic
goals and living standards

one market-based environmental policy and its short-term and long-term effects on aggregate
supply, intertemporal efficiency and living standards

Unit 4 Managing the economy Tick when
Area of Study 2: Key Skills mastered

define key economic concepts and terms and use them appropriately

gather, synthesise and use economic data and information from a wide range of sources
to analyse economic issues and form conclusions

discuss the operation of aggregate supply policies

analyse the effect of budgetary, immigration and trade liberalisation policies on aggregate
supply, international competitiveness, the achievement of the domestic macroeconomic
goals and living standards

analyse the effect of an environmental policy on aggregate supply and living standards
over time

Proposed timeline

Unit 3 — Australia’s economic prosperity Unit 4 — Managing the economy
Area of Study 1: approximately 6 - 7 weeks Area of Study 1: approximately 8-9 weeks
Area of Study 2: approximately 6 - 7 weeks Area of Study 2: approximately 6-7 weeks
Area of Study 3: approximately 3 - 4 weeks Revision: 2 - 4 weeks.

viii



Assessment

Teachers are required to provide a score for each outcome in each of Units 3 and 4, which represents an assessment of
the student’s achievement. The score must be based on the teacher’s assessment of the level of performance of each
student on the outcomes for the unit specified in the Study Design. These outcomes for each unit are linked to the key
knowledge and skills as specified in the Study Design and re-produced on the previous pages.

Teachers must select two different types of assessment tasks from the designated list for each outcome published in the
Study Design. School-assessed Coursework for the outcomes in Unit 3 will contribute 25 per cent to the student’s study
score. School-assessed Coursework for the outcomes in Unit 4 will contribute a further 25 per cent to the student’s
study score. The external examination will contribute the final 50 per cent to the student’s study score.

Unit 3 Assessment

Marks Assessment tasks

allocated*

35

Outcome statement

The student’s
performance will be
assessed using two or
more of the following:

Outcome 1
Analyse how markets operate to allocate resources and evaluate the role
of markets and government intervention in achieving efficient outcomes.

Outcome 2

Analyse key contemporary factors that may have affected domestic
macroeconomic goals over the past two years, evaluate the extent to
which the goals have been achieved and discuss the effects on living
standards.

a folio of applied
economics exercises
an extended
response

an essay

a report

a data analysis

40

Outcome 3

Analyse the factors that may affect the exchange rate, terms of trade and
Australia’s international competitiveness, and discuss their impact on
Australia’s international transactions and the achievement of the domestic
macroeconomic goals and living standards.

25

a media analysis

a case study
structured
questions

Total marks

100

*School-assessed Coursework for Unit 3 contributes 25 per cent to the study score.

Unit 4 Assessment

Outcome statement

W ETS
allocated*

Assessment tasks

Outcome 1

Discuss the operation of aggregate demand policies and analyse their
intended effects on the achievement of the domestic macroeconomic goals
and living standards.

60

Outcome 2
Discuss the operation of aggregate supply policies and analyse the effect of
these policies on the domestic macroeconomic goals and living standards.

40

The student’s
performance will be
assessed using two or
more of the following:

a folio of applied

economics exercises

an extended
response

an essay

a report

a data analysis
a media analysis
a case study
structured
questions.

Total marks

100

*School-assessed Coursework for Unit 4 contributes 25 per cent to the study score.
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Chapter 1: Fundamental Economic concepts

Chapter 1

Fundamental Economic concepts

1.1 What is Economics all about?

Economics is a social science focusing on human behaviour and social interactions. Ultimately, it is about how individuals,
groups and organisations choose to allocate their limited resources to achieve their goals and/or satisfy their needs
and wants. It’s about how these economic agents respond to various incentives and weigh up the costs and benefits
associated with any course of action. At the core of Economics is the problem of relative scarcity [See Section 1.2],
where our limited resources continually force us to make decisions about how they should or could be used. Importantly,
the use of these relatively scarce resources is typically guided by considerations related to both efficiency and equity
(fairness), and this changes over time as societies evolve.

Economics is all around us. Each person makes what might seem to be
small and insignificant economic decisions, but when aggregated, these
decisions are likely to have consequences that the original decision
maker may not have considered. Economics therefore tries to explain
the underlying factors that affect decision making, and analyses and
evaluates the short-run and long-run consequences of these decisions.
For example, one would hope that your on-going economics education
will give you a better understanding of both the costs and benefits
associated with your own decision making, as well as more insight into
the different perspectives that can be held on various issues involving
economic decision making.

As you continue to develop your knowledge of Economics, you may be faced with a number of key questions that
economists have attempted to answer. Try to think deeply and creatively about possible solutions to some of these
problems and create questions of your own. In some cases, the answers posited by economists may challenge your way
of thinking. This is good for your learning and highlights the fact that economists often disagree, and are engaged in
regular debate. By the time you have finished Units 3 and 4, you are likely to think differently about a number of issues
and your decision making may be assisted as you develop a deeper understanding of the tools and theories used by
economics.

Over time, economists have branched out into many areas of knowledge (some of which are beyond the scope of the
VCE Economics course). Here is a sample of some of the questions and issues that economists have considered:

e  How do people choose which goods and services that they consume?

e How do producers decide what they will produce and how they will produce it?

e  How are these choices influenced by new discoveries and technological change?

e Why are some people paid significantly more than others?

e What factors influence the level of income earned and why do some people become unemployed?

e Why do prices change for goods and services?

e Why do governments intervene in markets and how are living standards affected by such intervention?

e  What factors influence world trade and how does interaction with the rest of the world influence Australia’s
living standards?

e Why does poverty occur and why are some countries richer than others?

e How do government’s respond to global economic shocks, such as the disruption caused by pandemics such as
COVID-19?

Economics as a discipline often faces much criticism. The models developed by economists are often based on a number
of simplifying assumptions and these lead to conclusions and decision-making that may, in some cases, not lead to
the best outcomes for the majority of society. The economic theories that are presented throughout this book may
sometimes conflict with your own experience and understanding of the world. You are encouraged to question the
nature of these theories and the assumptions that underpin them. Unlike a traditional science subject, the outcomes are
not, for the most part, absolute facts, and critical thought and creative thinking are therefore encouraged in the study
of Economics.
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Microeconomics vs Macroeconomics

Many economics courses are divided into the study of microeconomics and macroeconomics. Microeconomics is the
study of the economic behaviour of individual consumers as well as businesses. The first area of study in the Unit 3
course has a microeconomics focus. In this area of study, the role of markets and the price mechanism is discussed as
well as the factors that influence buying and selling decisions.

Macroeconomic analysis builds on this foundational knowledge developed in microeconomics and attempts to explain
economy-wide phenomena. Our study will look at the government’s aggregate economic goals such as the rate of growth
in the volume of production, the percentage of those who are considered unemployed and how quickly the general level
of prices is rising. In Unit 4, the policy interventions used by the government will be considered in terms of their effects
on the key macroeconomic goals.

Activity 1a: Macro or micro?

Complete the table to indicate whether the issue is predominantly a microeconomic or macroeconomic one:

Concepts/factors/events mm

The shortage of cars in the Australian market due to a lack of key resources

The decision by the government to increase the assistance provided to first home
buyers

An increase in the inflation rate above the target of 2 to 3% on average over time

The increasing number of workers who are employed as casuals

A decision by the government to halve the excise tax on petrol

A decision by the Russian Government to invade Ukraine

A decrease in the total volume of production due to floods on the east coast

A decrease in the price of Economics textbooks

The closure of a local bookshop due to increased competition from online sellers

An increase in the allocation of resources to the production of avocadoes due to their
perceived health benefits

The opening of new urgent care health clinics

Why don’t economists agree?

Economists often disagree on key economic relationships and how * -
various events might affect individuals or groups in an economy.
At the time of writing, the world economy was experiencing
slower rates of economic growth, combined with strong growth
in the general level of prices (and therefore the cost of living)
caused by a range of factors. These factors included the ongoing
global conflicts (such as the war in Ukraine and tensions in the
middle east), global supply chain issues, higher international
shipping costs, the transition away from fossil fuels, ongoing
natural disasters and stronger growth in government spending.
Not surprisingly, there was much disagreement about how to best ,l;
tackle the combined effects of these, and other factors.

Despite the healthy debate amongst economists about a wide range of contentious issues, there does seem to be some
agreement among the majority of economists with regard to some key principles. A number of these key principles were
explicitly stated by Gregory Mankiw, a Harvard Professor and former adviser to George W. Bush. Mankiw is the author
of the best-selling economics textbook in the world. These principles are related to how people make decisions (1 -4),
how people interact (5 -7) and how the economy as a whole works (7 -10). These principles are summarised in Table 1.1
and become a useful starting point for any discussion about the economy. The principles outlined by Mankiw reflect a
well-accepted view of key economic conclusions, but not all academics (Economic or otherwise) accept these principles.
You are encouraged to revisit this table as your knowledge of economics deepens.



Chapter 1: Fundamental Economic concepts

able d en P DIes 6 ONE

1 People face tradeoffs In order to get something you like, you usually have to give up something else.

2 The cost of something is what you Whenever a decision is made the decision maker looks at the explicit costs but also
give up to get it include the value of what they have given up.

3 Rational people think at the margin | This is another way of saying that a rational person will do something if the extra

benefit of doing so exceeds the extra cost associated with the action.

4 People respond to incentives The behaviour of people will change when the costs and benefits associated with any
action change.

5 Trade can make everyone better off | Trade allows people and countries to specialise in what they do best. By trading, a
country’s citizens are generally able to buy more goods and services and therefore
increase living standards.

6 Markets are usually a good way to In his 1776 book An Inquiry into the Nature and Causes of the Wealth of Nations,

organise economic activity Adam Smith observed that households and firms interacting in a market act as if they
are guided by an “invisible hand” that leads them to desirable market outcomes.
Prices are generally seen as the way the invisible hand works its magic.

7 Governments can sometimes In some cases markets are unable to efficiently allocate resources (referred to as
improve market outcomes market failure). In these cases governments develop public policy to re-allocate

resources to those areas that will maximise society’s wellbeing.

8 A country’s standard of living Income is derived from the production of goods and services, so producing a greater
depends on its ability to produce volume of goods and services will increase living standards. Increases in productivity
goods and services will mean that more goods and services can be produced from a nation’s resources

thereby increasing income and living standards.

9 Prices rise when the government When the government creates large volumes of its money, its value will fall. If this
prints too much money is the case, and there are the same number of goods and services available, then it

makes sense that more money will be needed to purchase a given good or service.

10 | Society faces a short-term Reducing inflation often results in a temporary increase in the unemployment rate
trade off between inflation and because it may require policies that reduce the ability of consumers to spend.
unemployment

As you proceed through this book and gain a deeper understanding of economics, keep Mankiw’s principles in mind. Try
to regularly reflect upon and question whether Mankiw’s principles are able to accurately describe human behaviour
and the economic outcomes you have observed yourself. For example, one notable ecological economist, Herman Daly,
would argue that there is inadequate reference to the environment in Mankiw’s principles, arguing that instead, these
should be a key starting point for any discussion of Economics and economic decision making. Other economists, who
question the neoliberal model presented by Mankiw, argue that his models oversimplify economic theory and omit the
ways in which markets can degrade human well-being, undermine societies and threaten the planet. If you have studied
Unit 1 Economics, you may also question the nature of the rationality principle as you will have investigated instances
where humans make seemingly irrational choices (see Box 1.1).

One of the challenges associated with learning about Economics is that the media
and politicians often misinterpret and deliberately distort elements of economic
theory to present an argument that suits their agenda. Unfortunately, some of what
you are presented with may in fact be ‘econobabble’, where aspects of economic
theory have been conveniently manipulated (or ignored) to convince the public
that their decisions/ideas are justified. This means that when you access any media
report on Economics, it is important to consider the motivations of the writer and
their level of understanding of key economic issues. Where possible, try to access
an alternative viewpoint, especially when considering contentious issues. Be wary
of simplistic (populist) solutions to complex problems. As a student of Economics,
you have therefore chosen a path where the answers are not always obvious (and
there may not always be a right answer) and you will need to reflect constantly on
what you are learning. While this may appear challenging at first, the rewards will
come as you develop a deeper understanding of the human condition and our role

in the world.

You are therefore encouraged to begin your studies of Economics with an open mind. Future generations will need
solutions to the challenges associated with managing the economy, such as how to promote long term economic growth
that is also sustainable, how to address the issue of intergenerational equity, how to reduce the manipulation and
exploitation of consumers, how to avoid a future economic crisis, how to deal with the challenges related to climate
change, how to make property more affordable and how to reduce government debt.
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Box 1.1 Economists:make assumptions

When economists develop their models and theories, they often make simplifying assumptions
about human behaviour and the way variables might interact with one another. As we progress
through the textbook, it might be useful to reflect upon and regularly challenge these assumptions
to deepen your understanding of the relevant theories. You may also gain some insight into why
it is often difficult for economists to make accurate forecasts and predictions. Four of the key
assumptions that economists make are outlined below.

1. Ceteris Paribus

Economists often want to know how one variable (such as price) affects another (such as the

demand for a particular product). As you discover in the next chapter, economic theory suggests that an increase in price will
result in a decrease in demand for the given product. This relationship is made using the assumption ceteris paribus, which
means that all of the other factors that might affect the decision to buy the product at a point in time are held constant. The
ceteris paribus assumption is unlikely to reflect the real world but it helps to isolate key economic relationships. Econometric
programs can test the validity of economic theories by isolating the effect of the two (or more) relevant variables.

2. Rational economic decision making

Economists also assume that humans are rational decision makers. This assumes that whenever a decision needs to be
made, an economic agent will consider all of the relevant information and weigh up the potential costs and benefits. This
assumption inherently implies that consumers (in particular), have access to perfect information and know exactly what they
are buying. It might also suggest that humans are devoid of emotions and that they can process the information necessary
to make the decision. Behavioural economists have devoted years of research to the questioning of this key assumption.

3. Consumers are utility maximisers and firms are profit maximisers

Many of the established models of economic behaviour (one of which will be covered in the next chapter), assume that
individuals seek to maximise their utility. This means that they will, for example, purchase those goods and services that
they believe will generate the highest level of individual satisfaction. The models also assume that firms will make decisions
that maximise their profits (which is equal to their revenue minus their expenses). Inherent in this assumption also is that
economic agents are acting in their own self-interest.

4. Diminishing marginal utility

The consumer is assumed to benefit from greater (rather than less) consumption of a good or service. This is why products

may be described as goods (rather than bads!). It is generally assumed, however, that each additional unit of a good does not

necessarily generate the same degree of satisfaction. Economists argue that the more of a good or service that is consumed

per period, the smaller the increase in total utility (satisfaction) that is generated from the last unit. This is referred to as |
! diminishing marginal utility.

1.2 Relative Scarcity: needs and wants

If you ask someone who may have studied Economics what it is about, they may initially struggle to provide you with
a concise explanation. As we have seen in Section 1.1, there are a vast array of issues that could be considered in an
economics course. Economics is often described as a subject about incentives, choices, and consequences. It is essentially
focused on the management of a society’s scarce resources to maximise a society’s wellbeing. Most economics courses
therefore start from the premise of relative scarcity. Something is seen as scarce when it is desired but access to it is
limited. We start by making the (perhaps challengeable) assumption that our collective needs and wants can never be
fully satisfied (they are therefore considered infinite). In contrast, the resources needed to meet all of our needs and
wants have physical limits (they are therefore finite).

Relative scarcity

Wants/needs > Resources

All economies face the problem of relative scarcity, no matter how wealthy or resource-rich they are. Therefore
Economics studies how different economic systems attempt to allocate scarce resources (discussed in Section 1.3) to
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meet the needs and wants of their people. In fact, one could argue that the problem of scarcity is likely to get worse over
time as more and more of the world’s finite resources are consumed and the size of the human population increases.

Economists often distinguish between needs and wants when they discuss relative scarcity. A need is seen as good or
service that is deemed to be necessary for one’s survival. As societies evolve over time, what is considered a need by
some individuals (in rich industrialised nations like Australia) may be seen by others as a want (those who may be living
in a less developed nation like Zimbabwe). A want is therefore a good or service that is not necessary for one’s survival,
but consumption of which adds to the quality of one’s life. Most would accept that food, water, clothing and shelter
are needed for survival, but what about telecommunications services, electricity and healthcare? Are these needs or
wants? Like many areas of Economics, there is no definitive answer and each person will express a different opinion on
how they perceive each of these ‘products’. The economic models that are discussed throughout this book are based
on another key economic assumption; households seek to maximise i
their needs and wants through their interactions in the economy and

that for most people, these needs and wants cannot be fully satisfied. Study tip
In other words, as one need or want is satisfied, another will emerge
in its place. For example, you might be about to each lunch, but you |[\Zeld/28e) BRI el el e BN glele [T KRR oA /BN o1

will need to access more resources tomorrow and the next day, etc. | A LN O
assumptions. Assumptions are often needed to

develop a theory and to explain key relationships
Economics as a discipline tries to improve the experience of humanity |ReaalZNE e el el g (o] ATl NS gl o] =T

by seeking (constantly) to overcome the problems created by relative

like an obvious assumption that ‘needs and wants can
i X : : o ) never be satisfied’ there will be some theorists and
ScarCIty. ScarCIty makes it necessary for economic deCISIon mak|ng some individuals around the world who would openly

to allocate resources to best meet the needs and wants of society. (WLl (el =RYe]/elI878e) SV Te Ne RV Tl i BN NI gl o)

- - as you progress through the course, pay particular
Economic agents cannot have everything they want and usually have AT (0 (0 GRS TS (6 G el )

a limited income they can use to meet their desires. They also cannot | R Ry N e LA i e oI e 1 e Ao ) e
work 24 hours per day and therefore need to allocate their scarce |WgelEzelNN V=N 1oy S B B 2ol [l I T RN gle] (=
labour resource to that area of production that a) is within their skills Caadauatd|

set and b) will maximise their wellbeing (which may include, but is

not totally limited to, the ability to purchase the goods and services that are available). Economics continually seeks to
understand why humans make the choices they make and then tries to analyse the consequences of these choices for
the economy as a whole and for a number of key stakeholders.

1.3 Resources and the key economic questions

An economy is a place where scarce resources are allocated among competing uses. Economists distinguish between
three main types of resources that can be used to produce goods and services to meet the needs and wants of the
people on the planet. For this reason, they are also referred to as factors of production, where the quantity and quality
of these factors of production has a big impact on national living standards or welfare. The three factors of production
are as follows:

e Land or natural resources refers to all those resources that occur in nature. These can be utilised in the production
process to generate more elaborate products or consumed in their raw form. Examples of such resources include
water, forests, minerals, land, animals, fruit and vegetables. It may seem obvious, but all production ultimately
depends on natural resources.

e  Labour refers to the mental and physical effort by humans in the production process. For example, your teacher
is currently exerting effort to provide you with an education and your doctor has to think deeply when presented
with the challenges associated with diagnosing a patient. A construction worker may be involved in more
physical effort than some other professions. In some cases people will become unemployed or leave the labour
force (covered in Chapter 5) and may therefore be unable (or unwilling) to contribute their labour resource to
the production process.

e  Capital refers to those resources that have been made by combining labour and natural resources to create a
more sophisticated input in the production process. Capital goods are made with the intention of making more
goods and services in the future, and generally these will increase the efficiency with which natural resources
can be converted into end-use products for consumption. Examples of physical capital include machinery, tools,
factories, infrastructure and artificial intelligence.

In some texts you will see reference to a fourth type of resource (or factor of production) referred to as entrepreneurship
or enterprise. This refers to the skills of those individuals who combine resources to produce goods and services. They
take financial risks to establish enterprises and are extremely important to wealth creation for every nation. They not
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only include high profile entrepreneurs like Jeff Bezos, Gina Rinehart or Janine Allis, but include the owners of every
small or medium-sized business in existence. This type of scarce resource typically forms part of ‘labour resources,’
given that entrepreneurs are providing their expertise or skills to the business sector of the economy.

Due to the existence of relative scarcity (limited resources and unlimited demands), all economic agents and all
economies need to make choices. These choices can be guided by answering three key basic questions:

1. What goods and services will be produced and in what quantities?

All economies must decide on the different goods and services Study tip
that should be produced. For example, the Australian economy
produces more education services than it does television sets. ||SSSSSIES language. In Economics, you will come
Economic theories have been developed to explain why this |Relagete N eae) Al A O IR N e RN e}
occurs. In a predominantly market-based economy (such as |[ENCELEE TR0 L SN E IR TN N T RC R 2157
Australia). th " f what and h ht d Ml way of saying ‘use’. Technically, in Economics, we talk
ustralia), the question of what and how much to produce is about ‘utilising’ our resources or ‘capacity utilisation’
assumed to be answered through the interaction of demand (RSl iR iilel RN L lR iR aN L T ML b el e g1
and supply of independent self-interested consumers and \\EZdZUAAZUCREL R /a7
producers. What to produce will also be affected by government
decision making. For example, during the COVID-19 pandemic,
the Australian Government purchased millions of faces masks :

) P e Study tip
to protect medical professionals, and later purchased millions
of Rapid Antigen Tests to increase the likelihood that education ; Sy :

. R . In Economics, we often use the expression ‘economic
services could continue to be provided. However, there were a (R ol 2 R VA o (0o e e B o el )
host of temporary measures that were introduced which limited [EEEeI ATl a AN VL (XD RR G AN Lo
the production of goods and services, such as laws preventing Qatbaibiadaalials
live venues from opening and the forced closure of some ‘high
risk’” manufacturing facilities (such as meat processing plants).

2. How will the goods and services be produced?

This key economic question looks at the methods of production that are employed to meet the needs and wants of
society. Producers need to decide on the degree to which the production process is labour intensive or how effective
it might be to replace labour with technology, such as artificial intelligence. This decision is likely to be affected by
the relative price of the resources. For example, some countries have an abundance of labour and lower wages
which might encourage manufacturers to employ more people in the production process. Generally speaking,
these decisions will be made by businesses to maximise their profits (another key assumption). How to produce
will therefore be heavily influenced by the costs and benefits associated with different production methods. In
some cases, the government will influence how goods and services are produced. For example, governments often
require that firms alter their production processes to meet occupational health and safety standards. Alternatively,
governments will typically legislate for minimum wages to apply across the country. These types of interventions
will tend to increase the cost of labour relative to capital, and influence how firms produce goods and services.

3. For whom will these goods and services be produced?

The final key question that all economies must consider is associated with the distribution of the benefits derived
from production. Once the goods and services have been produced and made available for consumers, how might
an economy decide who gets to enjoy them? Should the decision be based on the ability to pay or should need or
social standing be a relevant determinant? The approach taken -
by economies whep answering this question. is the c?use of Study tip
much debate, and like many areas of economics there is not a
definitive solution that will satisfy all relevant economic agents. In the VCE 3/4 Economics course, we focus on the
In Australia, this question is largely answered based on who can |NGIENe RV ige el Mo e N a2 A L el
afford to buy what is produced (which is affected by the value |USZILUZHEENE el lleets TR [N 5 7RCIR A7
of their economic contribution to the production process). It is Zj;vg;‘;:rggjn;lcfyhéf’h al(_l‘?;\l/lédersolesrg')tere(i’gltljocé?']i)‘;l
therefore heavily linked to markets. In most countries (and in [NZel ae=t el o]t Latee)tile (1At Ritely L T e e tale) Lok
varying degrees), the government will redistribute incomes (via [N D1 a Lol e 8 1SN e llel il
taxes and transfers) to alter the access to goods and services as Qe N T e I ATl
well as provide some essential items at reduced or zero prices.

As you will discover in Chapter 3, the government will produce those goods and services that benefit society but may
not be profitable for businesses in a free market (i.e. one without government intervention).
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Figure 1.1 highlights the core economic problem faced by all economies, characterised by an imbalance between our
unlimited needs and wants and limited resources which results in scarcity and the need to make key economic decisions
about how resources will be allocated. Box 1.2 refers to general options available to countries when deciding which
economic system will deliver the best outcome.

Figure 1.1
Relative scarcity and choices

Unlimited _) a a ‘ ..
Relatlve ScarClty
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What How For whom
to produce to produce to produce

Box/1.2 Differentisystems used to allocate resources

Market/capitalism

A market is any place that allows buyers and sellers to interact and exchange goods and
services. This interaction and exchange may or may not take place in a physical space. A
market system is therefore one that allocates resources based on the buying and selling
decisions of consumers and producers. Prices give signals, which influence the behaviour
of these buyers and sellers. Capitalism refers to an economic system where the majority of
productive resources are owned by private individuals and firms. Capitalists will therefore
use their assets to generate revenue which motivates them to provide the goods and
services that are demanded.

Planned/Socialism

A completely different type of economic system is one in which the government is primarily responsible for resource allocation.
Governments may make long-term and short-term plans about what to produce, how to produce it and who receives the
production after it is produced. This is referred to as a planned economy. Socialism indicates that the majority of productive
assets are state owned (owned by the people of the country collectively) and therefore no one can benefit excessively from
producing goods and services.

Planned Capitalism

An unusual economic system may evolve whereby the government directs the private owners of productive assets to produce
certain goods and services. Therefore the output of the country is planned. This has been used by countries during war time
when the owners of factors of production are directed to the production of goods and services that are needed for defence. In
this system, the ownership of factors of production remains with private individuals, and so it continues to be called a form of
capitalism.

Under this system the government owns most of the resources (socialism) but markets determine what goods and services are
ultimately produced (market system). For example, the businesses may be owned by the government but their operations would
be left to independently appointed management who would try to maximise profits based on what consumers wanted most.

Review Questions 1.1 - 1.3

1. Explain why Economics is often referred to as a social science and describe the key elements of social sciences.
2. Outline why there exists disagreement between economists.
3. Outline why the predictions made by economists will often be different to the predictions made by other
social scientists.

4. Define the term relative scarcity. Explain why this is such an important concept when studying Economics.
5. Discuss the concept of relative scarcity with respect to the time you have available to undertake all of the
activities you want to complete today.

Distinguish between microeconomics and macroeconomics.

Provide examples and explain the importance of each of the ‘factors of production’.
Identify the three essential economic questions that each economy seeks to answer. Using Australia as an
example, explain how the economy might answer each of these questions.

BN
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Activity 1b: Quick Thinking Activity?

Consider a dairy farm. Identify and classify factors of production that might be used to produce a range of dairy

products.

Activity 1c: COVID-19, supply chain disruptions and scarC|ty

During the early stages of the COVID-19 pandemic, many goods and
services experienced increased scarcity. This was evident in many
supermarket aisles where there were empty shelves. Toilet paper,
hand sanitiser and paper towels were virtually impossible to buy in
some neighbourhoods. Once Rapid Antigen Tests (RATS) were made
available, people would go to their local chemist and find that there
were none available for purchase. This might be described as a situation
where there is a temporary increase in the degree of scarcity, with most
economists believing that it was unlikely to persist for an indefinite
period. The scarcity encouraged economic agents to make choices.
Some decided to drive around from pharmacy to pharmacy, some
queued up for long periods, while others went in search of the tests
from resellers (at inflated prices). Others simply chose to go without
until they were more widely available. The government also intervened to reduce the degree of scarcity by providing
free tests to all students and teachers.

The different approaches taken by governments to the COVID 19 pandemic also had an impact on relative scarcity
around the world. Many governments imposed strict lockdowns, which reduced the availability of a wide range of
products. However, as vaccines became available, most economies opened up and scarcity (while always present) was
slowly reduced. After two years of the pandemic, Shanghai, a city of 26 million people was again forced to lockdown.
This not only had repercussions for local citizens, who faced a scarcity of food and essential medicines, it also caused
major disruptions to supply as factories were forced to close down and truck drivers were not available to transport
products to ports. This resulted in supply disruptions around the world and highlighted the interconnectedness of
nations and how government decisions in one country can affect scarcity in many others.

When scarcity for a product, or a range of products, increases, it means that needs and wants are increasingly being
unmet. Some people may not be able to access those goods and services that meet their needs (they cannot, for
example, purchase the food they need to survive). The supply chain disruptions also meant that car manufacturing
was delayed (because key components are made in China). New car buyers had to wait for an extended period of time
before their wants were met (so the increased degree of scarcity was temporary). When needs and wants cannot be
met, markets do adjust. The most noticeable changes that both consumers and businesses saw was rising costs and
prices. This helps to determine (at least in part) the answer to the third of the key economic questions — for whom
to produce? The higher prices highlight how economies typically ration the scarce products, with those willing and
able to pay the highest prices being the ones in the best position to enjoy the consumption of the relevant goods and
services.

Questions

1. What is meant by the term relative scarcity?

2. Identify three products that have been increasingly scarce over the last two years.

3. Explain how government decisions in Australia may have temporarily increased the degree of relative scarcity
in the economy.

4. With reference to a relevant example, explain the link between relative scarcity and the need for choice.

5. With reference to the above text, and your knowledge of economics, explore the possible consequences of
increasing levels of scarcity.
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1.4 Choice and opportunity cost

If scarcity is described as the basic economic problem, then it is evident that not every need and want of humans can be
met. The problem of scarcity has not yet been solved, even in the richest economies.

Economists argue that every decision that humans make involves Stud tip
a cost. By devoting this minute to writing these words, the author y

is intrinsicall rificing their abili Il heir tim heir
is intrinsically sacrificing their ability to allocate their time to thei When students are asked about the opportunity cost

second-best alternative. While the authors see the writing of this |y o o e oy e I Y e el e e R M
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opportunity cost is only referring to the value or net

in doing so (which is how economists tend to think). For example, the benefits that would have been enjoyed if the next

second best choice might be the design of a highly engaging lesson [ et e e e e L B
plan. mention the 3rd, 4th or subsequent choices as part of
the answer. It is also important to remember that the

. . . value of the choice foregone is not the choice itself, but
Whenever you are faced with a choice, there may be a myriad of [|Fnym {he net bene{;ﬁ't tﬁat walie) e aam gaingd by

alternatives available to you. Consider the allocation of your time on (L RizeIaelele=)

Friday night. You may be able to go to the movies with your friends,

chat with a potential love interest online, eat dinner with your parents or sit in your room and learn more about the
interesting theories developed by economists on human behaviour. Once you have made a choice, you have essentially
foregone (given up) the ability to undertake the alternatives. However, economists are only interested in the second-
best alternative when considering the opportunity cost. It can be defined as the value (or net benefit) that is being
sacrificed, or would have been enjoyed, if the next best alternative was selected.

Consider your decision to read this chapter in preparation for your first assessment task at school. Assume that you have
wisely decided that this is the 'best’ use of your time. While you might not agree, the fact that you are actually reading
these words is evidence that you have made this your first choice. In doing so, you may have sacrificed many alternatives
such as those mentioned in the previous paragraphs. Let’s assume that you are reading this book late into the evening
so your second best choice may be getting a good night’s sleep so that you can concentrate better in class tomorrow. By
choosing to read the book, you may in fact be foregoing the benefits that are associated with deep restorative sleep. This
is your opportunity cost — the value of what you have given up in making your choice.

Opportunity cost can be measured in a number of ways. Let’s consider
the decision to buy a new iPhone (even though your old one might still
be working). A person with no background in Economics may think that
the cost of the purchase is the price paid. A person who has studied
Economics, however, will realise that the opportunity cost has not been
fully considered in this buying decision. The person who foregoes $1500
to purchase the new phone may no longer be able to afford to take an
overseas holiday. The benefits associated with this holiday is the real
cost of the purchase, if this was indeed the next best alternative. If the
person has a mortgage, then the opportunity cost might be the benefits
associated with paying off their home loan sooner . It is important to
remember that there can only be one opportunity cost, and that is the
value or net benefits attached to the next best alternative that has
been foregone.

1.5 The production possibility frontier

One way of illustrating the concept of opportunity cost and to show how an economy might allocate scarce resources,
is to use a simple model of the economy called the production possibility diagram (or production possibility frontier or
curve — PPF or PPC.) Given that an economy must decide what goods and service it will produce to satisfy its citizens’
needs and wants, it would be reasonable to assume that there are an excessively large number of combinations of goods
and services that could be produced in a nation. The combination that is ultimately chosen can be reflected using this
simplified model. Whenever a combination of goods/services is produced using the available resources, it follows that
another combination will no longer be achievable (i.e. there will be an opportunity cost).

Generally speaking, a production possibility diagram is a simplified model that looks at the trade-off between producing
two particular goods or services. For example, we could assume that an economy could devote all of its resources to the
production of goods or services (or a combination of both goods and services). The model could be simplified further
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to show the decision to produce computers or guitars (or any other conceivable alternatives). The PPF could be used to
illustrate a range of trade-offs including:

e The allocation of hours in a day between working and leisure activities

e How an economy allocates resources towards consumer versus capital goods (which might shift the PPF outwards)
e How a farmer allocates her scarce land between the production of strawberries and raspberries

e How an economy allocates its resources between goods that are harmful and those that promote wellbeing.

The simplest PPF model assumes that an economy can produce only two goods. When a PPF is constructed it is also
assumed that:

e the economy has a fixed amount of land, labour and capital
e the resources are being used in the most efficient way to maximise production.

Proad 0 ombinatio Proad on of.compute Proad on of guita
periyea 0 periyea 0

A 600 0

B 570 50
C 450 175
D 300 275
E 100 335
F 0 350

If the data above is transferred to a Production Possibility Frontier (PPF), then it would appear like Figure 1.2, with the
production of guitars on one axis (in this case the y-axis) and production of computers on the other axis (x-axis).

The PPF highlights a number of ways that the economy could allocate its scarce resources. The economy can choose,
for example, to allocate all of its scarce resources to the production of computers (at which point they would produce
600 million computers and no guitars). If they were able to achieve this point along the PPF then it is said that they have
efficiently allocated their resources (using one measure of efficiency called technical efficiency which will be discussed
in Section 1.6).

Figure 1.2: Production Possibility Frontier
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The PPF indicates that any point could be chosen and in doing so there would always be trade-offs. Once a point on the
PPF has been reached, the only way to move to another point is to give something up. For example, the economy could
move from point A - where it was making only computers and the total output was therefore 600 computers- to point
C - where it is now making 175 guitars, but only 450 computers. In making this shift — a reallocation of resources — the
economy will gain 175 guitars, but in doing so it will no longer be able to produce 150 of the computers. This loss of 150
computers is the opportunity cost of producing the first 175 guitars. By producing more guitars and fewer computers,
the economy has effectively changed its allocation of resources (there is a reallocation of resources because more land,
labour and capital will be devoted to the production of guitars and less will be devoted to the production of computers
when compared to point A). This could be due to a number of factors, many of which will be discussed in Chapter 2. In a
market capitalist economy, the combination of guitars and computers that is chosen will usually be determined through



Chapter 1: Fundamental Economic concepts

the interaction of demand and supply and therefore be heavily influenced by the needs and wants of consumers and the
supply conditions that prevail in the market.

Important information to note about this PPF:

o A movement along the PPF to the right and downward means a country is allocating more to the production
of computers and less to the production of guitars. To increase production of computers the economy must
sacrifice the production of guitars. The opportunity cost of producing extra computers is therefore measured
in terms of the lost production of guitars.

o Production points outside the PPF are not achievable today. This highlights the economic problem of relative
scarcity and the need for choice. The economy simply does not have enough resources to reach a production
point outside its PPF, since its PPF represents the maximum possible output using all its resources efficiently.
However, an economy could manage to consume at a point outside its PPF if it chose to specialise in the
production of one good, such as guitars and traded some of these in exchange for computers, which may be
produced cheaper/more efficiently in another country. The economy may also choose to consume more than
their economy is capable of producing through external borrowing, but this may be associated with lower
consumption levels in the future. These options will be discussed further in Chapter 7.

. Over time, a country may expand its productive capacity and therefore the PPF will shift out and to the
right. This would indicate that there can be an increase in output of both computers and guitars. This could
be achieved if there are discoveries or availability of new resources that can be utilised in the production
process (such as land, labour or capital), or people develop more efficient production techniques, whereby
more output can be generated from the existing resources (the inputs). This will be discussed in Chapter 4.

o Points inside the current PPF indicate that the economy is not allocating its resources efficiently. It may
also mean that some resources are either underemployed or unemployed (see Chapter 5) as the maximum
potential production levels are not being attained.

In reality, no economy is likely to produce at a point on its PPF because all economies have some unemployment and
labour (and other factors of production) will not always be utilised in the most efficient manner. The PPF can also be
used to discuss the concept of efficiency and the different ways that economists can measure the efficiency of resource
allocation. This is covered in Section 1.6 below.

Review Quesions s - 1.5

1. Define the term opportunity cost and explain how it is intrinsically linked to the concept of relative scarcity.
2. Considerthe decision to purchase a new car. Explain how an economist would include the concept of opportunity
cost into their decision-making process. What might be the opportunity cost of such a decision?
3. Think of a critical choice you have made in the last week and describe the opportunity cost associated with
making this decision.
4. Outline the possible opportunity costs associated with the following decisions:
e purchasing a lottery ticket
e eating an apple
e goingforarun
e smoking a cigarette.
5. Explain how a production possibility diagram demonstrates the trade-off between producing two products.
What are the key assumptions associated with the construction of such a model?
6. Refer to Figure 1.2, which highlights the production possibilities for a small hypothetical economy.
a. Ifthe economy moves from point A to point B, they can produce 50 guitars that were not previously
possible. What is the opportunity cost of this decision?
b. Describe the economic problem that might result if there was only demand for 100 computers and
200 guitars.
c. Aneconomy seeks to achieve the most efficient allocation of resources. In your own words, describe
what this would mean for the hypothetical economy shown in Figure 1.2.
d. If the people valued guitars and computers equally, what would be the most efficient allocation of
resources for this economy?
e. If the consumers of the economy wished to consume 500 computers and 200 guitars, how could the
economy consume this amount? What problem might this create?

11
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1.6 The nature and types of economic efficiency

This first chapter has focused on the nature of the economic problem and how economies attempt to answer the three
key economic questions of what to produce, how to produce and for whom to produce. Ultimately the economy will need
to allocate its scarce resources to produce the goods and services that best meet the needs and wants of its citizens. The
allocation of resources that is achieved is therefore a discussion of where land,
labour and capital are utilised in the production process and which particular
combination of goods and services are produced by the economy. Should the
economy produce more guitars or computers? Is land allocated to the farming of
beef or soybeans? Do more people work in medicine or the farming of the land?
These are key questions for any economy and economists are also interested how
efficiently resources are allocated. They want to know not only if production is
being maximised, but also whether efforts are being made to maximise society’s
wellbeing. Is the economy able to respond quickly to changing preferences and
circumstances and does an emphasis on meeting the needs and wants of current
generations come at the expense of future generations? Each of these questions
can be evaluated by looking at the different measures of efficiency discussed
below.

Allocative efficiency

The most efficient allocation of resources will be one that is able to maximise the satisfaction of the needs and wants
of society. If resources are allocated efficiently, the goods and services that people gain the highest level of utility from
will be produced in the best possible way (i.e. the right goods and services will be produced, using the most efficient
production methods). Goods and services will be made in the right quantities and will generally go to those people
who value them the most.

When allocative efficiency occurs, no resources will be wasted, and it will be impossible to make someone better off
without making someone else worse off. From a production point of view, the cost of producing a given output is
minimised (or maximising the output from a given quantity of inputs) and from a consumption point of view, the goods
and services produced by society will provide the highest level of ‘collective’ satisfaction.

While this ideal may never be achieved in reality, it is certainly possible to make assessments about whether resources
are being allocated more efficiently over time. A reduction in waste or higher living standards for a society may be
some of the indicators used to assess whether a society is allocating its resources more efficiently. It may also occur
when markets clear and there is no shortages or surpluses of certain goods or services. With reference to Figure
1.2 earlier, only one point on the PPF will be considered allocatively efficient. This will occur when the allocation of
resources chosen maximises society’s wellbeing. In a market economy this will be determined through the interaction
of demand and supply (which will be discussed in Chapter 2). Prices, which are assumed to be a measure of the
additional benefits that consumers generate from each unit of consumption, provide producers with a valuable signal
that can help determine where they allocate their scarce resources. It would be unrealistic to expect that any economy
will be able to achieve allocative efficiency, but it provides a benchmark against which the current allocation may be
measured.

Technical (or productive) efficiency

This type of efficiency is said to occur when it is not possible to increase output without increasing inputs (resources).
Therefore the most technically efficient point of production occurs where productivity is at a maximum and where
average costs are at a minimum. Technical efficiency could therefore be improved if workers are able to produce more
goods or services per hour worked (an increase in labour productivity). With reference to Figure 1.2, it is assumed that
all points on the PPF are technically efficient because all resources are fully employed and being utilised efficiently.

Dynamic efficiency

This refers to how quickly an economy can reallocate resources to achieve allocative efficiency or how quickly an
economic entity can reallocate its resources from one activity to another. This type of efficiency therefore relates to
the speed of adjustment and economists are interested in how quickly and how easily resources can be reallocated
so that needs and wants can be maximised in any economy. With reference to the PPF, a dynamically efficient market
would be one where the movement of resources from the production of guitars to computers could occur quickly
if the demand for computers were to increase for some reason. This would require mobile resources and a flexible
workforce whose skills are transferrable.
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Because prices are often seen as ‘sticky’ (i.e. slow to adjust) it takes some time before resources are reallocated to
where they are best able to meet the needs and wants of society. For example, some markets may be dynamically
inefficient because it is not possible to quickly reallocate resources. If there was a week of horrible weather that
resulted in fewer people attending the movies, it would be very difficult for the movie theatre operators to change
how they allocate their cinemas. They may still need to show the movie even if the cinema is half empty, which is
not maximising output using available inputs. During the COVID-19 pandemic, it was evident that some businesses
adapted much faster than others, switching from one area of production to another area that suddenly experienced
an increase in demand. As mentioned earlier, some producers of alcohol were quickly able to alter their production
process to meet the demand for hand sanitiser.

Successive Federal Governments from both sides of politics have encouraged flexibility in a range of markets to
promote dynamic efficiency, for, by example, deregulating markets or removing subsidies that distort the price signals
that alter the allocation of resources. Reforms to the way wages and conditions are determined in labour markets have
also been designed to reduce rigidities that would otherwise slow down the rate at which organisations can respond
to changing market conditions.

Inter-temporal efficiency

This type of efficiency focuses on balancing the allocation of resources
between different time periods. Economic agents are increasingly
concerned about how resources are managed not only now but whether
they will be available to meet future needs and wants. If resources are
consumed in excessive proportions by current generations then future
generations may suffer a relative decrease in their living standards
(therefore sacrificing allocative efficiency in the future). Alteration of the
earth’s delicate ecosystem due to our current actions, could also create
greater problems associated with relative scarcity in the future. This may
mean that a cost is being imposed on future generations and one could
argue that this is not inter-temporally efficient.

An alternative way to look at inter-temporal efficiency is to look at the

balance between the level of consumption and savings over a period of time. If inadequate savings are available in the
current period, then investment opportunities may be sacrificed (the opportunity cost of excessive spending). Current
investment is likely to create future consumption opportunities, so it is important for a country’s long-term economic
prosperity to maintain adequate levels of investment. If economic agents consume excessively in the current period
by going into debt, then they may have to sacrifice future consumption because an increasing portion of their income
will be devoted to servicing and paying off previously accumulated debt.

Given that the traditional economic models are based on
rationality, one might also consider the consumption decisions Study tip
made by individuals in terms of inter-temporal efficiency. A
decision today to consume excessive volumes of alcohol (which (R s e laTs) ol o ae ey iei s Aol R ke te Lole Al )
might increase immediate utility) is likely to reduce utility in |REE2deuliaeeelisllENeI el =l iaeellio /i Al leV
the future (both short run and long run). It might therefore be G LD G RS O @A) I

considered inter-temporally inefficient.
Links between the different types of efficiency

There may in many cases be a complementary relationship between different types of efficiency. For example, if the
economy is able to generate more goods and services at a lower cost, then it is likely that technical efficiency will be
achieved. By producing more at the lowest possible cost, more goods and services can be attained which is likely to
maximise society’s needs and wants (i.e. improve allocative efficiency). A society that is dynamically efficient is also more
likely to achieve allocative efficiency. When market conditions change, businesses need to respond quickly and if they
are able to do so then they are more likely to maximise the needs and wants of society.

Achieving one type of efficiency, however, does not guarantee that another type will also be achieved. For example,
an economy could be technically efficient by reducing costs and boosting productivity. But if this involves producing
goods and services that nobody wants, then it will not be seen as allocatively efficient. Producing at the lowest cost
might also mean taking shortcuts with safety and increasing the level of pollution that is emitted into the atmosphere.
If more people are hurt in the workplace and there are higher levels of pollution, then this could be an indication that

13
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society’s collective satisfaction is not being maximised. Similarly a decision by the Federal Government to subsidise solar
panels will help to promote inter-temporal efficiency because it will reduce greenhouse gases. Experts have agreed,
however, that it might be one of the most inefficient ways for an economy to reduce carbon emissions. In this respect,
the improvement in inter-temporal efficiency is not matched by an improvement in allocative efficiency.

Activity 1d: Types of efficiency

Examine the scenarios described in the left hand column. In the right hand columns, identify a kind of efficiency that is likely to
be affected and identify if there is likely to be an improvement (1") or a worsening (/) of efficiency. In some cases, more than
one type of efficiency will apply and you should be prepared to justify your choice(s).

Scenario Efficiency type(s) MNord

The government places an excise tax on all alcoholic beverages

A factory replaces its workers with robots

The RBA increases interest rates to slow down consumption demand

Supply disruptions caused by government mandated lockdowns

Students learn a range of competencies that allow them to work in a variety of
workplaces.

The government introduces a policy to make Rapid Antigen Tests free

The Victorian Government bans the sale of puppies from “puppy farms”

The Australian Government provides recommended daily water usage on water bills

The government makes ‘HECS-HELP’ fees higher for Economics degrees and lower for
Teaching degrees

An increase in the number of fake news articles posted on social media

Activity 1e: A link between food choices and efficiency

Much of the focus of Chapter 1 has been on the concepts of relative scarcity and choices. As we have seen,
each choice we make usually has a number of consequences. Before any choice is made, economists might
(unrealistically) assume that all of the consequences (including the opportunity cost) will be rationally
considered. But how do our food choices affect our ability to achieve an efficient allocation of resources?
To answer this question, we might want to look at some of the different ways we measure efficiency and
find a link between each of these and our food choices.

To achieve allocative efficiency, it is assumed that the combination of goods and services that are
produced and consumed will lead to a maximisation of society’s wellbeing. Economists generally assume
that the consumer knows what is best for them and therefore they have traditionally avoided making
value judgements on the choices that are made. The economist usually concludes that the product has
been made available because consumers demand it, and it may have been sold in the right quantities
to the people who wanted it the most. It is assumed that the consumer has weighed up the costs and
benefits using the available information. However, in the case of eating a bow! of ice-cream, the decision
to consume the ice-cream may have been made without sufficient consideration of the costs and benefits
and may not, in fact, be the most rational choice available to the consumer.

If they had reflected on their decision over a longer time frame (rather than acting on their immediate needs and wants), then
they may have been able to make a better decision that could have enhanced wellbeing and led to a more allocatively efficient
outcome. Ask yourself next time you are considering whether to eat a sugary treat whether you are maximising your wellbeing
in the current period and whether your future wellbeing is factored into the decision making process. Is it allocatively efficient if
scarce resources are being allocated to products that provide little nutrition and may cause harm in the long run?

While there is much debate about what is the most appropriate diet for humanity, there is some growing consensus that certain
foods reduce human performance (including brain performance). If a consumer decides (especially over a period of time) to eat
the ‘wrong’ types of foods then their cognitive function might decline and the number of sick days that he/she needs to take
might increase. This will decrease their productivity in the workplace and result in a decline in technical efficiency over time,
higher prices and fewer needs and wants being met (and hence the decline in technical efficiency is also associated with a decline
in allocative efficiency).

The current consumption of the ‘wrong’ food could also be associated with a decline in inter-temporal efficiency. A decision to
eat an excessive amount of sugar in the current period, for example, could be associated with an increase in the incidence of
heart disease, diabetes and obesity in the future. This might impose a cost on future generations and governments, because
they will need to spend more on medical expenses for the people who become unwell. Is it therefore inter-temporally inefficient
for the consumer to focus on the consumption of those foods that provide the most immediate gratification, if, in the future, it
is associated with a decline in human performance and increasing medical costs (which will be partially borne by all of society)?

Questions

1. How does allocative efficiency differ from technical efficiency?

2. With reference to the consumption of food, explain why choices made by individuals may lead to a decrease in technical
efficiency. What food choices might enhance technical efficiency?

3. The definition of allocative efficiency makes reference to the idea of ‘maximising society’s wellbeing’. Evaluate whether
a free market society will arrive at an efficient allocation of resources when it comes to food consumption. (Note: to
‘evaluate’ means to weigh up arguments for and against the proposition.)

4. With reference to a particular type of food, explain how food choices in the current period might lead to a decline in
inter-temporal efficiency.

5. Based on your own experience and your knowledge of efficiency, discuss whether the government should intervene in
the market for food to influence the choices made by consumers. (This issue will be covered again in Chapter 3 and this
will give you the opportunity to look back at your answer and modify/improve it).
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Activity 1f: Should you go to university?

AsaYear11/12 student, you have probably noticed one of the many advertisements
generated by the large number of universities in operation in Australia. In many
cases, these universities promise their prospective students many benefits. The
advertisements appeal to our inherent desire to achieve our human potential and
the multitude of career opportunities that are available upon graduation.

Each year academics and journalists repeatedly ask ‘Is going to university really
worth it?’ In 1971, only 2% of the population had a tertiary qualification, compared
to nearly 50% today. With increasing numbers of people attending university and
graduating (especially since the deregulation of the industry has led to an increase
in the number of places available), there are potential benefits and costs that
might be considered at the individual level and from the perspective of the whole
economy.

One of the key attractions associated with a university education is that graduates receive, on average, higher salaries
over their lifetime. For example, degrees in Medicine, Dentistry and Economics are usually associated with future
employment in professions where the average income is significantly higher than most. Research conducted by The
OECD has consistently shown that graduate salaries are well above the median for those without degrees and the
scope for promotion and pay rises is enhanced. Another potential ‘non-tangible’ benefit is the personal fulfillment
that comes from a job that is challenging and well-regarded by most in society. Time spent at university may also
lead to the development of meaningful friendships and memorable experiences. The qualification could also reduce
future anxiety because work security is likely to be higher. Research by the Grattan Institute indicates that the average
lifetime earnings can be nearly double for a person with a bachelor degree compared to someone with a Year 12
qualification.

As you will discover in Chapter 3, universities also provide individuals and society with opportunities to innovate
and undertake meaningful research. The knowledge gained is likely to boost productivity in the workplace and lead
to the development of new ways of producing goods and services, such that, over time, the purchasing power of
households increases.

It is rare, however, for university graduates to discuss all of the ‘costs’ that are associated with the extra years of
learning. While at university, most students face very low upfront costs. The price of tuition can be deferred until the
person starts work because the government essentially lends the student the money (usually through the various
HELP schemes). Despite this ability for students to delay the costs until they are earning a salary, the OECD reports
that tutition fees in Australia are some of the highest in the OECD.

How many students consider the opportunity cost of their decision to undertake University education? Whilst
studying, the student gives up the opportunity to engage in full-time paid employment. Over the course of a standard
three-year degree, this will amount to thousands of dollars. There may also be other costs (which are harder to
quantify) such as the stress associated with meeting university deadlines and facing subject material that is initially
difficult to grasp. At the end of the degree, the student ends up with a debt that is likely to be tens of thousands of
dollars and needs to be paid back as soon as the graduate begins to earn an income of $54,435 (the threshold income
for repaying HELP debts). Starting one’s working life with a large debt may inhibit the ability to borrow for other major
purchases, such as a house.

Weighing up the costs and benefits in a rational manner may be difficult. There are no guarantees that the university
qualification will lead to meaningful employmentin one’s chosen profession. In an era with rapid changes in technology
and the introduction of more and more artificial intelligence, it could be argued that in some cases the skills learnt at
university might be redundant by the time a person graduates. Bryan Caplan, author of The Case Against Education,
argues that students learn very little which is of use in the workplace. It does, however, provide a signal to the labour
market of their “intelligence, work ethic and conformity”. He therefore argues that we, as a society, have allowed
universities to become a potential gateway to a good career.

Following this logic, one might also conclude that resources are not being efficiently allocated because similar
outcomes might be achieved through reduced spending on education. The government pays for part of the cost
of university education but allows students to choose what they want to study (as long as they are able to meet
the university criteria). This has, for example, led to an increase in the number of students graduating from law
degrees, far outstripping the demand for law graduates in the labour market. In 2020, the Government announced
that it would restructure the fees for certain courses with decreases in the costs associated with studying nursing and
teaching and increases in fees for courses like law, commerce and the arts.

Questions

1. Define the term opportunity cost, with reference to a relevant example.

2. Identify and explain the opportunity costs that might be associated with a university education.

3. Create a T-table that identifies the potential cost and benefits associated with a university education (be as
creative as you would like).

4. Evaluate the view that spending on certain areas of education may be seen as an inefficient allocation of

resources.

Explain how spending on tertiary education may be associated with an increase in technical efficiency.

Explain how spending on tertiary education may be associated with an increase in dynamic efficiency.

DR
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Activity 1g: Applying opportunity cost in real life is challenging

One way of looking at the concept of opportunity cost is in terms of money .
(or your income). Some students of Economics might have a part-time job and ‘
are therefore likely to be paid by the hour. As you develop financial literacy
skills and learn to manage your own money, remembering the concept of
opportunity cost might be very valuable.

e

A key way to increase your savings (and therefore potentially improve the
balance between consumption today and your ability to consume in the
future) is to record every dollar that you spend. This is recommended in a
book by Vicki Robin called Your Money or Your Life. App developers have
picked up on this idea, so you can now track your spending easily. The strategy
is designed to increase your awareness of the miscellaneous items that you
purchase and which might add up to significant amounts each month.

One suggestion for how you calculate the opportunity cost for each item purchased, is to look at how many hours it
takes you to earn the required amount. For example, if your wage is $10 per hour and you have the option of going to
the movies with friends on a Friday night, where you will spend $40 (you have some snacks etc.), then your night out
takes you four hours to earn enough for the evening. You could then ask yourself whether the sacrifice of four hours
of work is worth a night out with your friends. What is the opportunity cost associated with you going to the movies?

Alternatively, you might decide to forgo the opportunity to attend the movies and work an extra shift (and earn
another $40). What might you be giving up? The obvious answer is the opportunity to hang out with your friends
(and as that time will never be given back, this opportunity is lost forever). You may also consider other benefits
associated with the movie night. You may be excluded from conversations about the shared experience of the movie
and hanging out, the improvement in concentration and enjoyment of life that comes from engaging in recreational
activities and you might suffer from FOMO (fear of missing out). This indicates the difficulties associated with being
a rational economic agent. Should we be making decisions in this way or conclude that life would be much simpler if
we didn’t consider (all of the key elements of) the opportunity cost? Will this new focus on opportunity cost change
your behaviour?

Questions

1. Define what is meant by the term opportunity cost.

2. Explain what the potential opportunity cost might be if one was to spend money on the movies on a Friday
night.

What might be the benefits associated with recording all dollars spent?

Consider all the elements of what is foregone when you decide to stay home and study on a Friday night.
How might the recording of spending behaviour influence inter-temporal efficiency?

o 50

Activity 1h: Shopaholics — opportunity cost and the link to efficiency

Much of the focus of Chapter 1 has been on the concepts of
relative scarcity and choices. As we have seen, each choice we
make usually has a number of consequences. Before any choice
is made, economists might (unrealistically) assume that all of the
consequences (including the opportunity cost) will be rationally
considered.

In the 2009 film, Confessions of a Shopaholic, Isla Fisher plays
Rebecca Bloomwood, a consumer who cannot resist the temptation
associated with buying fashionable clothes. Her behaviour is
compulsive, and one may question whether her approach to
meeting her needs and wants is based on a rational assessment of
the costs and benefits associated with her decisions. This case study
therefore looks at the potential consequences when consumers
don’t understand opportunity cost, or at least don’t apply it to their
purchasing decisions.

When a consumer undertakes any type of spending then there is an opportunity cost. In Rebecca’s case she gives up
the opportunity to save any money which could enhance her future living standards. In fact, her situation is much
worse, because she is drowning in debt. Her credit cards are at their limit, which is very costly given that they typically
have very high rates of interest (many charge 20%). This means that if one looks at the opportunity cost over time,
Rebecca will need to allocate a portion of her future income to the repayment of both debt and the interest costs.
One could therefore argue that her decision to bring forward her purchases to a period where she doesn’t have
sufficient income, results in a high opportunity cost (which she may not fully consider because she cannot visualise
the pain associated with paying off debt). When she does eventually pay back the debt, it is evident that she will need
to forego the purchase of some goods and services.

The story might also enhance our understanding of the concept of inter-temporal efficiency. Rebecca’s decision to
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bring forward her purchase might be an indication that she has not efficiently balanced her consumption today with
her future consumption. Her decision to purchase clothes might boost her wellbeing in the current period, but it
means that some aspects of her future living standards will need to be sacrificed. Over the last 40 years, consumers
have been able to more easily access credit facilities, and this has resulted in exponential growth in debt. If the
debt has been used to purchase consumer items like clothes, then it could be argued that this is inter-temporally
inefficient. The allocation of resources has been skewed towards the current period and may come at the expense of
future levels of individual and collective wellbeing.

The increased consumerism has not only contributed to the accumulation of debt, it could be argued that it is not
sustainable. A wide range of resources are utilised to make and distribute clothing for example. The rapid rate at
which clothes are purchased and then discarded (sometimes referred to as fast fashion) means that there is increased
exploitation of natural resources, increased pollution from production and shipping and an increase in the amount
of waste that must be sent to landfill. In the past, these discarded clothes may have been reused or recycled, but the
flood of used clothing entering the market means that there is no end point for much of it, other than the local tip.

Therefore, the shopaholic not only reduces their own inter-temporal efficiency by consuming excessively and going
into debt, he or she increases the environmental costs, and this is likely to decrease the living standards of future
generations, some of whom are yet to be born.

Questions (responses may be enhanced by watching the film mentioned in the case study)

What might be the opportunity cost associated with a shopping compulsion?

What is meant by the term inter-temporal efficiency?

Why might excessive consumerism be an indicator of inter-temporal inefficiency?

Why might the average consumer fail to consider the opportunity cost when making spending decisions?
How might the fast fashion industry contribute to inter-temporal inefficiency?

PP I

Activity 1i: Business decision making and opportunity cost

When the economic models are discussed in future chapters, there will be an inherent assumption that both the consumer and
the producer behave in a rational manner. For a firm this means that their business decisions are guided by the goal of profit
maximisation. For those who are studying Accounting, profit will be a very familiar term and can be simply stated as the revenue
generated from sales minus the expenses associated with running the business. For example, if you ran a smoothie bar that sold
400 smoothies per day for $6, your revenue would be $2,400 per day (i.e. $6 X 400). The costs of the ingredients, the wages of
your workers and other (overhead) expenses might equal $2,000 per day. Therefore, your profit per day would be $2,400 - $2,000
= $400 per day. The accountant might therefore look at the profit over a period (such as six months) and communicate this
information in the relevant Income Statement.

Economists, however, consider profit in a slightly different way. For economists, profit is calculated as the revenue minus the
economic costs. The economist, like the accountant considers the money used to pay for the resources needed to run the business.
For example, if the business does not own the building from which it operates, it will pay rent. They also pay their workers’ wages
directly. These are referred to as explicit costs — they can be verified with receipts and are paid to non-owners of firm. The firm will
also need to consider its implicit costs. For example, if the smoothie business did own the building from which they operate, they
are sacrificing potential income from renting it out to a third party. This is an opportunity cost. Similarly, the hours of work that the
owner contributes to the business also represents an opportunity cost because they have been unable to earn a salary by working
elsewhere. Therefore, the economic profit is equal to the revenue minus the explicit costs and the implicit costs.

To further illustrate this point, imagine that a young entrepreneur sets up her own Economics tutoring business. At the end of
the first year, she declares that she has made a profit of $60,000. This figure, however, is only based on her accounting expenses.
What she may fail to consider is the $65,000 she could have earned as a graduate teacher. This is her opportunity cost. Based on
this simple case study, it can be concluded that she has made an economic loss of $5,000.

Questions

1. Define the term opportunity cost.

2. Distinguish between the terms implicit and explicit costs.

3. With reference to the concept of opportunity cost, explain how economic profit is calculated.

4. Usethe following financial information to calculate the economic profit (for one week) for the following small lawnmowing

business:
Services provided per week 25
Price charged per service $50
Petrol expenses $500
Advertising expenses $250
Insurance expense $12
Other expenses $18

Additional information: The owner of the business could earn $470 per week working in a local restaurant and the owner has
been offered $50 per week to rent his lawnmower to a friend.

5.Based on the information calculated in Question 4, should the owner continue with their business venture? Should it be
based purely on economic calculations or are there other factors that might be considered?



Economic Fundamentals in Australia (9t ed)

Review Questions 1.6

18

Explain why governments seek to maximise the efficiency of resource allocation.

Distinguish technical efficiency from allocative efficiency.

Distinguish dynamic efficiency from inter-temporal efficiency.

Explain why a more technically efficient allocation of resources can boost allocative efficiency.

Explain why dynamic efficiency is intrinsically linked to the concept of allocative efficiency.

Explain why a more technically efficient allocation of resources may in some instances not lead to the achievement
of allocative efficiency.

Explain why every point on the PPF is considered technically efficient, but only one point on the PPF is considered
allocatively efficient.

Identify some factors that might promote a more efficient allocation of resources.

Explain, with reference to an example, why an increase in allocative efficiency might be associated with a decline
in inter-temporal efficiency.
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Relative scarcity is likely to be caused by:

A growing population

The depletion of non-renewable resources
Infinite needs and wants and finite resources
All of the above

The economic question of what to produce is least likely to be determined in a modern economy like Australia
by:

The buying decisions of consumers

Surveys completed by market researchers

Changes in relative prices

Changes in the availability of key resources

Which of the following outcomes might be inconsistent with Mankiw’s 10 principles of Economics?
A decision by a consumer to burn $10,000

A person considers the opportunity cost associated with learning economics

A country attempts to contain the rapid rise in prices, but this leads to a recession

The central bank prints money causing the general level of prices to rise

Resources are likely to be more scarce if:

There is an increase in the number of people retiring
Output per hour worked increases

Humans make better use of solar resources

There is increased use of recycled products

Which of the following is least likely to be considered a microeconomic investigation?

An investigation into the economic consequences for Australia caused by the war in Ukraine.

A discussion of the consequences of a cut in interest rates for the market for housing

An analysis of the impacts of an increase in excise taxes on the market for cigarettes

An analysis of exchange rate movements on the demand for education by international students.

The opportunity cost associated with building a new link between the Eastern Freeway and the Metropolitan
Ring Road might include:

An increase in the number of deliveries that can be made per hour

A decrease in road congestion

The government no longer being able to fund the employment of more teachers across the country

An increase in the price of oil used to make the freeways.

The opportunity cost associated with dancing all night with your friends might be:
improved dancing ability

the loss of income from working all night instead

fatigue

the need to purchase new shoes
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A country may experience an immediate shift of its production possibility frontier to the left if:
Net migration to Australia is negative

There is an increase in the participation rate

There is a new discovery of oil

There is an increase in the use of artificial intelligence in the production process.

For questions 9, 10 and 11, refer to the following production possibilities for a hypothetical economy producing only
apples and beef (million units per year).
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Productionicombinations Production|of/beef: Production ofiapples
(unitsipenryear-million) (unitsiperiyear-imillion)

If the people of this country value apples twice as much as beef, then the optimal allocation of resources is:
Combination A
Combination C
Combination E
Combination F

If the country decides to increase its production of apples from 1300m units to 1900m units, then the
opportunity cost is:

the production of 600m units of beef

the production of 300m units of beef

the production of Om units of beef

the production of 550m units of beef

If the country experiences a bushfire that results in a fall in production to 500m units of beef and Om units of
apples, then this may create the economic problem of:

allocative inefficiency

unemployment

technical inefficiency

all of the above

Tastes and preferences in an economy change such that more people now prefer avocadoes to to-
matoes. Dynamic efficiency is likely to be evident if:

the government has to introduce a tax on avocadoes

the government introduces new subsidies for those who produce tomatoes

more land is made available for the production of avocadoes in a short period of time

the supermarkets put tomatoes on sale every week

Inter-temporal efficiency is likely to improve if:
a tax is imposed on carbon emissions

the price of an avocado increases

the price of water decreases

the government reduces the excise tax on petrol

Technical efficiency is likely to increase if:

the price of education increases

there is an increase in the level of competition across markets

the government prevents the import of foreign fruit and vegetables
the tax on alcohol is reduced

An increase in the price of all university fees is likely to cause:
a decline in inter-temporal efficiency

a decline in technical efficiency

a decline in dynamic efficiency

all of the above

19



Economic Fundamentals in Australia (9t ed)

20

16.

a)
b)
c)
d)

17.

a)
b)
c)
d)

18.

a)
b)
c)
d)

19.

a)
b)
c)
d)

20.

a)
b)
c)
d)

Which of the following is not a key assumption that economists make when constructing most of their
models?

Economic agents are rational

Consumption of a good is associated with decreasing marginal utility

The relationship between two variables can be better determined by holding all other variables constant
Consumers do the best they can with limited information

Which of the following is not an example of capital resource for your school?
A teacher

An electronic whiteboard

A school building

A teacher’s laptop

Which of the following might cause an economy to operate at a point inside its PPF?
A reduction in tax rates for all income earners

Reduced spending on vocational education and training

An increase in borrowing by households

An increase in export demand

A study of macroeconomics is likely to include:

an analysis of how an increase in income affects the demand for sausages

the degree to which households alter their spending on mobile phones when the exchange rate depreciates
an analysis of the causes of a world-wide recession

an evaluation of the effect of changes in child care subsidies on the market for child-care

Consider a PPF with consumer goods on the y-axis and capital goods on the x axis. Based on this information,
which of the following statements is likely to be untrue?

A movement along the PPF to the right is likely to result in a shift of the PPF to the right in the future.

The citizens could consume at a point beyond the PPF if they borrowed from a neighbouring country

If the economy is operating at a point inside the PPF, there is likely to be unemployed resources.

The most efficient allocation of resources occurs when the economy operates on the x-axis.

Chapter summary

hw

10.

11.

12.

13.

14.

Economics is the study of choices; the factors that influence choice and the consequences of these choices for the
individual and society.

Relative scarcity occurs because the demands on resources are assumed to be infinite but the earth can only provide
limited resources to meet our needs and wants.

A need is a good or service that is essential for human survival.

A want is a good or service that is not necessary for survival, but which adds to the quality of one’s life.

Economists distinguish between three main types of resources that can be used to produce goods and services to
meet the needs and wants of the people on the planet —land or natural resources, labour and capital.

Land or natural resources are those inputs used in the production process that are acquired from the natural world
and which may be used in a relatively unprocessed state or transformed into more elaborate inputs or products.
Labour resources represent the physical and mental effort of humans in the production process.

Capital resources combine a variety of natural resources and are developed by humans (labour) so that the
production process is more efficient.

Microeconomics studies the behaviour of individual economic agents and markets, whereas macroeconomics
studies issues that are related to the whole or larger parts of the economy.

Economists often disagree on a number of issues with regards to human behaviour and how economies will respond
to different events and policies. A summary of the key principles that most economists agree with can be found in
"Mankiw’s Principles’ (Table 1.1).

All economies attempt to answer the three basic economic questions of what to produce, how to produce and for
whom to produce.

The primary way that resources are allocated (and therefore how we answer the key economic questions) in the
Australian economy, is via the market mechanism. This means that resources are used to make the goods and
services that are most desirable for the end consumers.

Whenever a choice is made there is always a cost. The existence of trade-offs means that there will be an opportunity
cost — the value of the next best alternative foregone.

A production possibility curve (frontier) is a simple economic diagram that models the choices available to citizens
of an economy. It shows the combinations of two particular goods or services that could be produced using the
available resources in the most efficient manner.
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15. Opportunity cost can be illustrated using a production possibility frontier. Production of more of one of the goods
involves the sacrifice of some of the other good because the resources are allocated from one area of production
to another.

16. It is impossible for a country to produce at a point outside their PPF in the short term. Over time they may add to
their resource pool through discoveries (which provides the nation with more land resources), improvements in the
quality of resources, immigration (more labour resources), or find ways to use their resources more productively.

17. Any point inside the PPF represents an inefficient allocation of resources, as some resources will be idle. This will
make it impossible to achieve technical and hence allocative efficiency

18. A country can consume at a point outside its PPF through trade or by borrowing.

19. Allocative efficiency is achieved when resources are directed to those goods and services that provide society with
the highest end-use and maximises the benefit to society.

20. Technical efficiency occurs when the society is able to produce the largest volume of goods and services from their
given factors of production. Technical efficiency is a prerequisite for allocative efficiency but does not guarantee that
it will be achieved.

21. Dynamic efficiency can be improved when factors of production can be reallocated quickly following changing eco-
nomic circumstances (such as changes in tastes and preferences)

22. Inter-temporal efficiency focuses on the balance between consumption today and consumption tomorrow. This type
of efficiency looks at the impact of current economic activity on resource depletion, pollution and how savings and
investment decisions made now affect future living standards and wellbeing. It may also be affected by consumption
decisions today that can reduce one’s quality of life in the future.

About Us  How To Use the site Course Notes  Test Yourself  Miscellaneous

ECONOMICSTUTOR Home

The website supporting students of Economics

Economicstutor.com.au has been created by Romeo Salla, an Australian economics educator
and former federal treasury economist. It offers support to students of economics, particularly
those undertaking a secondary economics course in Australia.

Testimonials

‘We use economicstutor as both a place where our students can
consolidate their learning as well as provide them with extension
tasks to develop a greater understanding of individual topics.

How can www.economicstutor.com.au help
students?

Economicstutor.com.au is primarily designed to provide
students with a series of challenging activities/tests that will
take the form of interactive multiple choice question sets of
10 (complete with explanations) and short answer questions
requiring students to ‘fill the gaps’ to reveal model answers
for a typical test/exam questions. Crosswords, video links
and other interactive activities feature throughout the site
and compact course notes are included to support texts and
other teacher resources. In addition, the ‘Contemporary
activities’ section of the site includes new and contemporary
exercises and/or tasks that are designed to both challenge
students and keep them ‘up to date’. The completion of
the exercises and activities contained will help to enhance
student performance in assessment tasks and examinations.

The range of tasks as well and the interactive nature of the
site provide students with an opportunity to engage with the
course outside of the classroom. We have found the site to be
of great assistance in the development of their knowledge and
understanding.’

Chris Williams (Fintona Girls’ School)

‘We subscribed to this site for a number of years and it provided
the Economics teachers and students with lots of excellent
exercises and activities to help them apply their knowledge of
the VCE Economics course. The new look site makes it even easier
to navigate through parts of the course, and the depth and
breadth of the exercises, including the insightful explanations,
proved to be a real support. The ability to project the interactive
multi choice and short answer questions also provides teachers
with the flexibility to change gears and offer fun and challenging
class activities. It comes highly recommended.’

Lou Spanos (fmrly Geelong Grammar School)
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Chapter 2 An introduction to

Microeconomics and the role of markets

2.1 An introduction to microeconomics and the role of markets

This chapter focuses on a well-established model that can be applied to a range of markets. It is used to make predictions
about the effect of changing economic circumstances on prices and quantities sold in product, factor and other markets,
such as the money market and the foreign exchange market. This area of study is referred to as microeconomic analysis,
where microeconomics is the branch of economics that looks at the behaviour of the individual economic agents
(usually households and businesses) that make up the whole economy. In this area of study, we are interested, primarily,
in the motivations of consumers and producers (or suppliers) and how they respond to changing incentives in individual
markets. We are especially interested in the role of relative prices in allocating the scarce resources that were discussed
in Chapter 1. The model discussed in this chapter gives us the opportunity to investigate and to analyse the potential
consequences associated with the changing demand and supply conditions that frequently occurs in markets.

Microeconomics underpins the use of ‘macroeconomic analysis, the study of which follows later in the course. By the
end of the chapter, we will see how the market is the primary mechanism that our economy utilises to answer the three
key questions of what to produce, how to produce and for whom to produce. It therefore has a huge influence on how
scarce resources are allocated.

2.2 Perfectly competitive markets

A market is seen as any type of arrangement (which may or may not
be a physical space) that facilitates exchange between buyers and
sellers. The purchasers of goods and services may be households,
businesses, governments or a range of other economic groups such
as not-for-profit organisations. The suppliers of goods and services
are generally businesses, but in the factor market, households supply
businesses with their labour (this will be explored in more detail in
Chapter 5). In Australia, government bodies also supply a wide range
of goods and services. Buyers and sellers may meet in the same space,
such as a shop, or they may communicate online, either domestically
or internationally. Goods and services are sold in product markets,
while the factors of production (inputs) are sold in factor or resource
markets, such as the labour market. The model developed in this
chapter can also be applied to the money market to determine interest rates, as well as the foreign exchange market to
determine the exchange rate for a nation.

As we saw in Chapter 1 (Box 1.1), when economists develop theories about consumer and producer behaviour, they
often make simplifying assumptions. When undertaking analysis of markets (demand and supply analysis), the model
that will be used is based on the idea that the markets considered are highly competitive. This is a fundamental premise
of the analysis that will be undertaken, and therefore it is important to keep it in mind when considering the information
that follows. The word competition is used frequently in everyday language, especially by businesses, who would like
you to believe that you are getting a good deal. When studying economics, however, the degree of competition is
intrinsically linked to a set of key conditions.

The market structure that forms the basis of demand and supply analysis (to illustrate how the market mechanism
works) is called perfect competition. It can also be referred to as a ‘perfect market’ or a ‘perfectly competitive market’.
The three conditions required for a perfect market are as follows:

e Thereisassumed to be a large number of buyers and sellers such that each economic agent acts independently
in the market. No individual buyer or seller therefore has the market power to influence the price. This leads to
the condition of price taking in the perfectly competitive market.

e |tis assumed that the products being sold in a perfectly competitive market are homogenous, which means
that they are virtually identical and easily substitutable. This encourages the suppliers to offer the products at
the lowest possible price, because this is the main way to attract customers (rather than, for example, being a
better brand).
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e There is ease of exit and entry into this market. There are low set up costs in the industry, which means that if
profit making opportunities exist (for example, because the good or service has increased in popularity), then
new entrants can seek to capture a share of the market, possibly by undercutting the existing suppliers who
may be making very high profits in the short term. These very high profits are referred to in economics as
‘abnormal profits’ or ‘super-normal profits’. [See the Study Tip below for an explanation of how economists
view profits and costs. Economic costs were also considered in Application exercise 1i in Chapter 1.]

In addition, the perfectly competitive market is based on the -
following assumptions (some of which were discussed in Chapter Study tip
1):

‘Economics costs’ have a specific meaning that makes

e Buyers and sellers operate with full information. They are e : :
y P v them quite different to the accounting costs. Economic

aware of what they are buying and selling and are able | ¥ R Vet I oo e e A il
to easily compare prices. Based on this information, they |WE2EEUA LR IR e lEA Claeel i ialile) ek delile Mzl el[Tel]3
costs associated with any investment or production
decision. To illustrate, if a small businesses makes sales
e Resources are mobile and will be reallocated towards those |[esauE:{of0/o/oNeTale BNl = o KXoy AT {0 0/0]0 N7 1 31
accounting cost is 580,000 and a profit of $100,000
is made. However, if the owner could have generated

make fully informed rational choices.

areas of production that generate the greatest benefit.

e Both the buyer and the seller seek to maximise their own |[FLo/oN0lo/oR e aleleleal=N )AL oo Nl @ aTga oY g 1 le e Fe 1]

wellbeing. For the seller this means to maximise profit |l ARUNA LN Rl Ul R LRl Ul RO
g P then the economic cost becomes $180,000 and the

and for the purchaser it means to maximise utility or profit is zero. In this example, economists would say
satisfaction. that the business owner is neither making an economic

.. . . profit nor loss. Instead, it is a normal profit and, ceteris
In a perfectly competitive market, there is generally minimal paribus, is just enough to keep her in the business. If

intervention by the government. If the government intervenes in |RIlEegdlel GRS R L liNeleldaalelNelgey fiaN (e ek Lele)gleleglTe

the market, it distorts the price mechanism and lead to a different |[iaszabUml N Ul R IINC N N R R
industry. When firms make economic profits above

set of relative prices and a change in the way resources are [ g MR R o T ot o e R N
allocated. [Relative prices is an important concept that is defined |RIelST AN 1qe Kool Tel I Te g ale ] Nelgey il (o] YeXelel /2o ]

later in Section 2.9 of this chapter.] The role of government in the \GUAZRUUULNIIIIX
market will be considered in Chapter 3, but for most of this chapter,
the role of the government in influencing the market will generally be ignored.

The conditions for a free and perfectly competitive market are rarely met in the real world. The markets that are often
seen to be the most competitive are those for commodities such as wheat, livestock and minerals like gold and coal.
The share market and the foreign exchange markets are also highly competitive because each seller is relatively small
compared to the size of the market (so they are price takers), the products they sell are almost identical and it is easy to
enter and exit the market.

The fact that the market is based on what might appear to be unrealistic assumptions does not mean that it cannot be
used to analyse less competitive markets. Economists expand on the ideas of the model to make predictions in other
market structures. A monopolist, for example, will be the only seller of a good or service, but it will still consider how
consumers are likely to react to changes in prices.

The behaviour of producers and consumers in a competitive market

In any market, consumers and businesses are assumed to be acting in their own self-interest at all times. The implication
of this assumption is that consumers will want to obtain the amount of the good or service that will maximise their utility
for the lowest possible price. If they are willing to purchase the good or service at a certain price, then they are giving the
suppliers a clear signal that they value the good or service by at least that much. If they obtain the good or service for less
than the maximum they are willing to pay, then they have obtained what is referred to as consumer surplus. Consumer
surplus is therefore the difference between the price the consumer is willing to pay and the market price.

The assumption of profit maximization implies that the seller in a competitive market will try to sell their product at
the highest price possible to maximise their profits (revenue less expenses). If they are able to sell the product at a
price above their minimum selling price (which is linked to their economic costs) then they generate a producer surplus
(the difference between the price the producer is willing to sell the product for and the market price). The price that
is determined in any market is therefore a compromise between how much the consumers are willing to pay for the
product and for how much suppliers are willing to sell the product.

In a perfectly competitive market, product homogeneity ensures that businesses compete against each other by offering
the lowest prices. Consumers also compete against each other to gain access to the scarce products. When there is more
demand for a product than supply, the consumers may bid up the prices which acts as a way to ration the scarce goods.
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Competition also takes place between individuals seeking to obtain the best job or between firms that compete against
each other to gain access to the scarce inputs that are available in the market. Nations, which produce a wide range of
similar goods and services, compete in international markets.

The remainder of this chapter is essentially concerned with an analysis of the market mechanism (or price mechanism)
which describes how the forces of demand and supply determine the relative prices of goods and services, which then
ultimately determine the way our productive resources (e.g. natural, labour and capital) are allocated in the economy.

2.3 The law of demand and the demand curve

As mentioned in the previous section, buyers in any market will generally want to obtain the product at the lowest price
possible and will exchange the amount of money for what they see as equal to, or less than, the value they place on
the product. It is logical therefore that at higher price levels, the demand for most goods and services will decrease.
As the price rises, the opportunity costs associated with purchasing the product will increase, resulting in some buyers
dropping out of the market. In simple terms, the willingness and ability to purchase the good or service diminishes as
prices rise. (We should keep in mind, however, that there are always exceptions to most economic laws, so this will not
be the case for every single good or service).

The law of demand

The law of demand states that there is an inverse relationship between the price (the independent variable) and the
quantity demanded (the dependent variable). This relationship is based on the assumption that all other variables that
could affect the demand for a product are held constant (the ceteris paribus condition discussed in Box 1.1 in Chapter
1). In other words, if we assume that nothing else in the market changes, just the

price, then the quantity demanded will respond to the change in price.

As the price decreases, the quantity demanded increases
As the price increases, the quantity demanded decreases

It could be argued that the law of demand is based on economists’ observations
of human behaviour. As you read each of the following justifications for the law of
demand, it is worth considering the extent to which each factor is relevant in the
context of your own consumption behaviour:

e Asthe price increases some consumers may no longer be able to afford (as
much of) the product because a greater percentage of income is required
for its purchase. Economists commonly refer to this as the ‘income effect’.
They will therefore reduce the quantity purchased or not purchase the product at all.

e Price is generally seen as an obstacle that may deter people from buying a product and an increase in price
may mean that the supplier is now asking for an amount that exceeds what people think the product is worth.
Given that each person is assumed to have an amount they are willing to pay for a good or service (based on its
perceived value to them), it makes sense that at higher prices less will be demanded. More people will drop out
of the market as the price exceeds its perceived value.

e Higher prices may also encourage consumers to look at Study tip
the alternatives that are available in the market. When the
price of one good increases (and it is assumed others do | E oS Rt Pyt e Aaete e R e h e e e
not), consumers will look towards cheaper substitutes, so [Tl N Tg= 101/ 1aleNe] el I i YN sV IAGy e [Taalel Lo )
quantity demanded is likely to fall. Economists commonly

we are talking about the response of the quantity
. . e e fect’ demanded to a change in price, not how changing
refer to this as the ‘substitution effect’. demand affects the prices of goods and services.

Consideration of factors other than price causing

e Many products are subject to diminishing marginal utility. changes in demand will occur in the next section

Diminishing marginal utility (also discussed in Box 1.1 in
Chapter 1) recognises that each additional unit that is
consumed (referred to as the ‘marginal’ unit) will add to a person’s level of satisfaction (i.e. add to their ‘utility’).
However, the benefit received from each additional unit falls with each successive unit consumed. It may still be
a positive experience, but the level of utility (satisfaction) is less for the second unit than the first and so on. In
other words, diminishing marginal utility refers to the idea that each successive item of the product purchased
yields less satisfaction. This affects a consumer’s willingness to pay for a product. If the first apple you consume
yields a certain amount of satisfaction, it would be expected that a second apple consumed straight after that
would yield less satisfaction. Each successive apple will yield even less satisfaction, so the amount you are willing
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to pay for those extra apples tends to decrease. As a result, you will only buy the extra units if the price is
lowered. This links to the second reason why the law of demand makes sense, because each successive unit of
the good consumed is seen to have a lower perceived value for most consumers.

Box 2.1 Thellaw ofidemand in action: ‘House auction’

Attending a house auction is one way to witness the law of demand in
action. There is one unique product available for sale (the house) and
there are generally a number of possible buyers who are interested in
the property. In this environment, the potential buyers will compete
against one another. Bids may start low, with many people willing and
able to pay the amount stated. As the price is bid up, the number of
potential buyers decreases. The person who places the highest bid
may or may not win the auction. They will only get to purchase the
house if their bid is above the vendor’s (seller’s) reserve, the lowest
price that the vendors will accept. Those who have dropped out of the
race have either accepted that the price is above their budget (income
effect) or have decided that the house is not worth the price that has
been reached (beyond their perceived value). There may also be similar
houses (substitutes) nearby which they believe may sell for less. If there
is only one person who is interested in the property or the second
highest bidder doesn’t value it as much as the highest bidder, then the
purchaser may obtain the house for less than what they were willing
to pay (and hence gain some consumer surplus). Thankfully, the real
estate agent is unable to read the mind of the potential buyers.

Constructing a demand curve

There are a range of factors that affect the quantity demanded in any market, but it is difficult to visualise more than two
dimensions. Economists have therefore decided that it makes sense to choose the most important factor that influences
the demand for most goods and services, namely price.

The demand curve shows the relationship between various possible prices for a product and the quantity
that consumers in the market would be willing and able to buy at each of these prices.

This total demand in the market is based upon the total amount demanded by each individual consumer (i.e. the sum
of all individual demand curves). It is important to be aware that demand is based on both the ability and willingness
to purchase. You may want to purchase a new sports car, but unless you have the income to pay for it (and are willing
to sacrifice this income) then it is not relevant for the construction of the demand curve. This is referred to as effective
demand.

Consider the following hypothetical information about the market for green smoothies, represented in a ‘demand
schedule’. Green smoothies have become increasingly popular in the twenty first century as consumers look to replace
their sugary beverages with juices and smashed up (blended drinks of) fruits and vegetables (called smoothies). Table
2.1 shows the number of green smoothies that would be purchased at any given price on any given day in a hypothetical
market. It is clear that the demand for green smoothies follows the law of demand. Lower prices result in an increase
in the quantity demanded and higher prices result in a lower quantity demanded. For example, if the price of green
smoothies increases from $5.00 to $7.00, demand for green smoothies contracts from 60 per day to 20 per day.

able'2.1Demand|/schedule/for gree oothie
Pricel(SAUD)|per500 Qua demanded|/per/da

1.00 140

2.00 120

3.00 100

4.00 80

5.00 60

6.00 40

7.00 20
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The law of demand is represented in a two-dimensional diagram with the price on the vertical (y) axis and the quantity
demanded on the horizontal (x) axis. This is represented in Figure 2.1.

Figure 2.1:
Demand for green smoothies

Price ($)

Expansion of demand
The increase in demand
occurs in response to
a lower price

Contraction of demand
The decrease in demand

occurs in response to
a higher price -
! onere Demand

20 40 60 80 100 120 140
Quantity

It is important to note that when the price of the product changes, there will be a movement along the demand curve.
When prices increase, demand generally contracts (moves left along the demand curve). When prices fall, demand
usually expands (moves right along the demand curve).

The difference between a movement along and a shift of the demand curve

Economists distinguish between a movement along the demand curve and a shift of the demand curve. In both cases the
demand for a good or service will change, but the reasons for the change differ. A movement along the curve is due to a
change in the good or service’s own price. A movement along the demand curve to the left (a contraction) is caused by
an increase in the price of the relevant good or service. A movement along the demand curve to the right (an expansion)
is caused by a decrease in the price. A shift of the entire demand curve will occur when one of the other factors of
demand (i.e. not price) have changed, resulting in either an increase or decrease in the quantity demanded at any given
price. This essentially means that the previous demand curve is no longer relevant for the new set of circumstances.
These demand factors are explored in Section 2.4.

Review cuestions Z.d. = 2.8

1. What are the conditions for a perfectly competitive market? How might these conditions influence the degree of
competitiveness in the market?

2. Provide three examples of markets where you have been involved in the exchange of a good or service in the last
month and discuss whether ‘price’ was a motivating factor behind the purchase.

3. Explain how consumers might compete against each other in a competitive market. Give an example from your
own experience.

4. State the law of demand. With reference to the income and substitution effects, explain why the law of demand is

a good explanation of human behaviour when faced with changing prices.

Distinguish between a movement along the demand curve and a shift of the demand curve.

Describe how the equilibrium price is achieved at an auction and link your response to the law of demand.

7. With reference to a snack you like to eat after school, explain what is meant by the concept of diminishing marginal
utility.

8. Explain the link between diminishing marginal utility and the law of demand.
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2.4 Non-price factors that affect demand

The demand curve depicts the relationship between price and its impact on the quantity demanded for a particular
good or service. Other (non-price) factors that may affect the quantity demanded are held constant (ceteris paribus).
However, changes in these non-price factors do occur, and such changes will cause the demand curve to shift — this
effectively means that a new demand curve will now be relevant.

If the demand curve shifts to the right, this means that for each given price there is a greater quantity demanded, which
is commonly expressed as an increase in demand. A shift of the demand curve to the left means that for each given price
there is a lower quantity demanded, which is commonly expressed as a decrease in demand. The non-price demand
factors that students need to learn as part of the VCE Economics course are explored below.

Disposable income

Disposable income is defined as the rewards received by households from their direct contribution (from working)
and indirect contribution (from the provision of land or capital) to the production process, plus government transfers
less direct (income) taxes. This represents the total amount that consumers have to spend on goods and services.
Disposable income could increase, for example, when a person gets a pay increase, the government cuts individual
income tax rates or when a household receives dividends or makes capital gains from buying or selling assets. During
periods of strong economic growth, there will also tend to be a lower unemployment level and hence the disposable
income earned across the country will also tend to rise (wages and salaries are in most cases going to be higher than the
income received from government benefits).

Disposable income

Factor income

[e.g. wages for contibuting labour]

+
government transfers

direct (income) taxes
on factor income

An increase in disposable income is generally associated with an
increase in the demand for normal goods. This will shift the demand Study tip
curve to the right, as consumers may be willing and able to purchase

a greater quantity at any given price. A normal good is therefore |WiFEF o olelatelIateXe iyl le N N A=A e [T L Xtel A Tl gl

defined as one where consumption of the good increases when an d/SCFZt_fO"G%Ii"C.C’me- /fLCO"?e ;GX_ /Z_CfZGSG;SdWi”
income increases. ecrease disposable income ut Ift e Inaiviaual aoes

not have savings, interest rate increases won’t affect

disposable income. This is because the individual will
An increase in disposable income is likely to have a negative effect |JNEL7RUIIL TGN LIRS ffelu R igee gl

. . . to the production process. However, changes in interest
on the demand for inferior goods. Goods that are often considered T St i e

inferior include second-hand clothes, generic (‘homebrand’ or no- | e o) (s Rt M e V2 Lo R M e e ) gt
name) products sold in supermarkets and travel by bus. As income Zaf«‘-’& }?figfegonafly;tncome isa meZSWE of how mUd;
. . . . ouseholds have left over to spend on non-essentia
increases, consumers may choose to substitute away from |nfer|9r ftems after their core expenses have been paid.

goods and towards new clothes, branded products or purchase their

own mode of transport.

With reference to green smoothies, if the government granted an income tax cut to all workers, disposable income
across the country would tend to increase. Some of these workers may choose to spend their increased income on green
smoothies, (assuming at this stage that the price remained the same). Not all people with the extra disposable income
will purchase more green smoothies but it is reasonable to expect that some of them will. Therefore, the overall demand
for green smoothies would increase and more would be demanded at each price level.
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This would be represented by a shift of the demand curve to the right and the demand information might change as
shown in Table 2.2 below.

able Demandischedulefor gree oothie
Pricel(SAUD) per/500 Qua demanded Qua demanded pe
periday (D day/afte ome ta D
1.00 140 150
2.00 120 130
3.00 100 110
4.00 80 90
5.00 60 70
6.00 40 50
7.00 20 30
Figure 2.2:

Demand for green smoothies [Shift of demand curve]

Price ($)

20 40 60 70 80 100 120 140
Quantity

Figure 2.2 shows how a personal income tax cut affects the demand for green smoothies. For example, at a price of
$5.00 the demand has increased by 10 drinks per day, from 60 to 70. This increase in quantity demanded occurs at every
other price, which is why the demand curve has shifted to the right in a parallel fashion. The tax cut in this case is likely
to result in an extra 10 green smoothies being demanded per day as some of the extra disposable income has been
allocated to the consumption of green smoothies. People who like them might be buying more or those who could not
afford them before the tax cut may now feel that it is within their budget. It is important to note that we can’t yet predict
how many smoothies will actually be sold, as this will depend on the supply conditions in the market at the time, which
will be considered in the next section.

Interest rates and other factors affecting discretionary income

Interest rates represent the reward for lending (saving) or the cost of borrowing, expressed as a percentage of the
principal (the amount lent or borrowed). Increases in interest rates are likely to have the greatest impact on the
behaviour of those who are indebted. Most home loans in Australia are usually offered with variable interest rates,
which means that the banks can adjust the interest rate payable in line with changing economic circumstances (usually,
but not always when the RBA changes the cash rate). An increase in interest rates will mean that indebted households
(and businesses) will have less ‘discretionary income’ after paying interest. This is likely to result in a decrease in demand
and a shift to the left of the demand curve for many goods and services (especially non-essential items). In this case, less
will be purchased at each price. In the case of retirees, a fall in interest rates might result in a decrease in their disposable
(and discretionary income) as the interest earned on their savings will be lower.
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There are a number of other ways (called transmission channels) that changes in interest rates can affect the demand
for goods and services. These will be discussed in more detail as part of the analysis of monetary policy in Chapter 9.

When using the term discretionary income, economists are referring to the amount of disposable income that is left over
(or available) after households have paid their essential bills. The word ‘discretionary’ indicates that there is some degree
of choice involved for households. Therefore, spending on such non-essential items is often classified as ‘discretionary
spending’. For example, between 2021 and 2022 the price of petrol increased by approximately 40 to 50 cents per litre
(due in part, to the Russian invasion of Ukraine). For some motorists, this represented a significant decrease in their
discretionary income. The Federal Government responded by temporarily halving the excise tax on petrol, helping to
quickly increase the discretionary income of those who had little choice but to keep driving. While their disposable
income (income received after income tax) may not have changed, the increase in the petrol price meant they had less
to spend on non-essential items.

Other key bills paid by households that would also influence discretionary income, in addition to interest on mortgages
and fuel costs, may include utility bills such as gas, electricity and
water, rates and rent (for those who do not live in a home they own).

The price of substitutes

A substitute is a viable good or service that may be used instead of
the product in question. From the consumer’s perspective, this means
that substitutes provide the user with a similar experience or fulfil
a similar need. Remember that one of the reasons for the demand
curve being downward sloping is that when the price increases, it is
assumed that some customers will switch to cheaper alternatives.
If a substitute becomes cheaper, and the price of the good we are
analysing doesn’t change, then it is assumed that demand for the
original good will decrease, resulting in a shift of the demand curve to
the left as consumers substitute into the relatively cheaper good. For example, tea and coffee might be seen as viable
substitutes by some customers. An increase in the price of tea might therefore encourage some consumers to increase
their demand for coffee, resulting in a shift of the demand curve to coffee to the right.

You will find substitutes in most product categories and whenever there is a change in the price of one of these products
it will have implications for another. Some may see Fuji and Pink Lady apples as substitutes (or apples and pears). For
those who prefer sugary drinks, Coke and Pepsi are substitutes, and when seeking out new trainers one might see Adidas
and Nike as viable substitutes.

The price of complements

Complementary products are generally consumed together but are usually sold separately. Therefore an increase in
the price of a complementary good might be viewed by the consumer as an increase in the price of the combined
experience for both goods. The resurgence of vinyl (records) in the 2010s surprised many analysts, especially those in
Australia who had closed down all the vinyl factories. As the price of record players continued to decrease (due to being
able to produce larger volumes), this helped to generate extra demand for records. Similarly, if the price of records was
to decrease, then more people may be tempted to purchase this form of media and they would need a record player to
play the records. Therefore, if vinyl records get cheaper (which may happen if the producers are able to manufacture
on a larger scale), then demand for records would expand and the demand for the record players might increase. In the
last two years, the price of records has actually increased, which suggests that there might be a decrease in the demand
for record players.

Complementary products also highlight how markets can be interdependent. For example, the increase in the price
of petrol since 2022, if prolonged, will lead to a decrease in the demand for traditional (petrol/diesel driven) motor
vehicles and an increase in the demand for either fuel efficient vehicles (e.g. smaller vehicles) or those powered by more
renewable energy sources (e.g. electric vehicles), or even an increased demand for public transport.

Preferences and tastes

Demand may be affected by an individual’s tastes, attitudes and preferences towards each good or service. In recent
times, greater media attention has been paid to the effect of diet on one’s health. This has influenced many people
to increase their consumption of green smoothies (as discussed earlier). Knowledge of the product’s detoxification
properties, for example, could influence tastes and preferences. As a result, the demand curve for green smoothies is
likely to have shifted to the right over time and more smoothies have been demanded at each price point.
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As mentioned in the section on complementary goods, the recent (and somewhat surprising) resurgence of vinyl as a
musical source has been driven by people who prefer analogue recordings to the perceived coldness of digital audio.
Commentators have also suggested that the movement back
towards analogue products is a rejection of technological
advancement, while others have called it a "hipster fad’. Either
way, consumers’ tastes have been affected, and the demand
curve for records has shifted to the right. This has occurred
despite the fact that vinyl records are often twice as expensive
as the equivalent CD and significantly more expensive than
streaming services such as Spotify.

Recent research highlighted the increasing role of influencers
in affecting the tastes and preferences of consumers and hence
their buying behaviour. People post reviews, warnings and
provide advice on when to use certain products. If a post goes
viral, then it could have a significant impact on the demand for
a product.

When performance artists tour Australia, their music sales

(both digitally and in physical form) tend to increase. Consumers are exposed to the music of the performer and the
performer may become more fashionable. Going to see a music concert can influence the way the consumer considers
and appreciates the music. The death of an artist also tends to have a positive effect on the demand for their art.
Advertising is also designed to heavily influence tastes and preferences. Successful advertising campaigns can result in a
significant shift in the demand curve to the right and could negatively impact the demand for substitute goods.

Population growth and demographic change

A growing population will generally need more goods and services, so it is not surprising that the production of goods
and services will usually increase every year given that in most years Australia’s population continues to grow. This is one
reason why businesses often encourage governments to increase or at least maintain their high immigration targets. It
has also been argued that Australia’s relatively high immigration targets have contributed to the on-going increase in
house prices as the demand for houses at each price point has increased.

The demographics of the population may also affect the range of goods and services that are sold in the market. Australia
has an ageing population (an increasing percentage of the population are over 65) because there were more births
per woman in the years between 1945 and 1965. The large increase in population at that time is referred to as the
baby boomer generation. People from this generation are living longer, which means that demand for certain products
increases, such as healthcare and aged care. Demand for retirement village living has also increased, with many projects
selling out in a short period of time. The disproportionate number of people in this generation may skew production
towards the types of goods and services that this group prefers.

A mini-baby boom that occurred in the early part of the 21st century may have contributed to the growing market for
infant-related products and also created extra demand for child-care and education professionals. While 2020 saw a
dramatic decrease in the fertility rate, with 1.58 births per woman being recorded, governments have responded with
initiatives that are designed to boost population and participation in recent budgets. This includes the further increase
in child-care subsidies and more generous paid parental leave arrangements, as announced in the 2022-23 Budget (see
Chapter 10) which should once again boost demand for products in the relevant industries.

Consumer confidence (sentiment)

Consumer sentiment (also called ‘consumer confidence’) is a measure of households’ general expectations about
the future state of the economy. Consumers’ expectations may affect their marginal propensity to consume (which in
turn affects their willingness to save) and their willingness to take on new debt. The marginal propensity to consume
measures the change in consumption that would result from a one dollar increase in income. If consumers feel secure
about their future employment opportunities, for example, they may be more willing to bring forward purchases and go
into debt to purchase items. As a result, when consumer confidence is high, the marginal propensity to consume might
increase. This means that for every extra dollar received, consumers may spend a greater percentage of it. This would
particularly affect the purchase of discretionary items such as a new car or a holiday. When confidence is high this is
often reflected in a low savings rate across the macroeconomy. During the early stages of the COVID-19 pandemic in
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2020, consumer confidence fell to its lowest level in over thirty years. This

was associated with an increase in the savings rate from approximately
5% in the March quarter of 2020 to just under 20% in the June quarter of

2020. After that significant collapse, confidence returned to higher levels & “/fc// ﬁ,;, %
i ) N W ey,
as concern about the pandemic waned and the economy recovered (with @\\\\\\\\\\\ ”///0/4/ </,«5’/[§){,§ ,,%
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Overall, consumer confidence can be affected by a wide range of factors,
including the unemployment rate and policy decisions of governments
(as highlighted above), as well as changes in household wealth positions
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economic conditions, climatic factors (such as the floods and bushfires Siruarig ”*MUNIGIPHHHIS
affecting Australia during 2022) and decisions made in the rest of the [CONOMIG

world. For example, Russia’s invasion of Ukraine and supply chain

disruptions due to lockdowns in China in 2022, caused an increase in economic uncertainty across the globe. This
resulted in a similar decrease in consumer sentiment which influenced the savings rate in Australia to increase from
14% to 18%. In addition, the ‘cost of living crisis’ that afflicted Australia from late 2022 and into 2024, as inflation has
persisted at above desirable rates, has also seen historically low consumer sentiment.

Review cuestions 2.4

hw

10.

11.
12.

Distinguish between a normal good and an inferior good. List ten goods or services you have purchased recently and
explain whether you would classify them as normal or inferior goods.

Explain what is meant by the term ‘disposable income’. Identify and explain three factors that might contribute to
an increase in disposable income.

Explain why some indebted households might be sensitive to changes in Australian interest rates.

Distinguish between ‘disposable income’ and ‘discretionary income’.

Explain how an increase in disposable income or discretionary income will affect the position of the demand curve
for laptop computers.

Identify two goods that would be considered viable substitutes for one another. Explain how an increase in the price
of one would affect the demand curve of the other.

Identify two goods that would be considered complementary and discuss how an increase in the price of one would
affect the demand curve of the other.

With reference to three specific products, identify and explain two factors that could influence the tastes and
preferences and hence the demand curve for each good or service.

Explain how the closure of Australia’s borders between 2020 and 2021 might affect the demand curve for specific
goods or services.

Identify and explain how two industries may be affected by the ageing of the Australian population. Illustrate your
answer with a diagram showing the shift in the demand curve.

Identify two factors that could cause consumer sentiment (confidence) to decrease.

Explain how a change in consumer sentiment can affect the marginal propensity to consume and the demand curve
for a range of goods and services. Give specific examples.
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Activity 2a: Analysing demand

Complete the following table. For each of the markets: %)

1. Identify the impact on the demand curve. Choose from the following options:
e Expansion of demand (movement along the curve to the right) N @
e Contraction of demand (movement along the curve to the left)
¢ Increased demand (the curve shifts right)
e Decreased demand (the curve shifts left)

2. ldentify the relevant demand factor (price or non-price).

The first one has been done for you.

%8

ar;
ity

Necesgif i

luyer Bu,
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Relevant market Change in economic circumstances Impact on demand Relevant demand factor

(expansion, contraction,
increase or decrease)

Milk An increase in the price of milk Contraction of demand | Change in price of the
good itself

Tickets to a BTS An announcement that this will be

concert their last concert (ever)

Sennheiser An increase in the price of Sony

headphones headphones

Ice cream An extended period of cold
weather

Calculators The technology stores have a price
war

Electric vehicles An extended period of high petrol
prices

Organic oranges An increase in the price of organic
apples

Childcare services A decrease in the birth rate to
record lows

Houses An increase in interest rates

Cinema tickets The Federal Government
decreases income tax rates

Weet Bix An increase in the price of almond
milk

Activity 2b: The market for bubble tea

It might seem odd to some, but people are sometimes willing to queue for up
to 30 minutes to purchase a large cup of bubble tea. Students might even try
to order bubble tea to get through their afternoon classes. In fact, worldwide
demand is surging. Bubble tea is a drink made from different types of tea, milk,
ice and tapioca pearls (an extract from the cassava plant of South America).
In some sections of the market, the quality of bubble tea is measured by how
much Q power lurks in the tapioca pearls — which refers to the right amount
of ‘toothiness’. The right level of Q factor can have a significant impact on the
demand for the product.

Changes in tastes and preferences

The growth of the bubble tea market is intrinsically linked to changes in tastes and fashion, as one of the many
microeconomic factors influencing demand. Green and Black tea have been linked to improved cognitive function,
reduced inflammation and in some cases, weight loss. Office workers and students looking for an afternoon ‘pick me
up’ may turn to the drink as a viable alternative to coffee.

The bubble tea market has been able to expand as the sellers find ways to appeal to a wider range of tastes. Suppliers
have been able to modify their drinks such that there is now a wide range of flavours, some which are sugary sweet,
while others cater for the lactose intolerant consumer. Suppliers are also increasingly aware of the link between
sugary drinks and preventable diseases, such as obesity and diabetes, which has resulted in an increase in the use
of alternative sweeteners, such as agave and stevia. To appeal to a wider consumer audience, and therefore boost
demand, suppliers have also tried to differentiate their products by using organic ingredients. Extensive research
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is being undertaken by major franchisers to find inventive ways to expand their offerings of low-glycaemic index
versions to continually broaden the size of the market.

Complementing the experience

Another factor which has driven the growth of bubble tea demand around the world has been the link between sales
and the café culture. In much the same way that people like to enjoy a cup of coffee in a café setting with friends
and family, bubble tea sales have increased as cafes offer this as part of their range of products. While in the café,
consumers typically purchase other products (such as cakes or biscuits), so it is in the café’s best interest to offer
bubble tea as one of its drink options. Starbucks, for example, has tried to jump on the bubble tea bandwagon and
has added a ‘Raspberry Milk Tea’ to its range of offerings (although the key ingredient, tapioca pearls, is missing at
this stage).

Competition and prices

The increase in demand has brought with it an increase in competition. In most markets, greater levels of competition
should lead to lower prices which will induce an expansion along the demand curve as the lower price makes it
more affordable for some and encourage others to consume bubble tea instead of the relatively more expensive
alternatives.

Questions

1. Explain how, in the market for bubble tea, tastes and preference have changed and describe the impact on
the demand curve for bubble tea.

2. Define the law of demand.

3. Distinguish between a movement along the demand curve and a shift of the demand curve.

4. Explain why falling prices for bubble tea results in an expansion along the demand curve for bubble tea. In
your answer, refer to income and substitution effects.

5. Explain why an increased demand for bubble tea at cafes can increase the demand for cakes and biscuits.

6. Outline why an increase in competition within the market for bubble tea exerts downward pressure on the
price of bubble tea.

2.5 The law of supply and the supply curve

While a higher price may act as a deterrent to the consumer, it tends to have a positive influence on the incentives of
the supplier. Each unit sold represents an increase in their revenue (which is equal to the price multiplied by the quantity
for each product sold). A higher market price is therefore likely to make the supply of the particular product more
profitable. Assume, for example, a farmer can use their land to grow a range of crops, but they have decided to focus on
the production of strawberries. An increase in the price of strawberries in the market (which could be driven by a change
in tastes and fashion in the market) would tend to encourage this farmer, and possibly other farmers, to increase their
supply of strawberries in the market. They might be able to achieve this by using up more of their available land (which
may have been used to grow raspberries, for example) or by increasing productivity. They recognise more profits are
likely to be made from strawberries than any alternative use of the land. As a result, the opportunity cost of producing
a product that is not strawberries has increased.

In addition, a higher output level might be associated with higher per unit costs of production. When the volume of
production increases beyond a certain point, the firm’s capital resources may become crowded. The production facility
becomes stretched, bottlenecks start to appear and efficiency declines. As a consequence, the costs associated with
each additional unit of production start to rise so the prices needed to cover the costs also increase. To encourage an
increase in supply, the supplier needs to receive a higher price per unit.

Law of Supply

The law of supply indicates that there is an positive relationship between the price (the independent variable) and the
quantity supplied (the dependent variable).

As the price increases, the quantity supplied increases
As the price decreases, the quantity supplied decreases

It could be argued that the law of supply is an accurate description of business behaviour because:

e a higher price received for the product represents an increase in revenue for the supplier (assuming all else
remains constant);

e ahigher price increases the opportunity cost of using resources to supply an alternative product; and

e toincrease production, the cost per unit might increase (i.e. in this model, the marginal cost is assumed to rise).

33



Economic Fundamentals in Australia (9t ed)

34

As part of our basic microeconomic model, we have intrinsically assumed that the business operates to maximise its
profits. Therefore we assume that businesses will prefer to sell products at a higher price which means that they are
incentivised to increase their supply in response to a higher price.

It is useful to think about supply in terms of what prices will be required to encourage producers to supply the market
with a given quantity. At the very minimum they need to cover their economic costs. There are a range of factors that
affect the quantity supplied in any market, but it is assumed that these are held constant (ceteris paribus) for each of the
different price levels when the supply curve is constructed.

Constructing a supply curve

Table 2.3 shows the number of green smoothies that would be supplied at any given price in our hypothetical market. It
is clear that the supply for green smoothies follows the law of supply. Lower prices decrease the quantity supplied and
when price increases from $1 to $2, supply expands from 50 per day to 60 per day. Like the demand curve, the supply
curve can be represented in a two-dimensional diagram with price on the vertical axis and quantity supplied on the
horizontal axis. This is represented on the supply curve in Figure 2.3.

Table}2.3!Supply/scheduleifor/greenismoothies

Pricel(SAUD) per500/ml Quantity/supplied/perday

Figure 2.3:
Supply of green smoothies

Price ($)

Supply

Contraction of supply
The decrease in supply
occurs in response to

6 a lower price

Expansion of supply
The increase in supply
5 occurs in response to
— a higher price

Quantity

The difference between a movement along and a shift of the supply curve

In a similar way to the demand curve, it is also necessary to be able to distinguish between a movement along the supply
curve and a shift of the supply curve. In both cases the supply of a good or service will change, but the reasons for the
change are different. A movement along the supply curve occurs when the product’s price changes and this causes the
quantity supplied to change. A movement along the supply curve to the left (a contraction) is caused by a decrease in
the price of the good or service itself. A movement along the supply curve to the right (an expansion) is caused by an
increase in the price. This can be seen when the price of green smoothies shown in Table 2.3 above increases from $4.00
to $5.00 - the supply will expand from 80 to 90.
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A shift of the entire supply curve will occur when one of the other factors of supply have changed (i.e. not price), and,
therefore, at any given price there is either an increase or decrease in the quantity supplied. If the supply curve shifts to
the right, this is described as an increase in supply. If the supply curve shifts to the left, this is described as a decrease
in supply.

2.6 Non-price factors that affect supply

There are a range of factors that will cause the supply curve to shift. When the supply curve is constructed, it is assumed
that each of these supply factors (other than price) is held constant (the ceteris paribus conditions). Whenever one or
more of them change, the position of the supply curve will change and a whole new supply curve is created.

A change in a factor of supply (also called a supply factor) will cause a shift in the supply curve. If a supply factor causes
supply to increase, the supply curve will shift to the right. If a supply
factor causes supply to decrease, the supply curve will shift to the

left. Study tip

We have already examined the relationship between price and ||NAZudRig7ldeRINe I Ie Aol ERT IR (1) lele el e 1) (R (0
the left of the supply curve, it can be useful to assume
that quantities remain unchanged and then ask the

supply in the previous section, where higher prices indicated that
more profit can potentially be made by allocating more resources (IRt Ne s te 2L A oAl [ et YR ) T e
to production, which prompted a movement up along the supply | NEeRe el [N 1K1 Y221} lle Lol s ol gnlelV] o]g

. ; ) : '
curve as existing producers supplied more to the market. However, ([ Ao J L E R
quantity level or else the supplier will no longer be

the willingness of producers to supply goods to a market (in the first willing to supply. Consequently, this causes the whole
instance) will ultimately depend on the expectations of profit (i.e. \\ QU4 AL g 1453

profitability) at any given price. For example, in the case of green
smoothies, once producers of other products (or entrepreneurs
more generally) believe that makers of green smoothies are making large profits, they will allocate productive resources
to their production. This increases the number of sellers/producers in the market and necessarily results in more supply
at every given price — shifting the supply curve to the right. This is how an increase in competition, or competitive
pressures (which is covered in detail in Chapter 3), can lead to a reduction in prices. Of course, the actual or perceived
profitability related to any product must also depend on actual or perceived changes in the costs of production. So if the
price of a product remains unchanged over any given period, and the per unit costs of production fall, then by definition
the profit from selling each unit will rise and producers will be willing to supply more to the market -i.e. the supply curve
will shift to the right. The non-price supply factors that students need to learn as part of the VCE Economics course are
explored below.

Changes in the costs of production

Each good and service that is produced in the economy requires resources, which are often referred to as the factors
of production (i.e. land, labour and capital). The position of a firm’s supply curve will depend on the costs involved in
making a good or service as this will influence the price the producer is willing to accept in return for the good.

Referring back to the market for green smoothies, there are a number of resources that are needed to create the end
product. The drink may be made from spinach, kale and something like an apple to provide the sweetness needed to
entice many customers to consider the drink. A shortage of kale,
for example, could result in its price increasing, leading to a higher
cost of production for the smoothie supplier. Similarly, if the price of
petrol increased then each smoothie would cost more to make as ([F5#8 of the biggest challenges faced by students
it would cost more to transport the ingredients to the store. If the |G il R e)e R Lo A =3 AN (o g A He G [1el) (A )
owner of the building charged higher rent to the smoothie business, || UEaEIAREIENe Ryl Ul A ORI el RS
then the smoothie producer’s costs of production would increase. sense because most of us are consumers, but few of

Study tip

us own businesses. Therefore, it is recommended when
As a result, the supply will decrease at each given price, which is ([Tl Tl NG e el AT Lot Lol B=1=) S do ML= AN T2 [V =23 o))

represented by a shift to the left of the supply curve. In other words, |[AZERLN IO el Ne RN (/IR TR e T8

. . - - Ask yourself how the change in a relevant factor will
the higher costs of production reduce the willingness and/or ability inﬂu)e/*nce thj;ir willingness a%d ability to supp)/cy (at each

of the retailer to supply at a given price. Refer to Box 2.2 for further (e elata=Nelell s NI AR e i ieN It N it e Xe e Lo )Ar
information about the common costs that can affect the supply (LS ZIEEII A LIRSl LR IRC LR

curve of most businesses.
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Box:2.2 Common costsiofiproduction

The common costs of production faced by businesses include the
following:

e Wages/Salaries and other on-costs such as superannuation and
WorkCover premiums

Rent and property expenses

Interest on loans and overdraft facilities

Utility bills such as electricity, water, telephone/internet and gas
Delivery costs

The cost of technology

The rate of depreciation of assets

The cost of raw materials used in the production process

Financial and insurance services

The level of government assistance or taxes and charges

The value of the SAUD affects the cost of using imported components in the production process

Technological change and productivity growth

New technology is usually associated with an increase in productivity. Productivity measures the output per unit of input.
One measure of productivity is labour productivity, which is measured by the total output (the volume of production) for
each hour that is worked. The introduction of new and more advanced capital in the production process may result in a
greater volume of goods and services produced for each hour worked. If the price of the resources used (such as labour)
remains constant, this should result in a decrease in the cost per unit of output. Higher levels of productivity would
therefore enable the supplier to supply more at each price level.

With reference to the market for smoothies, the introduction of
robots in the production process could result in a reduction in the
costs of production for the supplier (especially in the long run). :
With robots taking the orders, the additional costs associated with | RN IE Rl AL SR

X respective curves shift right, and when they decrease,
each order would decrease because the robots would not require |y Sy N S s f e Al R e Al

compensation for each hour worked curves up or down.

Study tip

New technology could also, over time, reduce the cost of operating a smoothie business. Electricity costs could decrease
as solar technology improves and new technology could be introduced in the agricultural sector that increases the
productivity of land. This could increase the supply of kale such that the supply of smoothies could increase. Therefore,
technological improvement is likely to result in an increase in productivity and lower the costs of production, resulting in
an increased supply at all price points (shifting the supply curve to the right).

Climatic conditions and other disruptions

Most goods and services rely upon nature for the provision of the raw materials required, either directly or indirectly.
Some agricultural products are heavily dependent upon favourable climatic conditions. A drought, for example, reduces
the availability of a key resource in the production process (i.e. water). This would decrease the availability of key
resources in the production of green smoothies such as kale and spinach. This may push up their prices in the market,
raising the cost of production. In some extreme circumstances, the smoothie operator may not be able to purchase as
much kale as they need to meet demand, reducing the market supply of this offering.

Climate scientists predict that, as climate change worsens, there will be an increase in the occurrence of erratic weather
patterns that cause disruptions to supply. Suppliers in regions affected by floods and bushfires have been significantly
affected in the past and this has, in some cases, reduced supply to zero. For example, as a result of the extreme bushfires
and floods over recent years, many businesses were completely destroyed and unable to supply any goods or services to
the market. For example, the floods in eastern Australia over 2022 completely destroyed a number of fruit and vegetable
crops in Queensland and NSW, causing farmers’ costs to rise and prices to increase significantly.

Human actions and government intervention can also cause supply-side shocks. For example, acts of terrorism have
disrupted transport infrastructure and added to costs for the airline and tourism industries. The Russian invasion of
Ukraine caused significant supply shock disruptions in the markets for products like natural gas, oil, wheat, and other
commodities. Further, state and federal government responses to the coronavirus pandemic led to significant disruptions
to supply. An extensive number of businesses were unable to legally supply their goods or services due to lockdowns and
other government-imposed restraints on trade. For example, the supply of haircuts, gym services, lawn mowing services
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and restaurant meals effectively disappeared. In 2022, lockdowns in Shanghai made it difficult for some residents to
access basic necessities like food and medicine due to a lack of supply.

Number of suppliers

In a competitive market, firms may be able to make supernormal (excessive profits) in the short run. Given that entry
and exit to the market is relatively easy in a perfectly competitive market, the high profits would incentivise new firms
to enter the market. When there are more firms offering goods/services in the market then the supply will increase. This
causes the supply curve to shift to the right. This might not be possible in the short run because resources might need
to be purchased and the businesses would have to hire new staff. In the long run, however, the entry of new firms is
possible because all resources can be moved from one area of production to another. In contrast, if firms in the industry
are making a loss, then some firms may choose to leave the market and search for alternative uses of their resources
that are more profitable. When firms leave an industry the supply curve will shift to the left.

Activity 2c: Analysing supply
Complete the following table. For each of the markets:

1. Identify the impact on supply. Choose from the following options:
e Expansion of supply (movement along the curve to the right)
e  Contraction of supply (movement along the curve to the left)
e Increased supply (the curve shifts right)
e Decreased supply (the curve shifts left)

2. Identify the relevant supply factor (price or non-price).

The first one has been done for you.

Relevant market Change in economic circumstances Impact on supply Relevant supply factor

(expansion, contraction,
increase or decrease)

Eggs Disease affecting poultry Decrease Climatic and other
Tickets to the AFL An increase in ticket prices
Grand Final

Bottle of kombucha A drought

Guitars An increase in the price of wood

Mini Cooper Vehicles | Anincrease in labour productivity in
the factory

Haircuts People are replaced by robots in the
hairdressing industry

Coffee A frost in Brazil

Lawn mowing ser- An increase in the profitability of

vices providing this service

Economists’ services | An increase in the HECS fees required
to study Economics at university

Petrol The invasion of Ukraine by Russia

Airline flights Introduction of fuel saving technology

To illustrate how these factors may cause the supply curve to shift, we will continue with the example of green smoothies.
Let’s assume that the costs of production fall by an average of $1 per smoothie, perhaps because of lower raw material
costs (e.g. cheaper fruit ingredients) or improvements in technology (cheaper and more efficient blenders). Table 2.4
below indicates that the suppliers will be willing to increase their supply of smoothies to the market at every price level.
Alternatively, it means that for any given quantity of smoothies it produces, the producer is willing to supply them at a
lower price (i.e. $1 less per smoothie). On this basis, the supply schedule will change as shown in Table 2.4 below:
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Table'2.4;Supply/scheduleifor’green'smoothies

Pricel(SAUD) per500/ml Quantity/supplied NEW. Quantity supplied/per day,
per.day; (S1) after lower costs (S2)

Figure 2.4:
Supply of green smoothies [shift of supply curve]

Price (%)

Quantity

Figure 2.4 shows how the lower costs of production affects the supply curve for green smoothies. For example, at a price
of $5.00 the supply has increased by 10 drinks per day, from 90 to 100. This increase in quantity supplied occurs at every
other price, which is why the supply curve has shifted to the right in a parallel fashion.

Review questions 2.5 - 2.6

1.
2.

State the law of supply.

Explain, to someone who has never studied economics, how and why suppliers will react to an increase in the price
of the product they are considering selling.

Distinguish between a movement along the supply curve and a shift of the supply curve. In your answer, make
reference to the terms used to describe movements along and shifts of the supply curve.

Identify and explain two factors that may lead to a decrease in the cost of production for cleaning services.
Illustrate how the decrease in the cost of production will affect the position of the supply curve for cleaning services.
Explain how an increase in the price of bananas might affect the supply of pineapples (assuming they can be grown
on the same land).

Explain how climate change may be associated with changes in the supply of certain products. Refer to at least
three specific products as part of your answer. (This question may require some additional research)

Identify two recent technological changes that are not mentioned in the text and explain how they may be
associated with an increase in supply for the relevant industries.

Describe a factor that might encourage new suppliers to enter a market and discuss the implications for price and
guantities sold.



Chapter 2: Microeconomics and the role of markets

Activity 2d: Climate change and disruptions to supply

Extreme weather events tend to have a negative effect on supply. Firms are often willing but unable to
supply. Australia regularly suffers from major weather events that temporarily lead to the destruction
of infrastructure and the closure of key businesses. For example, in the summer of 2020, there were
devastating bushfires in Victoria that led to the closure of key transport routes, key infrastructure like
electricity wires and mobile phone towers were destroyed and businesses were unable to open because
they had been burnt down. Similarly, the eastern Australian floods of 2022 destroyed an estimated
15,000 homes in Brisbane (significantly reducing the ability of the city to supply accommodation v
services) and created widespread damage to crops and infrastructure across Queensland and NSW.

According to the government website www.climatechangeinaustralia.gov.au, extreme weather events, like those mentioned in
this case study, will become more prevalent due to climate change. Droughts are expected to last for longer periods and be more
severe because they will be accompanied by hotter temperatures. Floods, bushfires and other erratic weather patterns are also
expected to be more devastating to the nation’s ability to supply.

Climate change is therefore expected to disrupt the ability of firms to supply. The impact on food production alone is hard to
predict, but climate change scientists have suggested that the major regional food bowl, the Murray Darling Basin will experience
increasing shortages of water (which is essential for irrigation). The lack of a key resource, such as water, will make it increasingly
difficult to supply a large number of fruits and vegetables, as well as impose supply constraints on the production of wheat and
dairy products. In 2022, the Great Barrier Reef experienced its sixth mass coral bleaching event. Bleaching occurs when the animal
becomes stressed from above-average water temperatures. The bleaching of the coral has impacts for the whole ecosystem. Fish
and other invertebrates that rely on coral for food and shelter are now more vulnerable. This could ultimately decrease the supply
of fish and the decrease in marine activity is bound to flow through to the supply of lucrative tourism services which operate in the
area. Coral reefs are also a valuable source of pharmaceutical compounds, another area where supply may be negatively affected.

Reponses to mitigate the effects of climate change will typically add to the costs of production for businesses (in the short run).
Governments may also implement policies that seek to reduce carbon emissions (such as a carbon tax) which will also add to a
firms cost of production (either directly or indirectly). Actions taken by firms to reduce their carbon footprint may, however, lower
their costs of production in the long run. The installation of solar panels, whilst expensive in the short run, will reduce the amount
that the firm has to pay for each future unit of electricity consumed. In the case of insurance costs, as insurers increasingly accept
that climate change events are likely to be more frequent, then the risk of claims increases and the cost of insurance policies for
businesses (and households) will rise.

Questions

1. Identify and explain five different disruptions to supply that have occurred in recent years.

2. Explain how climate change might affect the supply curve for wheat.

3. Identify and explain a range of negative supply effects that arise from a bushfire or flood.

4. Explain how government and business responses to mitigate the effects of climate change might affect the willingness
and ability of firms to supply.

5. Explain how business responses to climate change might result in an increase in supply in the long run.

Activity 2e: How the coronavirus affected supply

Over the last four decades, a large percentage of the manufactured goods that we purchase have
been made available via sophisticated global supply chains. Raw materials and intermediate
goods are shipped around the world (often multiple times) and then assembled in another
country. For example, Foxconn, an electronics contract manufacturer based in China, produces for
many electronics companies including Apple, Intel and Sony. The infections associated with the
coronavirus are believed to have begun in China, during December 2019. The Chinese authorities
responded by restricting the movement of people, imposing curfews and quarantines. This led
to the closure of many production sites so that contact between people could be minimised.
These closures led to a significant drop in industrial production and an associated fall in both the
import of raw ingredients and intermediate products, as well as a fall in exports sold to the rest of
the world. Countries that would ordinarily source these final electronics goods from China were
unable to do so.

The reaction to the coronavirus by governments also played a part in the disruption to supply. For example, in the state of Victoria,
only essential businesses were allowed to remain open after the Government imposed Stage 4 lockdowns. This meant that it was
effectively impossible to offer a wide range of goods and services. The supply of haircuts and beauty treatments was, for example,
reduced to zero in metropolitan Melbourne, as was the supply of a host of other service products, including live entertainment
and dine-in meals. Social distancing laws, curfews and the fear of infection also negatively impacted on the supply of labour
to some businesses. These types of disruptions meant that the supply curves for the firms shifted dramatically to the left.The
coronavirus did, however, have positive effects on the supply of some goods and services. There was a marked increase in the
demand for personal protective equipment such as face masks, hand-sanitiser, alcohol and entertainment services (such as
Netflix). This higher demand resulted in elevated prices (and higher profitability), which encouraged existing producers to supply
more to the market (i.e. there was an expansion of supply or a movement up along the supply curve). In addition, the increased
profitability of these products encouraged new producers to enter the market (as the barriers to entry were low) which led to an
increase in supply that is represented by the supply curve shifting to the right. For example, a Melbourne gin distillery started to
make gin-scented hand sanitiser. Similarly, there were numerous examples of individuals and businesses adapting to the market
and adapting their resources to produce face masks.

Questions

State and explain the law of supply.

Explain how the coronavirus might have affected costs of production in Australia

Explain two ways that government responses to the coronavirus led to supply disruptions.

Discuss the view that coronavirus had a positive impact on the supply of some products. Research at least one
industry where supply grew during this period and in your answer distinguish the movement along the supply
curve from a shift of the supply curve.

s PRI
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2.7 Market equilibrium

The demand and supply curves have so far been considered in isolation. They have illustrated, respectively, the quantities
that the consumers and firms are willing to buy and sell at each price. In order to determine the price and quantity sold
in any market, the interaction of supply and demand is needed. It is this interaction that results in a market determined
price, which then influences the quantity that is traded.

Remember that the consumer will want to obtain the good or service at the lowest price possible while the supplier
will want to sell for the highest price to maximise their profits. The compromise that is reached in the market is referred
to as the equilibrium price — the price where the quantity demanded is equal to the quantity supplied. The market
therefore clears at the equilibrium price because every product that is made available for sale is sold and there is no
excess demand or supply.

In Table 2.5, the demand for and supply of green smoothies is reproduced. The table shows the demand and supply
schedules after the respective increases in demand (as a result of income tax cuts) and supply (as a result of lower costs
of production) as outlined in Tables 2.2 and 2.4 above. The table also shows the points of disequilibrium, where the price
is either above or below the market clearing level, resulting in either a surplus or a shortage of green smoothies in the
market.

able Demand andisupp eduleiforigree oothie
Pricel (SAUD) pe OVE demandead Qua pplied P 0 Qua aded
0]0 per.da perda ortage
1.00 150 60 =90 60
2.00 130 70 -60 70
3.00 110 80 -30 80
4.00 90 90 0 90
5.00 70 100 +30 70
6.00 50 110 +60 50
7.00 30 120 +90 30

You will note that there is only one price and quantity at which the quantity supplied is equal to the quantity demanded.
That price is $4.00 per smoothie — which is referred to as the equilibrium price. The quantity supplied and demanded
at that price is 90 smoothies per day - which is the equilibrium quantity. Therefore, at that point, the market is ‘in
equilibrium’. At all other prices, there is either a shortage — where quantity demanded exceeds quantity supplied — or
a surplus — where quantity supplied exceeds quantity demanded. The market in equilibrium is depicted in Figure 2.5
below:

Figure 2.5:
Market in equilibrium

Price ($)

Equilibrium
price ($4)

Demand

L
10 20 30 40 50 60 70 80 20 100 110 120 130 140 150

Equilibrium Quantity
quantity (90)
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When the market is in equilibrium, it is also referred to as being in a state of rest. In the case of smoothies, a price of $4
will ensure that there will be neither a surplus nor a shortage at the end of every trading day. There is no pressure for the
price to change from $4 unless there is a change (or shift) in demand and/or supply such that one or both of the curves
move to a new position. If this were to occur, the market would be in a temporary state of disequilibrium, with the price
either being too high or too low, and surpluses or shortages would develop. Consumers and suppliers would alter their
behaviour in response to the disequilibrium, which would return the market back to equilibrium.

Movement from disequilibrium to equilibrium

The market will always have a natural tendency to move towards equilibrium. When price is above equilibrium, normal
market pressures will drive the price back down to the equilibrium price. Conversely, when price is below equilibrium
normal market pressures will drive the price back up to the equilibrium price. Given that producers do not know precisely
where the equilibrium price resides over any given period of time, it can become a process of trial and error, with
producers changing prices until ‘the right’ price is achieved. This is often seen in fruit and vegetable markets around cities
and towns, particularly towards the end of the day when impending shortages or surpluses become evident.

Price below equilibrium

When the market price is set below the equilibrium price, such as at $2.00 in our market for green smoothies, there will
be a shortage of 60 smoothies per day. You will notice in Table 2.5 and Figure 2.5 above that at this low price, only 70
smoothies are supplied, but 130 smoothies are demanded, which means that only 70 smoothies will be traded at a price
of $2.00. The price may be set at this level because the suppliers have entered a new market and are trying to ascertain
buyer response. They may not yet know whether the price is appropriate to clear the market. It will soon become evident
to the supplier that the price they are charging is too low because they will run out of stock relatively quickly (resulting
in a shortage and, hence, a missed opportunity). The supplier is then likely to take advantage of this by raising the price
in order to maximise profits. In some markets, the buyers may compete with each other and offer higher prices (outbid)
to obtain the scarce products. As the price of the smoothies rises, some buyers will decide to leave the market because
they are no longer willing or able to purchase the smoothies (due to the income and/or substitution effects). The higher
price will also act as an incentive for the suppliers to make more smoothies available to the market because it is now
more profitable than an alternative use of their resources. This will be represented by movements along the demand
(contraction) and supply (expansion) curves, as the price rises. The price will therefore continue to increase until the
shortage is eliminated, and the quantity demanded is equal to quantity supplied at $4.00 per smoothie. This is clearly
demonstrated in Figure 2.6 below.

Price above equilibrium

If the price is initially set above the equilibrium price, the market will also move naturally towards its equilibrium. If, for
example, the price was set at $6.00 then the suppliers would notice that they are not generating enough sales. Table
2.5 shows that, at this high price, 110 smoothies are supplied, but only 50 smoothies are demanded, which means that
50 smoothies will be traded at a price of $6.00. The suppliers may have overestimated the amount that people will
pay for green smoothies and have set the price too high. This would create a surplus of 60 smoothies (quite a waste of
resources), which should encourage suppliers to lower their selling price and entice new customers into the market. (This
is often the motivation for stores who conduct regular sales to offload stock where prices were initially set too high.)
When the price is lowered, however, it gives a clear signal to potential suppliers in the market that this product may not
be as profitable as it first appeared. As a result, supply is likely to contract as the price falls and some manufacturers
or retailers will decide to allocate their scarce resources to relatively more profitable areas. The price will continue to
decrease (encouraging demand to expand and supply to contract) until there is no reason for suppliers to alter it, which
means that the market has reached a state of equilibrium. This analysis is highlighted in Figure 2.6.
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Figure 2.6:
Market in disequilibrium

Price (%)

Excess supply (surplus) of 60 smoothies Supply
and price falls from $6 until the surplus
is eliminated once price reaches $4

Price is too high when
Equilibrium it exceeds $4 per smoothie

i 4
price 6 Price is too low when

it is below $4 per smoothie

[QS = 70 [QD = 130]

Excess demand (shortage) of 60 smoothies
and price risés from $2 until the surplus
is eliminatéd once price reaches $4

|

Demand

10 20 30 40 50 60 70 80 20 100 110 120 130 140 150

Equilibrium Quantity
quantity (90)

2.8 The effects of changes in supply and demand on equilibrium
prices and quantities traded

When the market is in equilibrium, there is no pressure for the price to change, unless there is a change (or shift) in
the non-price factors that affect demand and/or supply, such that one or both of the curves move to a new position.
Should this happen, the market will be in a temporary state of disequilibrium, with the price either being too high or
too low, and where surpluses or shortages will develop. Over time, the market price will adjust to eliminate surpluses or
shortages and equilibrium will be restored. A number of alternative outcomes are analysed below.

Changes in demand while supply remains constant

Suppose demand increases for green smoothies because the government undertakes an extensive education
campaign to encourage citizens to eat more green vegetables. This could result in an increase in the demand for
green smoothies at all price points, which is represented by a shift of the demand curve to the right. This is shown
in the first diagram in Figure 2.7. The initial increase in demand causes a shortage at the original price (the suppliers
may not have expected such a response from their customers). The popularity of the green smoothies may therefore
encourage the suppliers to increase the price and/or the customers to compete against each other to obtain the
scarce smoothies (they bid up the price). Therefore, as the price rises, the higher price alters the incentives for both
the consumers and the producers. Some of the original increase in demand may contract as the price increases
(some people may not be able to afford the smoothies), but the higher prices will act as an incentive to supply more,
so supply expands. The end result is a higher equilibrium price and quantity traded for green smoothies.

Similarly, the demand for green smoothies may decrease. This may be caused by an increase in variable interest
rates (indebted households would have less discretionary income to spend on smoothies), causing the demand
curve to shift to the left. This is shown in the second diagram in Figure 2.7. When the demand curve shifts to the
left, fewer smoothies will be demanded at each price level. This will initially create a surplus at the existing price
and sellers may conduct a sale and lower their prices. In doing so the surplus is more likely to be eliminated. Some
consumers will be enticed by the lower prices due to the income and/or substitution effect. Some suppliers will
realise that the profitability of this market has fallen so will contract their supply. They may decide to pursue other,
more profitable, areas of production. The new equilibrium price is therefore lower and the quantity traded also falls.
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Disequilibrium caused by a shift of the demand curve

[Shift of the demand curve curve to the right]

Price ($) Price ($)

————Excess demand at P1

D2

[Shift of the demand curve curve to the left]

Excess supply at P1

D2

Quantity

A shortage (excess demand of Q* - Q1) is created
at the original price (P1) and the price will rise
until the shortage is eliminated at P2

Quantity

A surplus (excess supply of Q1 - Q* ) is created
at the original price (P1) and the price will fall
until the surplus is eliminated at P2

where equilibrium is restored. where equilibrium is restored.

Changes in supply while demand remains constant

Supply may increase due to technological advancements, for example, that makes it cheaper to produce each
smoothie. This will result in an increase in the quantity supplied at each price level and is represented by a shift of
the supply curve to the right. This is shown in the first diagram in Figure 2.8. The shift to the right will generally result
in a surplus of stock available at the initial price. A surplus of stock creates the need for the seller to lower the price.
By lowering the price new customers are drawn to the market (demand expands) and the supply contracts because
firms realise that it is no longer possible to sell the smoothies at the previously high price. The increase in supply
results in a lower equilibrium price and an increase in the quantity traded.

Conversely, a decrease in supply will result in a decrease in the quantity traded and a higher equilibrium price. This
is shown in Figure 2.8. An increase in the cost of oil, for example, will have an impact on most goods and services
consumed. The oil is used as an input in the production of conventionally-produced green vegetables (as a component
in fertiliser), as well as in the transportation of the final product to the retail outlet. Therefore, less will be supplied
at each price and the supply curve will shift to the left. The shortage that is created at the initial price will affect how
the producers and consumers behave in the market. It is likely that those who really want the scarce smoothies may
bid up the price and some consumers will therefore leave the market as they are no longer willing and/or able to
purchase the product. The shortage will also be eliminated by a possible expansion of supply as some suppliers see
the added profitability from supplying more. These dynamics are summarised in Table 2.6 on the next page.

Figure 2.8:
Disequilibrium caused by a shift of the supply curve

[Shift of the supply curve curve to the right]

[Shift of the supply curve curve to the left]

Price ($) Price ($)

Excess demand at P1

Quantity

Quantity

A surplus (excess supply of Q* - Q1) is created
at the original price (P1) and the price will fall
until the surplus is eliminated at P2
where equilibrium is restored.

A shortage (excess demand of Q1 - Q%) is created
at the original price (P1) and the price will rise
until the shortage is eliminated at P2
where equilibrium is restored.
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Changelinidemand

Table2.6/lmpactiofichangesiin'demandiandisupply,

Changelinisupply,

Impactionimarket

Increase Unchanged P increase, Q increase
Decrease Unchanged P decrease, Q decrease
Unchanged Increase P decrease, Q increase
Unchanged Decrease P increase, Q decrease

There are also four more complicated scenarios. Sometimes the factors of demand and supply can both change
concurrently. This can happen when a factor of demand is also a factor of supply. For example, a decrease in interest rates
will affect both the demand and supply curves for green smoothies. The lower interest rates will mean that indebted
households will have more discretionary income to spend on a range of goods and services (such as green smoothies).
This would shift the demand curve to the right. At the same time, the lower interest rates will tend to reduce the cost of
production for firms who operate with some level of debt. [Even if firms have no debt, it reduces the opportunity cost
of allocating the funds to the green smoothie business]. Their supply curve will therefore shift to the right. When the
demand curve and the supply curve both shift to the right this will lead unambiguously to an increase in the quantity
traded (because both demand and supply are increasing). However, the changes in demand and supply have conflicting
effects on the price offered in the market. It may, at first glance, seem impossible to determine what impact this will
have on the price of green smoothies. Further knowledge of the degree to which consumers and suppliers respond
to changing interest rates is needed to make a meaningful prediction. The price change will therefore depend upon
whether changes in interest rates will have a bigger effect on consumers or producers. At this stage, we would therefore
suggest that the change in price is unknown. [Box 2.3 below includes an elaboration of possible outcomes of a scenario
where demand and supply shift concurrently. It considers the relative impacts of each factor on the outcome for the
market - the impact on price and quantity traded.]

diagram, both curves will shift to the left but there are three possible market outcomes:

Scenario 1 —the demand curve shifts further to the left than the supply curve. In this case, the price will decrease, and the
quantity traded will fall.

Scenario 2 —the demand curve shifts to left by a smaller distance than the supply curve. In this case, the price will increase,
and the quantity traded will fall.

Scenario 3 — the demand and supply curves shift by a similar distance such that the equilibrium price remains unchanged
and the quantity traded falls.

These three scenarios are depicted in the diagrams below.

Scenario 1 Scenario 2 Scenario 3

Quantity Quantity Quantity
- < A/ - < _/ < >/
~ ~ —G

Shift of demand > shift of supply Shift of demand < shift of supply Shift of demand = shift of supply

Notice how the change in price depends upon the relative changes in demand and supply. This reflects the fact that the fall in
demand places downward pressure on prices but the increase in costs of production (which reduces supply) places upward
pressure on prices. Without further analysis it is hard to determine the final impact on prices. We have a high degree of confidence
that given both curves are shifting left, the quantity traded will fall. Therefore, it can be concluded that the change in the quantity
is negative but the change in the price cannot be definitively determined without further analysis of the relative changes in
demand and supply. If faced with a scenario like the one described above, it would therefore be appropriate to state that the
change in price is ‘'unknown’.
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The four more complicated scenarios are summarised in Table 2.7. This table highlights that when both curves shift,
there will be one of the two parameters (price or quantity) which is difficult to determine (expressed as ‘unknown’)
and further knowledge of the individual market will be required to reach a more definitive conclusion. In reality, the
predicted result may not eventuate as a number of other factors may influence how the market reacts (remember these
other factors are held constant for the purposes of our analysis but in reality, they are always changing).

dapble ore 0 dNgeE ae dNd anad PP ore 0 0, dated enario
ange demand ange o]0 pact.o arke
Increases Decreases Pincrease, Q?
Decrease Decreases P ?, Q decrease
Increase Increase P ?, Qincrease
Decrease Increases P decrease, Q. ?

WMZJ -2.8

Define what is meant by the term ‘equilibrium’. Explain why the equilibrium price is seen as a compromise between
the forces of demand and supply.

2. Explain how the market for smoothies would be affected by an increase in consumer confidence and describe how
the market would move from disequilibrium to a new equilibrium.

3. Explain how the market for smoothies would be affected by favourable weather conditions and describe how the
market would move from disequilibrium to a new equilibrium.

4. Explain how the market for smoothies would be affected by higher interest rates and describe how the market
would move from disequilibrium to a new equilibrium.

5. Explain how the market for smoothies would be affected by an increase in the minimum wage and describe how the
market would move from disequilibrium to a new equilibrium.

Activity 2f: Making predictions using demand and supply diagrams

For each of the following examples, use a fully labelled demand and supply diagram to illustrate the impact on the equilibrium
price and quantity. You should also provide a written explanation of your response, which makes reference to the relevant demand
and/or supply factor and how the market returns to equilibrium from disequilibrium.

The impact of the floods on the market for lettuce.

An increase in the price of oil on the market for petrol.

An increase in the price of petrol on the market for taxi services.

An increase in the price of Spotify on the market for Apple Music.

An increase in consumer confidence on the market for BMW vehicles.

An increase in employment on the market for second-hand clothes.

An increase in the value of the AUD on the market for records (all of which are imported).
The impact of an economic slowdown in China on the market for Australian iron ore.

An increase in the price of electricity and gas and the market for heaters.

0. Anincrease in child-care subsidies and more generous paid parental leave and the market for baby clothes.

BOONOUAWNE

Activity 2g: A visit to the market to purchase Pink Lady apples

At the Queen Victoria Market (QVM) there are a large number of fruit and vegetable sellers, each selling Pink Lady apples.
Consumers are able to easily compare prices between the sellers and the price paid to rent a stall is relatively low. Assume that an
economist has conducted some detailed market analysis of apple sales and she has determined that the demand and supply for
Pink Lady apples is as follows:

Price per kilo ($) Quantity demanded (kg) Quantity supplied (kg)
$0.50 100,000 55,000
$1.00 90,000 60,000
$1.50 80,000 65,000
$2.00 70,000 70,000
$2.50 60,000 75,000
$3.00 50,000 80,000
$3.50 40,000 85,000

a. Using the above information, construct a suitably labelled demand and supply diagram.
b. Use your diagram or the above schedule to determine the equilibrium price and quantity determined in the market.

Imagine that the QVM was featured on a high rating cooking show. This provided the people of Melbourne with valuable
information about how the prices at QVM are very low and the atmosphere is ‘amazing’. This led to a change in the market
outcomes in the following week as shown below:
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Price per kilo (S) Quantity demanded (kg) Quantity supplied (kg)
$0.50 120,000 55,000
$1.00 110,000 60,000
$1.50 100,000 65,000
$2.00 90,000 70,000
$2.50 80,000 75,000
$3.00 70,000 80,000
$3.50 60,000 85,000

c. Update your demand and supply diagram to show how the equilibrium price and quantity has changed.

d. With reference to a relevant demand or supply factor, explain how the free promotion on the television program led to a
change in the market outcome for Pink Lady apples. Make sure you describe how the market moved from disequilibrium
to equilibrium.

Due to the increased popularity of the QVM, there is more competition for stall space. In response to this, the management of
QVM increases the rent charged to stall holders. This results in a decrease in the ability to supply at each price level by 10,000
kg per week.

e. Use your demand and supply diagram and/or the schedule to determine the new equilibrium price and quantity traded
(assume that the other conditions in part c are maintained).

f. Predict what might happen to the equilibrium price and quantity traded for Pink Lady apples at QVM based on the following
changes in demand and/or supply conditions.

i A lack of frosts across growing regions due to climate change (frosts are needed for apples to grow)
ii. A protest organised for the busiest shopping day of the year

iii.  Ashortage of pears

iv. The exemption from GST that applies to fruit and vegetables is removed

V. The closing of the Footscray fruit and vegetable market

vi.  Astrike by public transport workers

Extension: Organic apples are grown without the use of synthetic fertilisers, herbicides or pesticides. There are only three sellers
of organic apples at the QVM. Most apples sold at the QVM are referred to as ‘conventional’ which means that artificial chemicals
are used in the production process.
g. With reference to relevant factors of demand and supply, explain why the price of organic apples is sometimes “twice the
price paid for conventional apples.
h. Explain why apples sold at the QVM are generally cheaper than the price paid in the major supermarkets.
i. Explain why the price of apples falls at the QVM at the end of each day of trading.

Activity 2h: The market for dogs during COVID-19

During the years 2020 and 2021, there was a significant increase in the price of pet dogs across
Australia (and other countries around the world). Pure breed dogs such as Schnauzers, French
Bulldogs and Pugs became increasingly fashionable. Dogs, which sold for $2,500 two years
prior, were priced above $5,000 (and in some cases $15,000). It is predicted that the prices
should fall from their peaks after the ending of lockdowns and breeders face more certainty.

Breeders from across Victoria reported that during the lockdown period, the demand for
puppies had ‘gone through the roof’. The Australian Association of Pet Dog Breeders said that
there had been a huge jump in demand for small, apartment-friendly dogs and dogs that are
low allergy. The inability to travel and the long periods spent at home meant that many people
felt more equipped to raise a puppy and then look after the dog for the rest of its life. This
influenced the demand factor, tastes and preferences, resulting in a shift of the demand curve
for puppies to the right. Low interest rates might have also influenced the demand for puppies, as the costs associated with
borrowing were significantly reduced in 2020/21. With most home loans in Australia being offered with variable rates, the amount
required to service existing loans fell, leaving more (discretionary) income available for the purchase of other items, such as a new
dog. During the pandemic years, households also accumulated savings, some of which might have been allocated to the purchase
of a new puppy.

As noted, it is predicted that prices should start to fall from their COVID-19 peaks. As people return to work and travel
opportunities increase there is likely to be fewer people who feel that they have the time or inclination to look after a pet. One
of the negative consequences associated with the rapid increase in demand was the increased number of dogs who had to be
subsequently abandoned. Some dog shelters in Victoria reported that they were operating at full capacity. Some previous owners
underestimated the time and money required to properly care for their pet.

The growth in dog prices was also linked to the decrease in supply. In November 2017, the Victorian Government amendments
to the Domestic Animals Act led to the banning of puppy sales in pet shops, closing off a major link in the supply chain. The
legislation also placed a limit on the number of female dogs that a breeder could keep and the number of times the dog could have
puppies. This reduced the viability of so-called puppy factories, resulting in many of them moving interstate. Those wanting to
purchase a dog may have, in the past, ordered the dog from interstate, but with border closures these types of transactions were
more difficult to coordinate. The laws failed to completely eliminate illegal activity which may also help to explain why increasing
numbers of dogs have been abandoned.

The case study highlights how changes in non-price demand and supply factors can affect the equilibrium price and quantity of
certain dogs. Some breeds still face ongoing shortages, which is highlighted by their long waiting lists. The predicted fall in prices
may be associated with the reduction in demand — many people have returned to work and have more capacity to travel. It might
also be an indication that many people who wanted a dog, have already purchased one (so the market is saturated). Rising costs
of living associated with high inflation rates and higher interest rates may also curb the demand for dogs. Puppy breeding is a
business and the breeders need to at least cover their costs of production. To raise a healthy puppy so that it can later be sold,
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the breeder needs to pay for high quality food and preliminary vet checks. Other costs include registration and association fees,
building the accommodation for the animals and the costs associated with looking after the puppies’ parents. With the increase
in the numbers of dogs ending up in pounds, there could be an increase in supply. Buyers also need to be aware that some of the
dogs are coming from backyard breeders who fail to meet the legal requirements — but these dogs do add to the supply available.

The increase in the sales for pet dogs has also had positive flow on benefits to those offering complementary goods and services.
Dog grooming businesses are thriving, and pet shops are experiencing increased sales of food, toys and other items such as
bedding. The higher price of dogs may have also influenced some consumers to purchase a cat, because they are, on average,
cheaper than most dogs.

Questions

1. Identify and analyse two factors that contributed to a shift of the demand curve for pet dogs to the right.

2. Identify and analyse two factors that contributed to a shift of the supply curve for pet dogs to the left.

3. Construct a suitably labelled demand and supply curve to illustrate and explain how the prices of dogs have increased.
4. Explain how the increase in the demand for dogs may have affected other markets. In your answer, refer to complements

and substitutes.
Explain why the rise in the price of dogs may be temporary. Use a demand and supply diagram to illustrate what might
happen once the coronavirus pandemic has passed.

o

2.9 The effect of relative prices on resource allocation

Resource allocation is the study of how the factors of production such as land, labour and capital are directed towards
the production of goods and services to meet the needs of households, businesses, governments and other economic
agents. An exploration of resource allocation is intrinsically linked to the three basic economic questions considered in
the Chapter 1.

Economists are interested in ‘What’ goods are produced. Therefore, they want to know where the resources are being
directed in terms of production. For example, we may want to ask
the following sorts of questions:

Study tip

e Why is Australia using its labour resources to produce mineral

exports rather than to manufacture cars? Most markets in Australia are interconnected. It is

possible to make links between seemingly unrelated
e Why have some of our scarce resources been moved from R @1e [ EREE (O AR e o el

mining to more service-based industries in recent years? For example, any change in one market will affect
e What will happen to the allocation of resources as the earth’s |[lell@Cll eI fola il lelg GO (o gl T ENC L]
climate systems become increasingly disrupted? il ARG Ul S e e et s

Economists may also be interested in ‘How’ resources are being used in the production process. In a free market, it is
assumed that self- interested firms (who are motivated by profit) will try to minimise their costs of production and offer
the best product they can in their chosen market. This may mean that they seek the most efficient way to convert their
land, labour and capital into the end product. We might consider the following:

e How will scarce resources be allocated in response to perceived changes in labour market conditions in the future?

e How will the invention of more sophisticated artificial intelligence affect the mix of labour and capital in the
production process?

e How can community pressure and the buying decisions of consumers influence the methods of production
employed by firms in a country?

Finally, economists will look at how the products that are made are ultimately distributed in the economy - in other
words, ‘Who’ gets to enjoy the goods and services that are produced. In a purely market capitalist economy, markets will
typically allocate resources to those who are willing and able to pay. Given that no economy in the world is completely
market capitalist, it is not surprising that the predictions that may be made by our model may not eventuate. However, in
a country like Australia, the market mechanism is a very useful model that can provide consumers, businesses and other
economic observers with the capacity to predict changes in prices and quantities (as well as explain retrospectively why
these parameters may have changed). With respect to this question we may consider:

e What influences the wages paid to different professions?
e How does the scarcity of labour affect the allocation of the world’s scarce resources?
e How do the buying decisions of the very wealthy affect the ability of low-income earners to access necessities?

Markets are able to reveal information about individual and collective preferences because consumers willingly exchange
their income for those goods and services that they believe will maximise their wellbeing. These buying decisions are
very instrumental when it comes to the way a nation allocates its scarce resources. The ability to make free choices
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provides a signal to producers regarding what consumers value, their priorities and preferences. Ultimately, the price
of any good or service is determined by the buyer’s willingness to pay (demand) relative to its availability (supply). The
price is therefore used to ration scarce goods and services to the point where the market will allocate resources to the
highest ‘end use’.

Across the economy there will be a set of prices for every good or service that is offered for sale. Economists are not only
interested in the price of individual goods and services but also relative prices. The relative price is seen as the price of
any one good or service measured in terms of the price of another good or service. This usually involves dividing the
price of one good by the price of another. It is therefore a measure of opportunity cost (which was discussed in Chapter
1), as the relative price of one good can be expressed in terms of what is given up to obtain the other. For example, if the
price of Vitamin Water is $2.50 per bottle and the price for a green smoothie is $5 (the new equilibrium as determined
in our earlier example), then the relative price is $2.50/$5.00 or 1:2. For every green smoothie that is purchased, the
consumer foregoes the opportunity to purchase and enjoy two bottles of Vitamin Water. Alternatively, for every bottle
of Vitamin Water that is purchased, the opportunity cost is 0.5 green smoothies.

Markets are usually dynamic places and, as we have seen earlier, the factors of demand and supply frequently change,
so the relative price could change at any time. For example, if the costs of producing Vitamin Water fall, leading
to a fall in the price to $2, the relative price becomes $2/$5; a new ratio of:1:2.5. Therefore, to obtain one green
smoothie, the consumer must now give up 2.5 bottles of Vitamin Water. Even though the price of the smoothies has
remained unchanged at S5, it has become relatively more expensive in terms of the price of what else could be bought
(a substitute). The demand curve for green smoothies might therefore shift
to the left, contributing to a decline in sales. The resources used to make
smoothies will therefore be shifted elsewhere.

With respect to the question of what to produce, an economy that relies
on the market or price mechanism will generally allocate resources to those
goods that are in high demand. When the relative price of a good or service
increases due to an increase in demand (and/or a decrease in supply),
this sends a clear signal to economic agents. A supplier may see the price
movements and decide that it is now more profitable to use their resources
to produce that good or service. Consumers are therefore said to be the main
driver of resource allocation in the market-based economy. For example, the
large increase in the price of oil during 2022 caused people to look for cheaper
forms of transport. This resulted in an increased demand for EVs -electric
vehicles (the demand curve shifted right) and created a shortage of EVs at the existing price (waiting lists were up to
twelve months). The shortage may have encouraged some potential buyers to bid up the price and existing suppliers
will have taken the opportunity to raise the price. The price of EVs has now risen relative to other forms of transport
(such as petrol cars), which indicates that this is an area of production providing greater profit opportunities. Producers
are therefore likely to allocate more land, labour and capital to the production of EVs. At the same time, the higher oil
prices encourage suppliers to increase exploration and the development of new methods of oil extraction, as well as
incentivising investment into alternative energy sources, such as hydroelectricity and biofuels. [See Box 2.4 for examples
of relative prices and resource allocation in the energy sector].

The price mechanism describes how the forces of demand and supply determine relative prices of
goods and services, which then ultimately determine the way our productive resources (e.g. labour
and capital) are allocated in the economy.

The price mechanism will also influence the second fundamental economic question of how to produce the good or
service. Generally speaking, a business will seek to maximise its profits by minimising its costs and selling the good
or service at the highest price possible. The competitive market will ensure that resources are used as efficiently as
possible so that producers can offer their product at the most attractive price to the consumer. When the price of
one resource increases relative to the price of another, this may influence firms to change the way they produce their
goods and services (and in the process alter the allocation of resources). For example, if unions are successful in raising
wages of unskilled labour, this increases the price of labour, relative to capital, and may cause some substitution out of
using labour and into using capital in the production process. The relatively high price of labour (when compared to
capital) offered to unskilled labour in Australia, may have encouraged the supermarket industry to implement self-serve
checkouts, which decreases the need to hire as many workers. Higher labour prices in Australia have also encouraged
many firms to shift their manufacturing (and sometimes service) activities to countries with cheaper labour. For example,
most clothes and technology products are not made in Australia because the relative price of labour is too high and
resources are allocated to alternative products where the value-added might be higher.
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Similarly, the price mechanism will effectively allocate resources within factor markets themselves, with changes in
the relative prices for factor inputs sending clear signals to the owners of these resources about how best to use their
resources in production. For example, in labour markets, the shortage of engineers over recent years has resulted in a
higher price for engineers (i.e. the salary or remuneration), relative to the price for other professions, which has sent a
signal to people, such as university entrants, that a career as an engineer is relatively more lucrative. This is likely to lead
to a greater allocation of labour resources to this particular section of the labour market. In other words, there will be
greater supply of engineers to this market as the price (or wage) of engineers has increased relative to the price offered
in other professions. Again, the price mechanism has facilitated this movement of (labour) resources from one activity
to another.

The answer to the third fundamental question of for whom to produce is determined by the potential consumers’
willingness and ability to pay. Resources will usually be allocated to the production of goods and services that are
demanded by the consumers, but some consumers will be able to access more goods and services than others. More
land, labour and capital resources may therefore be devoted towards satisfying the material needs of the high-income
earners in our society because they can afford to purchase more goods and services. Therefore, the relative wages of
different professions will ultimately influence who gets to consume the resources available in a country (or the world
at large). In a free market, this could mean that a large section of the population live without access to basic needs and
could live below the poverty line. For example, there is an increasing number of Australians who do not have access
to affordable housing. The inability to earn enough income in the market system significantly reduces their capacity to
obtain a loan or successfully apply for a rental property. The activities of investors in the market (which have contributed
to significant increases in prices) have also made it more difficult for people from younger generations to purchase a
property.

Generally speaking, those goods and services that are profitable to produce in a competitive market will be produced
and those that involve making a loss will not. However, governments will intervene to promote what is perceived to
be a more efficient allocation of resources if there is evidence that the market has failed. Some of these instances are
investigated in Chapter 3. The government will also reallocate resources when equity in the distribution of income is not
achieved. This is based on society’s preferences to support those who may not have the ability to achieve a dignified
standard of living.

Box:2.4 Examplesiofirelative prices and/resource allocation in'the energy/sector
The introduction of the carbon tax from July 2012 (albeit for only two years) also influenced the structure of relative prices.
The carbon tax was imposed on the country’s largest carbon emitters and it resulted in an increase in the price of carbon
intensive products, such as electricity produced at coal-fired power stations. The supply curve for coal-fired electricity
shifted to the left, and the price of coal-fired electricity increased relative to the price of installing solar panels. This then
raised the demand for solar panels (shifting the demand curve to the right) and resulted in a higher equilibrium price for
solar panels. As a result, producers noticed the higher ‘relative price’ of solar panels (compared to other goods that they
might wish to produce), and allocated more resources to the production of solar panels. The higher price of electricity
generated from coal led to a contraction along the demand curve for coal generated electricity and less coal resources were
ultimately utilised within Australia to make electricity.

Interestingly, a carbon tax (or carbon pricing more generally) both increases and decreases the relative price of solar panels,
providing important signals to economic agents and helping to explain why and how resources are allocated in response to
price signals. First, the relative price of solar panels will fall when compared to coal-fired electricity, encouraging demand
to move away from the carbon intensive form energy production of burning coal, and toward less carbon intensive forms of
energy production. Resources will therefore shift out of the production of coal-fired electricity. Second, the relative price of
solar panels will rise when compared to other products (because the increase in demand will cause shortages at the original
price), resulting in more resources flowing to the production of solar panels. After a period of time, the price of solar panels
will again fall, because the larger market encourages both new suppliers to enter and the development of better technology
to make the panels. This change in resource allocation is summarised in the diagrams below.

Market for coal fired electricity Market for solar panels

Decreased supply because S2
of higher production costs

S

Increased demand because
of a lower relative price

_/

D1

Quantity Quantity

More resources allocated to the
production of solar panels as producers
are motivated by the higher price
(relative to other products but
not coal fired electricity)

Fewer resources allocated
to the production of
dirty energy
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n 01, the Victorian Government introduced a new sbdyscee for middle and low-income hushodsoerig to

pay for up to half of the purchase price of solar panels or storage batteries. This changes the allocation of resources, as
the subsidy (subsidies are considered in detail in Chapter 3) reduces the amount that consumers will need to spend on
purchasing solar panels and causes the demand for solar panels to increase at the expense of coal fired electricity (i.e.
consumers substitute away from coal fired electricity and into solar panels). The higher demand for solar panels causes the
relative price of solar panels to rise and encourages producers to allocate more resources to their production. The lower
demand for coal fired electricity would eventually see fewer resources allocated to its production over time. This change in
resource allocation is summarised in the diagrams below.

Market for solar panels Market for coal fired electricity

Increased demand because

" .
of a government subsidy Decreased demand because

consumers have substituted into
solar panels

J

Quantity Quantity

More resources allocated to the Fewer resources allocated
production of solar panels as the to the production of dirty energy

relative price increases as the relative price decreases

[Note: that normal sloping demand curves have been drawn for ease of illustration but in reality the curves are likely to
be steeper (see ‘price elasticity of demand’ later in the chapter). In addition, to simplify the analysis, the original starting
price for solar panels and coal fired electricity is assumed to be the same at P1.]

Explain how the market might answer the fundamental economic question of ‘what to produce’. Make reference
to the role of relative prices in your response.

In a competitive market, relative prices play a very important role in allocating scarce resources. With reference to
a particular example, explain how an increase in demand has resulted in a change in relative prices and how this
influenced the change in resource allocation.

Explain how the price mechanism will cause a reallocation of labour resources in the event that there is a shortage
of economists.

Explain why reliance on the price mechanism will often result in an unequal distribution of income and therefore
access to the goods and services that are produced.

With reference to a specific example, explain how an increase in supply of a particular product may result in a
change in the allocation of resources in that particular market.

Consider the example you provided in Question 5. Explain how another (alternative) market may be affected by
the change in supply you described.

With reference to different markets to those discussed in questions 5 and 6, explain how a decrease in demand for
a particular product may affect the allocation of resources in that particular market.

Based on the example provided in Question 7, explain how an alternative market may be affected by the change
in supply conditions.

Australia is currently experiencing a period of below average wages growth. Explain how this might be linked to the
relative price of capital, the rate of unemployment and the price of labour in other nations.

With reference to a specific market(s), explain how an increase in demand may affect a factor market(s).

Explain why a competitive market is likely to promote allocative efficiency.

Explain why a competitive market is likely to promote technical efficiency.

Explain how changes to relative prices play an important role in answering the three basic economic questions.
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Activity 2i: How artificial intelligence might affect the allocation of resources

Artificial intelligence is sometimes described as machine
learning. It indicates that in the future, machines (capital) will be
able to increasingly complete tasks that once required physical
and mental effort by humans. In particular, the machines may
get better at tasks over time. They can and will consider their
operating environment and make adjustments that maximise
their preferred outcomes (such as production).

Research and development in the area of Al has resulted in a
number of significant developments and many expect that
driverless cars will be seen on our roads in the next five years.
This, in itself, is likely to see a dramatic change in the way labour
resources are allocated. When a company hires a driver (to drive
a bus or taxi for example), they need to pay them a wage or
salary and the worker will have a physical limit to how long they
can work. With the advent of driverless cars, such companies will be able to maximise their profits by reducing their
demand for labour. Cathie Wood from UBS estimates that this could reduce the average cost of a trip to the airport
from S50 to $10. This could have significant impacts on the transport decisions made by consumers. It is possible
that these changes could result in fewer people using public transport or paying for parking services at the airport.

The introduction of driverless cars may also have flow on effects to other areas of production. The US Department of
Transport predicts that driverless cars will reduce the number of fatal road accidents by up to 94%. They argue that
accidents are caused by human error and that the intelligent vehicles will not suffer from lapses in concentration and
irrational behaviour. With fewer accidents on the road, there will be decreased demand for panel beaters and fewer
resources will need to be allocated to replacement parts for those vehicles damaged in accidents. The reduction in
accidents could also reduce the demand for hospital services as fewer people require medical attention. This could
mean that future societies won’t have to allocate as much of the government’s budget to healthcare spending. The
reduction in accidents could also reduce the price of car insurance - which is based, inherently, on the probability of
an accident occurring and the expenses associated with compensation.

The farming industry is also likely to experience dramatic changes due to the adoption of artificial intelligence in the
production process. New ‘smart‘ harvest machines will reduce the need for labour resources and farmers will be able
to monitor their crops or livestock remotely.

Economic theory would also suggest that, with falling demand for a vast range of labour services, the equilibrium
wage will fall. Those who are able to maintain their employment will face increasing competition from those who
have similar skills and from artificial intelligence.

The predictions made by those researching the advances in Al point to a revolutionary change in the way goods and
services are produced and significant modifications to the way economies answer the three basic economic questions.
Humans may still demand natural products like food and water but households and businesses are also likely to want
to purchase more labour saving devices. The real changes are likely to occur with respect to the question of "how to
produce’ as businesses, acting to maximise their profits and maintain competitiveness, will look for machines that
can help to lower their costs and introduce better, less wasteful production techniques. Futurists seem to disagree
about the ‘for whom’ question. If the demand for labour resources shrinks and work, as we currently know it, is
completed by machines, how will people earn an income so that they can purchase all of the goods and services that
are being made with the machines? One suggestion, which is the focus of much discussion around the world, is a
universal basic income (UBI) whereby all people might be paid a minimum amount per week or month so that they
can live above the poverty line, regardless of their employment status. Other experts suggest that complex tasks that
require emotional intelligence will be harder to replicate and will therefore give people with those skills a competitive
advantage.

Questions

1. Distinguish between labour and capital resources.

2. Explain how the introduction of artificial intelligence may reduce the cost of production for firms and affect
how they answer the key economic question of ’how to produce’. Make reference to specific examples.

3. With reference to the use of vehicles in the production process, explain how artificial intelligence could result
in a significant change in the allocation of resources in the economy. Extend your analysis beyond the car
industry.

4. Explain why a large number of workers might find it difficult to achieve a pay rise in the future. Ensure you
use demand and supply analysis in your answer.

5. Research another area of artificial intelligence and explain how changes in this area may affect the allocation
of resources. Again, use demand and supply analysis and reference to relative prices in your answer.
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2.10 The meaning and significance of price elasticity of demand

The demand curve shows the relationship between various possible prices of a particular product and the quantities that
buyers are willing and able to purchase at each of these prices. The law of demand suggests that consumers will respond
to a lowering of price by purchasing more of the good or service in question.

Economists are also interested in the degree to which demand changes following a change in price. This can be studied
by looking at the concept of elasticity, which considers the responsiveness of a change in one variable to changes in a
factor that affects that variable (usually expressed as the relative percentage change in each of the variables).

Price elasticity of demand (PED) measures the responsiveness of the quantity demanded of a good or service to a
change in price of that good or service. It can be calculated using the following formula:

percentage change in quantity demanded

PED = - -
percentage change in price

By making reference to percentage changes in the calculation of the PED, we can compare the degree of responsiveness
across different types of goods and services. It also allows for comparisons of the PED across different countries (and
regions within countries) for the same types of products. When the PED is calculated, the value will generally be negative
(because the relationship between price and quantity demanded is inverse). For simplicity, this negative sign is usually
ignored and the PED will take on a value between 0 and oo (infinity).

High PED (elastic)

A product will have a high PED if the absolute value is greater than 1. In this situation, the percentage change
in quantity demanded will be greater than the percentage change in price. A demand curve where the PED is
high would be one that is relatively flat. [See Figure 2.9.]

Low PED (inelastic)

The product will have a low PED if the value is less than 1. In this situation, the percentage change in quantity
demanded will be less than the percentage change in price. A demand curve where the PED is low would be
one that is relatively steep. [See Figure 2.9.]

Medium PED (unit elastic)

In some cases the percentage change in quantity demanded and price may be equal. This is called unit elasticity
because the elasticity value will be exactly 1. [See the middle diagram in Figure 2.9.]

Box;2.5 Price Elasticity/of' Demand and Pricing

One way of telling whether a product has a high or low price elasticity of demand (PED)
is to look at what happens to the total revenue that results from a price change. If a
price increase results in an increase in total revenue then the product will have a low PED

(that is less than 1). This is because the percentage increase in price will outweigh the
percentage that is lost in quantity demanded. A good with a high PED will be one where a
decrease in price will result in an increase in revenue. The response of increased demand
will outweigh the decreased price, resulting in greater revenue. [That is, overall revenue
(P x Q) will increase.]

If a product has a low PED it does not generally mean that consumer demand is completely unresponsive to changes in
price. A perfectly inelastic demand curve, however, would be vertical, as demand in this situation would be completely
unresponsive to changes in price. A perfectly elastic demand curve would be horizontal as the smallest percentage
increase in prices would result in a complete loss of sales. [Consider for example a highly competitive market like the
QVM, where there are a very large number of sellers with homogenous products for sale, such that any attempt by one
seller to increase the price will result in a complete loss of sales of their product.]
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Figure 2.9: Price elasticity of demand
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The significance of PED

The PED is an important measure for those involved in making business decisions and for the government. Business
owners would usually prefer to operate in an environment where the goods they sell have a relatively low PED (especially
if they have some degree of control over the setting of prices). From their perspective, any percentage increase in price
would be associated with a smaller percentage decrease in demand. The overall impact of this is an increase in revenue
for the business. Businesses will therefore seek ways to lower the PED on their products. This does not mean, however
that they can continue to increase their prices. At some stage, the PED will move above one and it will no longer be
feasible to increase prices because, at higher prices, consumers tend to become more responsive to price changes.

The PED of a product also influences the types of goods that may be indirectly taxed and who pays most of the tax (the
consumers or the producers). The government knows that if they place an indirect tax on a product (such as cigarettes),
this will result in a decrease in supply (shifting the supply curve to the left) and causing an increase in the equilibrium
price for cigarettes. While the government appears to be concerned about cigarette smoking, the impact on demand
may be minimal (especially in the short run) because cigarettes have a low PED. The low PED means that they generate
the highest possible tax revenue from this activity because the imposition of the tax has a relatively smaller precentage
effect on the quantity demanded (or sold) in the market.

When products with a low PED are taxed, the burden of paying the tax will fall more heavily on the consumer. The
business knows that they can get away with passing on most of the tax to the consumer without too much loss in
revenue. If the product had a high PED, it would be much more difficult to pass on the cost of the tax to the consumer
because businesses would suffer a much larger percentage decrease in sales.

In some cases, operating in a market where the product has a Figure 2.10

low PED can be detrimental. For example, primary producers are . s s
often faced with unpredictable weather patterns that can affect
the supply of their products. If there were favourable growing
conditions, then farmers across the country could grow and offer
for sale a large volume of produce. This would be represented by
a shift of the supply curve to the right as shown in Figure 2.10.
This might, however, lead to a decrease in total revenue. In order P2
to sell the extra food, the farmers may have to accept the fall in
market prices. The low PED means that if the farmers lower the

price, they may not see a significant boost to sales (because there

is only so much food that people are willing and able to eat). They

may be able to sell their products into world markets, but if the Q102 Quantity
whole world also has excess supply then farmers’ incomes are -

likely to fall. Figure 2.10 illustrates the minimal increase in demand caused by a favourable change in weather conditions
(resulting in the supply curve shifting to the right). Notice how significantly the price has to fall to clear the market - it
clearly falls by a larger percentage than the growth in demand.

S2

P1

Demand

This can have implications for the whole economy. If an economy exports a large volume of goods and services in the
primary sector, for example, then the revenue from export sales can fluctuate significantly. For example, Russia’s invasion
of Ukraine in 2022 decreased the world supply of key energy resources such as liquefied natural gas (LNG) and coal. This
resulted in a significant increase in their respective prices. Both of these commodities are key exports for Australian
companies - therefore the increase in price at the time, led to a smaller percentage decrease in the quantity demanded,
meaning that alternative suppliers from around the world, including Australia, were able to increase their total revenue.
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2.11 Factors affecting price elasticity of demand

The following factors will affect whether the demand for a good or service has a low or a high PED: The degree of
necessity, availability of substitutes, proportion of income, and time.

The degree of necessity Study tip

Goods and services that are deemed to be necessities will usually (B AR RTINS R R 2 T

have a low PED (less than 1), whereas luxury products will have a (|elge)elelgatelsls] NG el d=le Ty e T2 10 e Lo 13 ANe (=12 Lo Lo [Le)

higher PED. Consumers usually have less choice when it comes to | RN R I g NN DN N EN ol lg T
remember that there will still be some decrease in

the purchase of a necessity, because, by definition, it is linked to demand, unless the product has a perfectly inelastic
survival. If the price of bread increased, for example, the quantity |WZZeRS0 [ lelhls KelZelte Neale el Rt il iaci el e
demanded would decrease, but by a smaller percentage than the |Gl Gy ey L IR T A el
. . . . amount’ — as this is rarely true. The law of demand
increase in price, as bread is a staple (and perhaps a necessary food (|7 applies meaning that when price increases, some
item) for most households. Similarly, if a person is a diabetic, they [Nl dZa e Rl ) a1 NioN o) eI Y-Ne1o) [ toXejjfele
are unable to decrease their consumption of insulin if the price |[RURGLALILN LIl A g7y TR ATIN LRIl R 7

increases. Therefore, both products would have a low PED. QAL R GHEL )

Addiction can also turn a seemingly discretionary item into a good with a low PED. The addicted person will perceive the
product to be a necessity and make their buying decisions without much consideration of the price. As a consequence,
any price increase will usually be associated with a proportionately smaller drop in quantity demanded. This is evident
in the markets for cigarettes and alcohol, which helps to explain why governments generate a significant amount of tax
revenue when these products are sold.

Luxury goods on the other hand can be foregone more easily
because, by definition, they are not necessities (they are
considered to be items of discretionary spending). If the price
increases, there is likely to be a greater percentage reduction in
the quantity demanded. For example, Warren Buffet has often
urged investors to steer clear of investing in the airline industry.
One reason for this recommendation is that airline travel tends
to have a high PED (especially when it comes to recreational
travel). When oil prices were high, airline operators charged
their customers a fuel levy. This consequently raised the price
of a trip. With a high PED, this would have led to a more than
proportionate decrease in the demand for airline travel and
reduced the firms’ profitability.

Availability of substitutes

Products that have a large number of viable substitutes will tend to be associated with a higher PED (greater than one).
If substitutes are available, consumers are likely to switch to a close substitute quickly, when the price of a product rises.
At a highly competitive fruit market, like the Queen Victoria Market, the price elasticity of demand for each orange
would be very high. If one stall holder increased their prices by a small percentage, they may find that they lose a much
larger percentage of sales (in a perfectly competitive market, their sales would fall to zero). Consumers would be able
to compare prices easily, and there would be a multitude of suppliers to whom the consumer could turn to quickly and
easily. This is also a key reason that insulin has a low PED, as there are no viable substitutes.

Activity 2k analyses the role of advertising in influencing the viability of substitutes. Effective advertising will decrease the
viability of competitors’ products since it promotes the idea that the product being advertised is unique, and therefore
has few substitutes. Advertising is designed to reduce the price elasticity of demand for products by building brand
loyalty and convincing the consumer that the product is unique.

Proportion of income

The greater the percentage of income that is needed to purchase a good or service, the higher the PED. If the price of a
box of matches increased by 50% for example, it would be surprising to see a decrease in sales by 50%. A 10% increase in
the price of a new house, however, could amount to tens of thousands of dollars which, for the average person, could be
the deciding factor that excludes them from the market. The resulting drop in the quantity demanded would therefore
exceed 10%.
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This explains why a good can have a low PED at low prices but may turn into a product with a high PED as its price
increases. This suggests that the PED along the demand curve increases as the price increases. Eventually, as the price
of a product rises, it will reach a price where it becomes increasingly difficult to purchase the product because it takes
up a larger proportion of income.

Time

Over time, the PED for a product might increase. In the short term, many
consumers tend to undertake their buying decisions in a habitual fashion. This
may mean that initially, they may not notice a price increase or cannot be
bothered seeking out a viable alternative since they might need the product
now and it is a hassle to go somewhere else to find a cheaper alternative.
Over time however, consumers may notice the price increase and start to
consider possible substitutes. Consider the market for gas, traditionally used
to heat the family home. The substantial increase in the price of gas that has
occurred in recent years may not result in a significant decline in demand,
especially in the short term. The first time a household might notice the price
increase is when they get ‘bill shock’ —when the latest bill is much higher than
the previous one. They may not be able to alter their heating system in the
short term but, over time, if the price hike persists, they may look for ways to
decrease consumption of gas. They could install new appliances that rely on
alternative sources of energy (reverse cycle air-conditioning that uses solar
power) or improve insulation so that less heating is lost during the winter
months. The steady rise in the price of petrol over recent years has had similar
effects. Many consumers might find it difficult to reduce their consumption in the short run - they may not live in an area
that has public transport and they have to maintain their current mode of transportation. However, as high(er) petrol
prices become more permanent, then consumers have more time to change their behaviour. They may seek out ways to
reduce their consumption by working from home, carpooling with work colleagues, catching public transport and in the
very long term, they may seek out an electric vehicle or bike. As you can see, the change in behaviour over time alters
the PED, such that it will be higher in the long term compared to the short term.

The increasing ability of consumers to research their chosen product using the internet may reduce the time taken for
the PED to increase. If the consumer purchases a product regularly, then they may be disgruntled by a price increase.
The ability to compare prices has been enhanced by price comparison websites and so changes in price can be acted
upon in a more timely fashion. For example, each year health insurance companies increase their prices. This should be
a product with a relatively high PED but due to the hassle involved in changing companies, many households tend to
stick with their incumbent insurer. The introduction of comparison websites reduces the effort associated with changing
companies and therefore the time taken to respond to price increases might have been shortened.

Activity 2j: Price elasticity of demand

Determine whether the PED is relatively high (price elastic with a PED greater than 1) or low (price inelastic with a PED
less than 1) and identify the likely impact on the firm’s revenue. The first one has been done for you.

Scenario H/M/L PED Reason Effect on
revenue
Fruit and vegetable sellers increase the price High The relatively high number of Decrease
of their cherry tomatoes from $2.50 to $3.00 | (because >1) [ substitutes for cherry tomatoes
per kilo, and observe that their sales drop encourages consumers to demand
from 1000 to 500 kilos per day alternatives (such as Roma
tomatoes)

In response to a worse-than-normal flu
season, the local supermarket increases the
price of tissues from $2.50 cents pack to
$3.00 per pack

Qantas increases its airfares to the US in
response to the higher price of fuel

The government cuts the fuel tax excise in
half to curb rising prices
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The government runs an extensive educa-
tion campaign that outlines the long term
consequences associated with consuming
sugar

Mylan raises the price of an Epi-Pen 2 pack-
from $100 to $600 over a ten-year period

The supply disruptions caused by lockdowns
causes the prices of the iPhone 16 to increase
when compared to the iPhone 15

A new brand of yoghurt is introduced to the
market

The Victorian government pays households
$250 to compare electricity prices

An increase in excise taxes on cigarettes
causes the prices to increase from $35 per
pack to $40 per pack. Quantity demanded
falls by 8%

There is a huge rise in price of iceberg lettuce
due to crop damage during floods

Activity 2k: Advertising to boost demand and reduce PED

Firms often spend thousands to millions of dollars per year on advertising and other forms of
marketing. In terms of demand analysis, the aim of advertising is multi-faceted. The first aim of
advertising is to increase information for the consumer that will lead to more informed decision
making. It may be difficult to sell a product if your target market doesn’t know that the product
exists or how it might enhance their enjoyment of life. The company may wish to create a new
market altogether or capture a slice of an already established market (thereby taking some of the
market share away from an established firm). A successful advertising campaign should therefore
result in an increase in the demand for the product at each given price level, thereby shifting the
demand curve to the right because tastes and preferences have been altered. (Note: it will also
cause the cost of production to increase and the firm will require a higher price to cover their
costs).

Advertising is also designed to increase brand loyalty. Brand loyalty refers to a situation where a consumer develops
positive feelings towards a particular brand and will usually make repeated purchases from the same brand over time and
in different categories. Brand loyalty therefore adds to the already mentioned benefits associated with advertising. It helps
to create a need for the product (this might be psychological) and reduces the viability of substitutes (competitors’ product)
s. A successful advertising campaign can therefore decrease the PED for a product. The demand curve therefore not only
moves to the right but it also becomes steeper.

A lower PED for a product will therefore allow the company to charge higher prices and gain an increase in revenue. This
may help to explain why some brands, such as Apple, are able to sell their products at premium prices. The first iPhone
was released in 2007. In 2024, the iPhone 16 range was released and, as with previous releases, this was accompanied by
an official launch and met with shortages in the first few months of release. The upgrade cycle is part of the marketing
approach, as people who do not need a new phone (because the old one is still working) still feel some sense that they
should purchase a new phone. Despite the high price tag, it could be argued that Apple products have a relatively low PED.
Customer sensitivity to prices is cushioned somewhat by the way phones are consumed in Australia, with most people
opting for a plan that spreads the cost of the phone over 12 to 36 months. Apple also has succeeded in convincing a
significant proportion of the public that their products are ‘special’, and that there is no viable substitute for an iPhone.
Apple consumers may also feel locked into the Apple ecosystem with its unique iOS and compatibility with a range of
applications (further reducing the viability of substitutes).

Questions

1. With reference to a relevant non-price factor, explain why successful advertising and marketing is likely to result in
a shift of the demand curve to the right.

2. With reference to a relevant non-price factor, explain why advertising is likely to be associated with a shift of the
supply curve to the left.

3. With reference to the relevant formula, explain what is meant by the price elasticity of demand.

4. Explain what is meant by ‘brand loyalty’ and outline how advertising can generate brand loyalty.

5. Identify one other product (apart from Apple products) where there appears to be a degree of brand loyalty. Discuss
how the company has influenced you (or consumers more generally) to perceive this product when compared to
others in the same industry.

6. Discuss the possible relationship between an increase in advertising expenditure, brand loyalty and the PED.

7. Explain why it is considered to be profit-maximising behaviour if a business raises the price on those products with
a low PED.

8. With reference to at least two relevant factors, explain whether the price elasticity of demand for iPhones is likely
to be high or low.
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2.12 The meaning and significance of price elasticity of supply

Price elasticity of supply (PES) measures the responsiveness of the quantity supplied of a good or service to a change in
price of that good or service. It can be calculated using the following formula:

percentage change in quantity supplied
percentage change in price

PES =

Supply curves with a high PES and a low PES are depicted in Figure 2.11. A product with a PES that is greater than one
will have a relatively flat supply curve. This means that suppliers are willing and able to increase the supply by a larger
percentage than the price increase. If the PES is less than one, the supply curve will be relatively steep. This means that
when prices increase by a certain percentage, suppliers are either unwilling and/or unable to increase supply by the
same percentage.

Figure 2.11
High price elasticity of Low price elasticity of
supply supply
Price [ PES >11] Price [PES < 1]
($) ($)
Supply
/pply
Quantity Quantity

The significance of PES

The price elasticity of supply can affect the economic viability of a business as well as their ability to respond to changing
price signals. Generally speaking, primary products (such as food and mining products) tend to have a lower price
elasticity of supply than manufactured goods. Countries such as Australia that generate large revenue from mining
and agricultural exports, often face volatile swings in the revenue they generate. For example, if prices for coal were to
increase dramatically then it may be difficult for the firms to rapidly increase their output levels (especially in the short
run). The low PES is also partially due to the volatility of prices in this sector. The companies need to wait for clear price
signals before they undertake the investment needed to build the productive capacity necessary to meet the higher
demand. Uncertainty surrounding government policy can also reduce the incentive to respond to changing price signals,
especially if they, too, are perceived as temporary (given that

governments in Australia can change every three years). Figure 2.12
. o . Price S
With a steep supply curve, signifying a low PES, any change in  (s)
demand will result in a significant change in price. For example, / ‘;

the supply curve for many agricultural products is relatively
price inelastic (less than one and therefore depicted as steep)
owing to the fact that the production period is relatively long
[See Section 2.13 on the next page.] This adds to the volatility
of prices for primary producers. Any change in demand can lead
to significant changes in prices. This is illustrated in Figure 2.12, P1
which shows what happens when demand rises for a primary

or agricultural product, such as avocados. In recent years, the

demand for avocadoes has increased, causing a shortage at the D1
original price. Given that avocado trees can take up to 4 years
before they fruit, the PES tends to be low (in the short run) and
prices can remain high for some time. QiQ2 Quantity

P2

D2
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The advent of digital technologies has had a disruptive effect on both demand and supply. The disruption may be positive
for some but negative for others. Consider the example of streaming services such as Netflix and Stan. Because these
files can be used by any number of consumers simultaneously, the PES for this product is effectively infinite, resulting in
a horizontal supply curve. Any increase in demand can be supplied instantaneously, resulting in no shortage and no need
for the price to rise. This is highlighted in Figure 2.13.
Figure 2.13

As more products become available in a digital format (such as p/ice
books, movies and games), the PES will influence the decision of ()
producers to enter the market. If you were a potential producer,
would you be encouraged to enter a market where supply could

be infinite or one where it is difficult to adjust supply if the price
increases or decreases? The ability to adjust supply quickly

and easily (such as with the streaming services) adds flexibility

to decision-making and supply response. (It does, however, in o s
some cases, leave the company more vulnerable to piracy and
therefore lost revenue). The ability to readily increase supply
also means that consumers need not worry about the product

D2

being out of stock. For example, you might hear an interview on D1
the radio where an author discusses her new book. In the next
minute you could have downloaded the audiobook from Audible Q1 Q2 uanity

your smartphone, and be listening to it straight away.

2.13 Factors affecting price elasticity of supply

The following factors will determine whether the supply of a good or service is likely to have a low or a high PES.
Production period

If prices increase for a particular product, this will signal to suppliers that allocating resources into this area may now be
more profitable. Firms may wish to increase their supply, but it may take time to attract the resources that are needed
to increase production volumes. For example, if there was an increase in the demand for apricots, the demand curve
will shift to the right, resulting in a higher equilibrium price. The higher price will therefore act as an incentive for more
apricots to be grown.

Unfortunately, the supply response may be minimal because
they cannot be produced instantly. Apricots trees may need
to be planted, with time taken to grow, ripen and harvest the
fruit. As a result, the PES of apricots (and many other seasonal
fruits) will tend to be very low in the short term. However, the
PES will increase over time as more resources can be shifted
into the production of apricots (assuming that the increased
preference for apricots is permanent and the price of apricots
remains high over time.) In contrast, a song that has been
written and recorded can be supplied at the tap of a button
in the digital era. The production of new copies has a minimal
production period, so the PES of such products is very high.

This factor highlights the importance of time for the PES. Over

time, firms will be able to respond to changing price signals and this will vary from industry to industry. Consider a
farmer who makes his/her living from grazing cattle. Imagine how he/she might respond to an increase in the world price
for beef. In the short term, the farmer may not be able to meet the increased demand which has caused the relative
price to increase. He/she will also want to make sure that the price change is not temporary so may need to study the
causes of the price increase (are they cyclical or structural changes that have occurred in the market?). If the price is
expected to stay high, then the farmer will look to raise more cattle in the future, and he/she will be able to respond
more effectively to the higher prices.
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Spare capacity

If a firm has spare capacity, then this will mean that they have factors of production that are not being fully utilised
(they may be idle at times). This will mean that it will have a greater ability to respond quickly to changing prices. The
underemployed labour may be able to work more hours and machinery can be utilised to increase supply quickly.
In contrast, if businesses are running at productive capacity and there are skills shortages, this will make it hard to
attract suitable labour to expand operations. The PES for products under this scenario will tend to be relatively low.
Over a period of time, the firm may be able to increase its productive capacity (through investment and training for
example) and attract new labour (it could offer higher wages to encourage workers to leave an alternative supplier).
The government may also help to address the underlying causes of these capacity constraints by expanding immigrant
targets and allocating more of the budget to training those who are structurally unemployed.

This factor also highlights why the PES will tend to change over
time. As the firm gets closer to productive capacity, the PES will
tend to decrease. For example, if there was an increase in the
demand for movie tickets due to an excessively hot summer (too
hot to go outside), initially firms may face a relatively high PES. This
is because cinemas may be able to respond to the higher demand
by opening the cinema for longer and filling more of the seats
that had been empty in the past. Eventually the cinema would
reach its productive capacity, at which point its PES would drop
significantly. If the cinema owners believed that unpredictable
weather conditions would continue (due to climate change) and
that they could maintain the high prices for cinema tickets they
may add to their productive capacity permanently, by investing
in new cinemas. This would then raise the PES for these services.

Durability of goods

If the goods can be stored, then it will be much easier to respond to changing prices. The supplier can simply access the
inventory that has been stored. Storage is, however, often costly for firms and they may want to reduce the stock that
they hold at a given time. Advances in technology have also helped firms as they can now employ ‘Just In Time’ (JIT)
inventory management systems. By having closer connections with their suppliers using digital technologies, firms are
more easily able to respond to increasing prices that are caused by increases in demand.

Many fresh food products tend to have a low price elasticity of supply as they have a limited storage life. Processed food
products, however, such as soft drinks and baked beans, may be stored for extended periods and will therefore tend
to have a higher PES. If there was a sudden increase in demand which resulted in higher prices of, for example, baked
beans, the supplier could simply access any inventory that is available and reap the rewards. It is important to note,
however, that once all of the stock is sold into the market, the firm then faces the same factors that can make it difficult
to increase supply (i.e. the production period and degree of spare capacity in the canning factory will affect the PES).

Activity 2I: Determining elasticities

With reference to relevant factors, examine whether the price elasticity of demand and the price elasticity of
supply are likely to be high or low for each of the following products:

1. Chocolate
2. A bottle of wine
3. Digital movie rentals
4. New cars
5. Surfboard
6. Education
7. Opioid drugs

8. Coal

9. Petcats

10. Hairdressing services
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Activity 2m: Vaping: The tricks and loopholes e-cigarette and tobacco
industries use to target young people

It’s been six decades since the landmark surgeon general’s report
that shed definitive light on the deadly nature of cigarettes. And
while it would be easy to feel complacent, and rest on our laurels as
a nation now proudly at the forefront of tobacco control ... we should
be anything but. The tobacco industry has re-emerged with an
addictive and dangerous new threat. It’s now repeating the deadly
playbook that so effectively led to thousands of lives ending early and
enormous levels of pain and suffering. An entirely new generation
once again faces the very real possibility of becoming addicted to
nicotine. Over the past three years, we have seen an explosion in the
use of e-cigarettes. From a relatively low and constant vaping rate,
we’ve seen enormous increases — particularly among young people.
These are products that contain up to 200 chemicals, including
poisons found in weed killer and paint stripper.

Vapourise these chemicals, and they’re delivered deep into the lungs. And while there’s no long-term safety data on
these products, the early science suggests a host of dangers from asthma attacks, to bronchitis, to inflammation of
the lungs and in some cases, even death. ... In the past three years and in several countries worldwide, the vaping
industry has exploited our focus on the pandemic to push their new profit ploy onto young people. A calculated plan
with frightening effect.

The first step was to flood the market with cheap, addictive and dangerous imports. Costing less than $40, a single
disposable e-cigarette can contain as much nicotine as 10 packets of cigarettes. And while products containing nicotine
are illegal without a prescription, most importers simply don’t declare the high levels of nicotine on packaging and
thus avoid scrutiny by Border Force. The second step was to pitch young people’s own data against them. The vaping
industry has very successfully used “dark marketing” — highly tailored social media marketing using the data of
young people — to promote these addictive products right under the noses of governments, parents and the public
health sector.

The outcome is that an estimated one-third of teenagers in NSW have now used e-cigarettes. The single largest user
age-group is 18 to 24 years. Most of these young people have never used cigarettes, but as the science continues to
build around these addictive and dangerous products, it’s now clear vape users are three times as likely to go on to
use traditional cigarettes. With growing rates of e-cigarette use and a total underestimation of their danger by young
people and the broader public, there’s no time to waste in taking action and closing the loopholes that industry is
exploiting.

What needs to be done? First, we need to stop illegal e-cigarettes at the border — support our border force to
intercept and block the flood of these harmful products onto the market. ...Next, we need to take strong action
against illegal advertising and promotion of e-cigarettes online and via social media. The vaping and tobacco industries
design e-cigarettes to appeal specifically to young people, with sweet flavours, such as chocolate milk and cereal, and
brightly coloured packaging that resembles highlighters and makeup.

..While we need to take urgent actions to protect further harms, particularly for young people, we also need to
support those already addicted, with the services and resources required to help them quit. This includes through
important programs such as Quitline which provides free advice and can support users, parents and community
leaders. We also need to continue to build public awareness of the harms of e-cigarettes and dispel the dangerous
misunderstanding that these products are safe. When it came to cigarettes, it took us decades to act on the deadly
and addictive products of the tobacco industry — with countless lives lost in the meantime. Let’s not let history
repeat itself. It’s time to act on vaping.

Source: https://www.abc.net.au/news/health/2022-12-22/vaping-e-cigarette-tricks-loopholes-industry-target-young-people/101793648

Questions

1. Describe a potential opportunity cost associated with the consumption of e-cigarettes.

2. Explainthe law of demand inrelation to e-cigarettes and in your response refer to the income and substitution
effects.

3. Describe how the increase in excise tax on traditional cigarettes over recent years has influenced the market
for both traditional cigarettes (tobacco) and the market for e-cigarettes. Use a diagram to illustrate your
response.

4. Describe the role of the profit motive and relative prices in influencing the allocation of resources towards
the production of e-cigarettes.

5. Describe one factor that might explain why the price elasticity of demand for e-cigarettes is low.

6. Describe one factor that might explain why the price elasticity of supply for e-cigarettes is high.
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Activity 2n: The markets for new and used cars

Traditionally, used cars are sold at a lower price than new cars. The
price paid reflects a number of demand and supply factors. In fact, it
is an old cliché that the minute you drive your car from the dealer’s
lot, it could have lost up to 15% of its value (even though the car is
essentially identical to what you just purchased). The price paid in
the market is a reflection of, amongst other things, consumer tastes
and preferences and the availability of cars. Consumers might
need to be offered a used car at a lower price due to asymmetric
information (which will be covered in Chapter 3). For example, they
don’t know whether the car has any faults, or whether it has been
involved in an accident. This creates uncertainty about its potential
value and a warranty is not always available when purchasing a
used car (especially if purchased privately) unlike that which applies
to the purchase of a new car.

Over the period 2020-2022, the price of used cars increased dramatically (in some cases by 50%). The price of some
used cars was even higher than the price of new cars. For example, the price of a new Toyota Landcruiser was listed
at $144,000 in July 2020. Online used car websites listed identical used vehicles selling for up to $175,000 in 2022.
We can therefore try to use our demand and supply model to explain what might appear to be an economic anomaly.
From the start of the pandemic, global supply chains were significantly disrupted. There was a global computer chip
shortage, meaning that car makers were competing against other industries for chips (cars might have up to 1,000
chips). There was also a shortage of shipping containers, which increases the delays in getting the new cars to the
dealership. Other factors causing a supply disruption include the closure of factories in parts of the world, and rising
costs of oil (which is an input into car manufacturing). In addition, the Australian dollar depreciated over the same
period, increasing the costs of importing for the dealerships. All these factors resulted in a shift of the supply curve
to the left for new cars, which created a shortage of new cars and meant that people wanting a new car had to wait
for extended periods to receive their cars after placing an order. According to pricemycar.com.au, average wait time
in June 2022 was 155 days (compared to 25 days in June 2019).

The extended wait time could be linked to the demand factor - tastes and preferences. Faced with extended wait
times, some consumers turned to the used market. Some of these consumers, especially those who required a car
in the short term, might not have considered a used car in the past. As a result, more people competed for the stock
of used cars available, shifting the demand for used cars to the right. While the height of the pandemic saw many
people working from home, with a reduced need for cars, once lockdowns ended many people became less willing
to use public transport and increased their need for a car (which is another factor affecting tastes and preferences).
The increased demand for (used) cars may have also been encouraged by the record low interest rates that prevailed
over the two-year period in addition to the generous government stimulus measures that helped to raise disposable
incomes. The lack of activity during the pandemic also allowed many households to accumulate savings, money that
could later be allocated to the purchase of a car.

Since then, the chip shortage has been resolved, resulting in an increase in the supply of new cars, which helped to
reduce the demand for, and price of, used cars. The growth in interest rates over the past couple of years has had
a negative impact on discretionary incomes and disincentivised borrowing and reduced the willingness and ability
of consumers to buy cars. With fuel prices remaining around $2.00 per litre, however, one would expect that the
demand for new electric vehicles will continue to grow relative to the demand for traditional vehicles, which has
implications for relative prices and resource allocation.

Questions

1. Identify and explain the supply factors that are discussed in this case study.

2. Identify and explain the demand factors that are discussed in this case study.

3. With reference to the factors identified above, use a demand and supply diagram to explain changes in the
market for new cars.

4. With reference to the factors identified above, use a demand and supply diagram to explain changes in the
market for used cars.

5. What has happened to the price of used cars since 2022? Explain the movement in prices by linking to relevant
demand and supply factors.

6. Explain how high fuel prices are influencing the relative price of electric vehicles and resource allocation.

61



Economic Fundamentals in Australia (9t ed)

62

Review cuestions 2,40 = 2,418

9.

Define what is meant by price elasticity of demand and explain how PED affects the slope of the demand curve.
With reference to two relevant factors, explain why the PED for airline travel would be higher than the PED for
cigarettes.

With reference to the concept of brand loyalty, explain why advertising expenditure may cause the demand curve
for a specific product to shift to the right and become steeper.

Explain how knowledge of PED may affect the government’s decision to place taxes on certain goods and services.
With reference to the consumption of electricity, explain why the PED will tend to increase over time.

Use a suitably labelled supply and demand diagram to explain why farmers, whose products tend to have low PED
and low PES, face huge variations in their incomes.

Define what is meant by price elasticity of supply. Explain how PES affects the slope of the supply curve.

With reference to two relevant factors explain why the PES for streaming services may be higher than the PES for
fresh pineapples.

Explain how the increasing use of artificial preservatives may have affected the PES of food products.

10. With reference to iron ore, explain why the PES will tend to increase over time.

Muliiple dholice review quesions

1.
a)
b)
<)
d)

2.
a)
b)
<)
d)

3.
a)
b)
<)
d)

4.
a)
b)
<)
d)

5.
a)
b)
<)
d)

Which of the following statements about the relationship between price and quantity demanded is incorrect?
As the price of the product increases, the quantity demanded is likely to decrease

As the price of the product decreases, the quantity demanded is likely to increase

As the demand for a product increases, its price is likely to fall

The quantity demanded for a good or service is dependent on its own price

The demand curve for teddy bears is likely to shift to the right if:

there is a decrease in the price of teddy bears

there is an increase in the birth date

the price of cuddly toy rabbits decreases

there is a new invention that allows the suppliers to produce more teddy bears per hour

The demand for special edition sneakers is likely to ‘expand’ in Australia if:
their own price increases

the price of traditional sneakers decreases

there is an appreciation of the Australian dollar

the unemployment rate in Australia increases

The supply curve for soft drinks is likely to shift to the left if:
the Victorian Government bans the advertising of soft drink
the price of soft drink increases

the price of sugar increases

there is a decrease in the price of glass

There will be a movement to the right along the supply curve for chocolate (i.e. an expansion) if:
the price of chocolate decreases

the price of cacao beans (used to make the chocolate) decreases

chocolate is proven to contain polyphenols that extend the average person’s lifespan

the price of ice cream decreases

A pandemic, where the government bans the selling of cinema tickets is likely to cause which of the following
changes in the streaming service market?

A shift of the demand curve to the right and a decrease in the price of streaming services.

A shift of the demand curve to the left and a decrease in the price of streaming services.

A shift of the supply curve to the right and a decrease in the price of streaming services.

A shift of the demand curve to the right and minimal change in the price of streaming services.

A large increase in real disposable incomes is likely to lead to a decrease in the demand for:
Amazon Prime memberships

High end restaurant meals

Mass produced sausages

Financial advice



Chapter 2: Microeconomics and the role of markets

A movement down along the demand curve (i.e. expansion) for peanut butter is likely to be caused by:
An increase in the price of almonds

A ban on all nut products in all schools across Australia

Higher cost of labour for peanut farmers

A glut in the market for peanuts

An increase in the price of petrol is likely to result in:
A decrease in the sales of petrol powered vehicles

An expansion of the demand for petrol

A decrease in the demand for public transport

An increase in the price of electric vehicles

What would happen in the market for BMW vehicles if there was an increase in the price of Mercedes
vehicles?

The demand curve would shift to the right and the price would fall

The demand curve would shift to the right and the price would increase

The demand curve would shift to the left and the price would increase

The demand curve would shift to the left and the price would fall

An increase in Australia’s unemployment rate is likely to cause which of the following to occur in the market
for home brand baked beans?

the supply curve would shift to the right causing the price to increase

the demand curve would shift to the right causing the price to increase

the demand curve would shift to the left causing the price to decrease

there would be no change in this market

If the price for soft drinks increases by from $2 to $2.20 and this resulted in a fall in the quantity demanded
for soft drinks from 20 million litres per week to 19 million litres per week, then the product:

Has a high PED

Has a low PED

Is unit elastic

Has a PED that cannot be determined from the information given

Which of the following products is likely to have a PED that is higher than its PES?
Cans of baked beans

Smart phones made by Apple

A cordless drill

Paintings by Pablo Picasso (a deceased artist)

The demand for McDonald’s hamburgers is likely to decrease if:
McDonalds doubles the licence fees for their franchise operators
The government raises income tax rates

Hungry Jacks closes down

McDonalds introduce a loyalty scheme

An increase in the price of lawn mowing services may result in:
An increase in the price of lawn mowers

An increase in the price of synthetic grass

A contraction along the supply curve for lawn mowing services
all of the above

Consider a business producing a good with a low Price Elasticity of Demand (PED). To maximise its revenue,
it should:

increase its price

decrease its price

keep the price at its current level

increase supply

The equilibrium price and quantity for which of the following is likely to increase when there is an increase:
in interest rates

Gucci handbags

New Mini Cooper vehicles

Shares

Public transport
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There will be an increase in the quantity of resources allocated towards solar storage batteries if:
immigration to Australia is temporarily halted

the cost of materials to make the batteries decreases

there is a recession that causes an increase in unemployment

the government removes the subsidy for solar panels

The Price Elasticity of Supply (PES) for canteen food, such as a chickpea salad, is likely to be affected by:
The disposable income of the students

The price and availability of sushi rolls

The size of kitchen

A campaign by the students and teachers to introduce healthy, brain boosting food options

An increase in the popularity of a product, which is traded in a highly competitive market, is likely to result
in:

a short run increase in the price and a long run decrease in the price

a short run increase in the price and a long run increase in the price

a short run decrease in the price and a long run decrease in the price

a short run decrease in the price and a long run increase in the price

Chapter summary

10.

11.

12.

13.

14.

15.

16.

Microeconomics is the study of the individual parts of the economy that interact to make up the whole economy.
A market is anywhere that facilitates the exchange of goods and services. Buyers and sellers may exchange goods in
person or via online facilities.

In a competitive market it is assumed that all economic agents are price takers. No individual buyer or seller has the
market power to influence prices. It is easy for new competitors to enter these markets as set up costs are low and
the government does not restrict new entrants.

Consumers will try to obtain the product at the lowest price possible while the seller will try to extract the highest
price possible. Analysis of demand and supply predicts the likely compromise between the two parties.

The law of demand states that as the price of a product increases, the quantity demanded will tend to decrease.
Conversely if the price of the product decreases, the quantity demanded will tend to increase.

The law of demand is based on the observation of human behaviour that suggests that at higher prices a consumer’s
ability and willingness to purchase tends to decrease because the consumption of most goods is subject to the law
of diminishing marginal utility.

The effect on demand of an increase in price is represented by a movement along the demand curve to the left
(called a contraction). The effect on demand of a decrease in price is represented by a movement along the demand
curve to the right (called an expansion).

When the demand curve is drawn with price on the vertical axis and quantity on the horizontal axis, all other factors
that affect the demand for the product are assumed to be held constant. A change in any of these factors will result
in a shift of the demand curve to the left or right.

A shift of the demand curve to the right means that more is being demanded at each given price. A shift to the left
of the demand curve means that less is being demanded at each given price.

An increase in disposable income will generally lead to a shift of the demand curve to the right for normal goods
and a shift to the left for inferior goods.

A decrease in interest rates will increase discretionary income for indebted households and businesses and usually
result in an increase in demand for most goods and services. Changes in the prices of other essential items, such
as petrol, will also affect the discretionary income of households and may affect the demand for other seemingly
unrelated products.*

If the price of a substitute good or service increases, there will be an increase in demand for the alternative product
(resulting in a shift to the right of the demand curve).

A complementary good or service is one that is consumed together with another. An increase in the price of a
complementary good or service will mean that the cost of consuming both has increased, resulting in a decrease in
demand for the complementary good (even if its price has not increased).

Anincrease in population will generally resultin anincrease in the demand for most goods and services. Demographic
change can lead to an increase in the demand for some goods but a decrease in others.

An improvement in consumer sentiment (confidence), which measures consumers’ general expectations about
future state of the economy and their employment prospects, will generally lead to an increase in their marginal
propensity to consume and result in an increase in the demand for a broad range of goods and services.

If a product becomes fashionable, this is likely to result in an increase in demand. This is described as a change in
tastes and preferences.
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The law of supply states that as the price increases for a good or service there will generally be an increase in the
quantity supplied.

The law of supply is logical because at higher prices suppliers have more incentive to shift resources into those areas
which will generate greater profits.

An increase in the price of a product will result in a shift along the supply curve to the right (an expansion). A
decrease in the price of a product will result in a shift along the supply curve to the left (a contraction).

When the supply curve is drawn with price on the vertical axis and quantity on the horizontal axis, all other factors
affecting supply are assumed to be held constant. A change in any of these factors will result in a shift of the supply
curve to the left or right.

If the supply curve shifts to the right, there will be a greater volume supplied to the market at each given price. A
shift of the supply curve to the left means that less will be supplied at each given price.

An increase in the cost of any inputs associated with making a product will result in a shift of the supply curve to the
left. Common costs of production include wages, utility costs and rent.

New technology may reduce the cost per unit and will tend to shift the supply curve to the right. This increase
in the willingness and ability of firms to supply is associated with the boost to productivity which is enhanced by
technological change.

Climatic conditions affect the willingness and ability of firms to supply. Human activity can also cause disruptions to
supply (such as wars).

The market equilibrium occurs when the demand for a good or service is equal to the supply of a good or service.
A shortage develops when the price is below the equilibrium price and the demand is greater than the supply for
the product.

A surplus develops when the price is above the equilibrium price and the demand is less than the supply for the
product.

A movement of the demand and/or supply curve will result in a new equilibrium price and quantity traded.

The relative price is seen as the price of any one good or service measured in terms of the price of another good or
service.

Relative prices send clear signals to producers and consumers and therefore direct resources to their highest end
use.

Prices help to answer the three economic questions; what to produce, how to produce and for whom to produce.
They therefore determine how resources are allocated in the economy.

The price mechanism describes how the forces of demand and supply interact to determine relative prices of goods
and services, which then ultimately determines the way our productive resources (land, labour and capital) are
allocated in the economy.

Price elasticity of demand refers to the responsiveness of demand to changes in prices and is measured by the
percentage change in quantity demanded divided by the percentage change in price.

Alow price elasticity of demand means that the percentage change in quantity demanded is less than the percentage
change in price. A high price elasticity of demand means that the percentage change in quantity demanded is higher
than the percentage change in prices.

PED is an important economic measure because it helps businesses to analyse the impact of price changes on
revenues and allows the government to consider which goods are the most appropriate to impose an indirect tax
upon.

Price elasticity of demand will tend to be higher if there are a number of viable options available for the consumer
as small price increases are more likely to result in a substitution towards these alternative products.

Price elasticity of demand will tend to be lower if the good or service is deemed to be a necessity or is highly
addictive.

Price elasticity of demand will tend to be higher if the purchase of the product consumes a large portion of a
purchaser’s income.

Generally speaking, the PED will increase over time because consumers will have more time to consider alternatives
and to adjust their behaviour in response to the price change.

Price elasticity of supply measures the responsiveness of quantity supplied to changes in price and is measured by
the percentage change in quantity supplied divided by the percentage change in price.

A low price elasticity of supply means that the percentage change in quantity supplied is less than the percentage
change in price. A high price elasticity of supply means that the percentage change in supply is more than the
percentage change in price.

Price elasticity of supply is an important economic measure because it helps businesses to determine the impact of
price changes on their profitability and it may also determine how vulnerable a country is to changes in the prices
of the goods and services it exports.

Price elasticity of supply is likely to be higher if the product can be stored easily.

Price elasticity of supply is likely to be higher if firms are operating with some spare capacity and can ramp up
production quickly.

Price elasticity of supply will tend to be lower in the short term but as resources are re-allocated across the economy
to more profitable areas, price elasticity of supply will tend to increase.
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Chapter 3

Competitive markets and efficiency

3.1 Competitive markets and efficiency of resource allocation

This chapter considers the role of markets in achieving
economically efficient outcomes. Both the strengths and the
weaknesses of the market system will be considered. Over time,
most economies around the world have gravitated towards using
the market system for allocating resources as it is seen to be the
most efficient way to do so. Using the market alone, however,
can result in an inefficient allocation of resources. This occurs *
when the combination of goods and services that is produced &
does not achieve the highest level of collective satisfaction
— which economists refer to as ‘market failure’. The sources
of market failures that will be discussed in this chapter do not &=
necessarily advocate for the removal of the price mechanism or [

excessive intervention in the market, but they do highlight the o

need for some modification by governments to the way markets work to achieve outcomes that increase the collective
wellbeing of society. In the final section of this chapter, we consider instances where government intervention can have
unintended consequence and even lead to sub-optimal outcomes for society.

Features of competitive markets

Before we consider the impact of competitive markets on efficiency, it isimportant to recall the key features of competitive
markets. As discussed in Chapter 2, the market structure that forms the basis of demand and supply analysis is called
perfect competition, sometimes also referred to as a ‘perfect market’ or a ‘perfectly competitive market’ or even ‘a
competitive market’. Some key conditions required for such a market have been reproduced in Table 3.1 below.

Table;3'1: Featuresioficompetitiveimarkets

Key/feature Explanation

A large number of buyers and This means that each economic agent acts independently in the market. No
sellers individual buyer or seller therefore has the market power to influence the price.
This leads to the condition of price taking rather than price making.

Homogenous products It is assumed that the products being sold are virtually identical and easily
substitutable. This encourages the suppliers to offer the products at the lowest
price possible because this is the main way to attract customers (rather than, for
example, being a better brand).

Ease of exit from and entry into | There are low set up costs in the industry which means that if profit making
the market opportunities exist (for example, because the good or service has increased in
popularity), then new entrants can seek to capture a share of the market, possibly
by undercutting the existing suppliers who may be making very high profits in the
short term (referred to in economics as ‘abnormal profits’.)

There are also a number of other assumptions about the features of a competitive market:

e Buyers and sellers operate with full information. They are aware of what they are buying and selling and are able to
easily compare prices. Based on this information, they make fully informed rational choices.

e The economy’s resources are mobile and will be reallocated towards those areas of production that generate the
greatest benefit.

e Both the buyer and the seller seek to maximise their own wellbeing. For the seller this is likely to be their profit and
for the purchaser they are seeking to gain the most satisfaction they can (often referred to in economics as their
‘utility’).
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How competitive markets affect allocative efficiency

Allocative efficiency, as defined in Chapter 1, is the combination of the goods and services (produced and consumed),
which achieves the highest level of collective satisfaction for a society. Inherent in this definition is the belief or idea that
the right goods and services are produced, in the right way and those products are then distributed, via the market, to
those who value them the most. While the definition could be contested on a number of grounds, it will be one of the
criteria used to evaluate the role of the market in allocating resources.

As explained in Chapter 2 and recapped above, the market system is assumed to operate in a competitive fashion.
The large number of independent buyers and sellers who are operating and acting independently, selling homogenous
products with low set up costs (no barriers to entry) and low levels of government regulation means that it is easy for
new suppliers to enter the market should profit making opportunities arise. It is also easy for firms to leave if they find
the product they are selling is no longer profitable (or as profitable relative to other areas of production). This is linked
to the assumption that resources are mobile and can be easily reallocated to an alternative area of production.

The competitive environment promotes allocative efficiency
because suppliers pay close attention to price signals and act in
their own self-interest. They will look to meet the needs and wants
of the consumers. It is the buying decisions of the consumers that
ultimately determine how resources are allocated in the market.
For example, if there is an increase in demand for puppies (such as
that which occurred during the height of the COVID-19 pandemic) f
then the market is the most effective way to ensure that this change »

in needs and wants is addressed. The increase in demand will lead ' \

to a shortage in the short term, and those consumers who have a =

greater willingness and ability to purchase above the current price, )
will bid up the price for the now-scarce puppies (prices increased y

by more than 100% over 2020-21). Profit making institutions e 2 -

or entrepreneurs will respond to the price signal and reallocate

resources towards the production of goods or services experiencing a higher relative price (e.g. puppies). The key point

here is that, in altering their production activities, the allocation of resources has become more efficient because the
change in the types of goods and services being produced once again reflects the desires of the population.

Consider what would happen if the market did not work. If the same volume of puppies were supplied to the market
despite the increase in demand, there would be some consumers who would miss out on their desired product. There
would effectively be an underproduction of puppies in the market relative to the level of demand. The suppliers in
the market will therefore generally be responsive to the demands of their consumers because to sell anything that
is not in demand will lead to excessive stock levels and ultimately result in the demise of those businesses. A lack of
responsiveness to the increase in demand is more likely to occur in a market that is less competitive, such as a monopoly
or oligopoly market. In such markets, producers can manipulate either price or quantity to maximise profits, and barriers
to entry into the market (such as branding and high set up costs) mean that resources are not as mobile, prices are
higher and collective satisfaction is reduced.

Competitive markets are an effective way to promote technical efficiency, resulting in lower prices for consumers. By
doing so, competition can result in an increase in purchasing power (the volume of goods and services that can be
purchased from a given income). It is assumed that if a consumer can increase their access to goods and services, then
their material living standards can increase. Through better use of resources and more efficient production techniques,
the market promotes improvements in satisfaction (making someone better off), without making anyone else worse off.
This highlights another way that markets tend to improve allocative efficiency.

How competitive markets affect technical efficiency

A competitive market also imposes a discipline on firms to seek the least cost method of production. Given that the
products offered for sale in a competitive market are assumed to be homogenous, one of the most effective ways to
attract customers is through offering the lowest prices. By looking at their cost structures and identifying wastage in
their production processes, the firms may be able to change work and management practices and make use of available
technology such that productivity increases. This means that existing resources (or possibly fewer resources) can achieve
higher production volumes, thereby achieving higher levels of technical efficiency. When technical efficiency increases,
the cost to produce each unit tends to fall (assuming other input costs are held constant), which means that technical
and allocative efficiency can be compatible goals.
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How competitive markets affect dynamic efficiency

It has been shown that competitive markets are more likely to achieve allocative efficiency when compared to any
other economic system used to allocate scarce resources. Dynamic efficiency could be redefined in terms of allocative
efficiency. It could be thought of as the ability of an economic system to move to a new allocatively efficient point
following a change in conditions of demand and/or supply in the shortest amount of time and with minimal disruption as
the economy restructures. When there is a change in demand and/or supply conditions, a new set of relative prices will
be determined. The degree to which an economy is dynamically efficient will therefore depend on how quickly markets
respond to the changed conditions by reallocating resources into the now relatively more profitable (more desired)
areas of production.

In competitive markets, it is assumed that the movement to
the new set of equilibrium prices will happen relatively quickly & =
when compared to an alternative system. Suppliers, who are v 5 '
constantly monitoring price changes, will seek to move resources
into more profitable activities as quickly as possible. As noted
above, there is an assumption that resources are mobile and
can be substituted into different production uses, because there
are relatively low set up costs. Therefore, it should be relatively
easy for firms to change their production processes and focus
their efforts on the more profitable areas. This means that
increases in demand can be met, because new competitors will &
enter the market as the relative price of a product increases.
Given that the effectiveness of the competitive market system
relies heavily on price changes and firms are looking always to maximise profits, it is in their interests to constantly
change the types of products they supply so they don’t miss out on any profit making opportunities. If the price system
was not employed and resources were allocated according to a planning system, the government may still try to meet
the needs and wants of the people, but the lack of clear price signals may hamper their efforts because they would have
less information on which to base their decision. Their decision making may also be distorted by the activities of lobby
groups and it would be quite easy to misread what the true desires of the public are.

% ]

How competitive markets affect inter-temporal efficiency

Inter-temporal efficiency is achieved when society has achieved the right balance between resources used for current
and future consumption. This means that we are consuming (and producing) just the right amount of goods and services
today such that our ability to consume in the future is not compromised. By definition, if we achieve inter-temporal
efficiency today, then living standards for future generations will not be jeopardised by the actions of current generations.

One interpretation of this definition is that economic agents save enough of their income in the present, so that
investment projects that expand the productive capacity of the economy can be funded. These investments ensure
that future consumption levels can be maintained or increased. If, on the other hand, there was excessive consumption
spending in the present, the level of investment might decrease. The market system should operate to promote some
form of inter-temporal efficiency via money markets, but this will be determined by the preferences of the current
generations (since future generations are not able to express their preferences because they cannot participate in the
current market). Nevertheless, the market will adjust to excessive levels of spending in the economy in the present.
If there is excessive spending and not enough saving, the money market may experience a shortage of funds that are
available for investment. Given that some firms will want to access these funds, the demand for money may be greater
than the supply. This shortage will therefore promote an increase in interest rates (in simple terms, the price of money).
The higher interest rates will help to rebalance the level of spending in the economy, because the incentive to save will
increase. There will also be an increase in the opportunity cost of spending. This may promote a more inter-temporally
efficient outcome. However, if there is a low level of government intervention such that all decisions regarding balance
between current spending and investment are left to the market, this might mean that essential infrastructure is
neglected. Because essential infrastructure promotes inter-temporal efficiency, a lack of investment spending in this
area will worsen inter-temporal efficiency. Infrastructure is an example of a product that creates positive externalities
which will be discussed in Section 3.3.

Inter-temporal efficiency also takes into account the sustainability of economic actions. The market system is likely to
result in inter-temporal inefficiency because the needs and wants of future generations cannot be directly considered.
While those who are currently alive may prefer sustainability, the market will only respond to changes in behaviour
that reflect effective demand. Therefore, a person might like to conserve the forests in their local neighbourhood. If,
however, they also want to purchase cheap furniture, their buying decisions will send a clear signal to the producers.
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The market has a number of drawbacks that means that the relative

prices do not always reflect the full costs and benefits associated

with the production and consumption of a product. Some of these Study tip

costs and benefits are ‘externalised’ as will be explained in Section
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to be environmentally damaging (and which reduce the likelihood

policies on ‘efficiency’, they clearly specify the effect on
one or more of the specific types of efficiency covered

of economic actions being sustainable) and an underproduction of (§RiISGax el

those goods and services that could benefit society in the long run. It

has been argued that the market system is therefore somewhat short
sighted.

Activity 3a: Benefits of competitive markets

As indicated in the diagram below, the higher level of competition in a market, the larger the number of firms, as
characterised by perfect competition. The reverse is also true — the lower the level of competition in a market, the
smaller the number of firms, as characterised by oligopoly and monopoly. Based on the information contained in
the diagram below, answer the questions that follow:

Low level of competition (fewer firms)

Lower technical efficiency Monopoly

Lower living standards
Higher prices

A

Oligopoly (e.g. duopoly)

Perfect competition

Higher technical efficiency
Higher living standards
Lower prices

High level of competition (many firms)

Questions
1. Explain why (perfectly) competitive markets are likely to lead to a more efficient allocation of resources. In your
answer, refer to:
a) Technical efficiency
b) Allocative efficiency
c) Dynamic efficiency
d) Inter-temporal efficiency
2. Outline why (perfectly) competitive markets are likely to result in lower prices and higher living standards.
3. Discuss the impact that more concentrated market structures like oligopoly and monopoly might have on
efficiency in the allocation of resources..

Review cuestions 8.d.

e
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Describe what is meant by the term ‘highly competitive.’

Explain how the existence of a large number of buyers and sellers in a competitive market helps to ensure that
markets are highly competitive.

Explain how access to ‘perfect information” promotes competition.

Explain why the offering of homogenous products results in lower prices for consumers.

Discuss the importance of low set-up costs and factor mobility for the competitiveness of a market.

Explain how a competitive market might promote an allocation of resources that maximises the satisfaction of the
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needs and wants of society.

Explain how competitive markets ‘impose a discipline’ on firms, such that, they seek the least cost method of
production. Link this outcome to the concept of technical efficiency.

Explain why an ‘allocatively efficient” allocation of resources requires the market to be dynamically efficient.
Evaluate the following statement: ‘Competitive markets fail to achieve inter-temporal efficiency’. (You are encouraged
to revisit this important question once you have completed the chapter).

10. Before you read the section on market failure, try to brainstorm a list of examples where the market system may

promote the production and consumption of goods and services that don’t necessarily maximise society’s collective
wellbeing. You might consider goods where there is an overallocation of resources to production in one column and

an underallocation of resources to production in a second column.

Activity 3b: Digital disruption, competition and efficiency

One of the key ways that businesses can stay competitive and continue to attract valuable
customers is through innovation. We are living, however, in a period of time where this is
becoming increasingly challenging due to digital disruption. Digital disruption is described as
a process whereby businesses discover a better way to meet the needs and wants of the
consumer through the use of emerging digital technologies and models. The new method is
often cheaper to implement and quicker, and in some cases provides a new good or service
that may have not been imaginable in the past.

Digital disruption has the potential to increase competitive pressures in the market. While

software might be expensive to create (a huge amount of research and development might be needed), once it is deployed
it can enable a business to operate without the same expensive running costs. In many industries, new software ideas
facilitate the entry of more and more competitors into a market. It is predicted that software driven digital disruption will
increase competitive pressures in the finance, energy, healthcare and logistic sectors. Retail, telecommunications, media
and transport are all already experiencing the effects of digital disruption.

Digital disruption depends, in part, on the ability to create, access and store huge amounts of data. In the past, this may
have imposed a huge cost on businesses and acted as a barrier to entry. This is, however, no longer a significant cost
concern for businesses and computer processing power has advanced to such a level that it can enable the extraction of
high-quality information that improves competitiveness. Consumers can also access vast amounts of information. This
access by consumers might lead to more informed decision making that enhances wellbeing.

Examples of digital disruption are all around us. Think about how online stockbroking significantly reduced the cost
and effort required to buy and sell shares. How has streaming changed the entertainment distribution businesses? The
excessive profits made by record companies are now a thing of the past as the revenue that was once derived from physical
sales disappears. Similar disruptions have occurred in the passenger transport industry, delivery services, hospitality,
telecommunications, financial services and real estate. Consumers might also challenge those with whom they transact
— they can easily compare prices online and use this information to negotiate a more favourable price. In doing so, they
increase their purchasing power and signal to the retailer that they are now subject to a different set of rules, where the
market power of the retailer is being eroded.

The rapid change that occurs in business models highlights how technology can contribute to improvements in dynamic
efficiency. Businesses that engage in effective research and development may identify inefficiencies in current methodologies
and move society towards the consumption of products that can elevate the human experience. Many areas of digital
disruption have helped to reduce market power, exert downward pressure on prices and increased the ability of households
to access a wider range of goods and services. Consider the following examples:

e Asstudents of economics, you can access up-to-date news articles at virtually zero cost (and it is assumed that this
will enhance your wellbeing).

*  You might be able to make more informed health decisions using the wide range of information on the internet
(potentially saving money on doctors’ bills and/or improving your understanding of medical advice).

e Massive Open Online Courses (MOOCs) have the potential to increase access to education. This could flow through
to productivity growth in the future and significantly reduces the private costs associated with learning. It is also
likely to make the labour market more competitive.

e The rise of artificial intelligence that is changing the way services will be delivered over time, with wide ranging
implications for education, healthcare, transportation, financial and legal services, as well as retail and other sectors.

The embrace of digital disruption has not been unequivocally positive for consumer choice, however. The rise of ‘tech
giants’ who harvest the data of customers (and more broadly, that of internet users), and use it to deliver limited options
to consumers could manipulate consumer choice even further and also potentially limit the responsiveness of the market
to changing consumer demand, over time.

Questions
1. Choose a key market that has faced digital disruption. Undertake some online research on the market.
a. Describe how the market has become more competitive (based on the characteristics of a
competitive market).
b. Explain how the disruption to the market has affected the prices paid by the consumers.
c.  Explain how the disruption may have led to a more efficient allocation of resources.
2. Choose a different area of digital disruption.
a. Explain how this market is now more able to respond to changes in consumers’ tastes and preferences
(i.e. has become more dynamically efficient).
b. Discuss at least one negative outcome associated with your area of digital disruption, such that there is
potential for living standards to decline.
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3.2 Competitive markets and living standards

Throughout this book, there will be regular reference to the concept of living standards. This is animportant consideration
for economists when decisions are made and is seen by many to be the ultimate aim of all economic (and other) decision
making. Governments will alter their policies to achieve what they hope will be an increase in living standards. It is
therefore worth considering briefly what is meant by this term and how it might be measured. This will be discussed in
greater detail in Chapter 4.

Generally speaking, a study of material living standards looks at the ability of households to access (in most cases this
means purchase) goods and services. A simple way to measure this, is to examine real GDP (an estimate of the country’s
total income) per person (capita). This gives us a general view of the purchasing power of the average individual in
a country. We can also use real GDP per capita as the basis of comparison between countries (after adjustment for
exchange rates and purchasing power are made), although statistics between countries may be difficult to compare due

to limitations with how the data is collected and measured. 4,
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factors that can affect a person’s quality of life which may not be related to the
size of their income. These are often gathered together under the umbrella
term ‘non-material living standards’. Social scientists have concluded that the
quality of human relationships has a strong correlation with a person’s quality
of life. Strong social networks are generally associated with lower crime rates,
better child welfare and positive health outcomes. A society that is democratic,
supports equality across sexes and minority groups seems to be happier. It has also been shown that people in committed
relationships have higher levels of happiness and life expectancy. Some people may experience higher standards of living
when they spend more time alone while others thrive on time spent with others. The complex nature of non-material
living standards (which differ for each person) makes it very difficult to measure. Any assessment of a policy decision or
an analysis of the impact of markets on non-material living standards will invariably be incomplete. Nonetheless, there
is a recognition that these non-material factors do indeed influence our quality of life and hence our ‘standard of living’
and thus are also considered when discussing living standards.
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The market, relative prices and living standards

The market mechanism has been adopted as the primary method by which many countries around the world allocate
scarce resources. It is therefore seen as the most effective way to boost living standards, especially material living
standards. This could be linked to the idea of efficiency and the ability of an economy to maximise satisfaction of society’s
needs and wants.

Consider how the market promotes economically efficient outcomes (and therefore how this might boost living
standards). In a competitive market, relative prices act as signals to producers and consumers and therefore affect the
types of goods and services that are produced. The suppliers will be constantly monitoring prices (their own and those
of their competitors) as well as the prices of complements and seemingly unrelated goods in the market. Changes in
relative prices give the supplier the incentive to alter the types of goods and services that are produced and may also
alter the way goods and services are produced. For example, if there is an increase in demand for chocolate, this will shift
the demand curve for chocolate to the right, resulting in an increase in its relative price (assuming all other factors have
remained constant). This change in relative prices will give the incentive for current suppliers to expand their production
because to do so will result in higher profits. The higher relative price also sends a signal to other potential suppliers that
this is a lucrative market and that they could benefit from entering the market (remember that in a competitive market
there are low barriers to entry which make this possible).

Notice how the changes in prices have resulted in a change in the allocation of resources and a change in the types
of goods and services that are produced. This allocation is deemed to be allocatively efficient because it results in
the production and consumption of goods and services that maximises consumer satisfaction. If the market had not
responded to the change in relative prices and production of chocolate continued at its current levels then some
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consumers may have missed out on their chocolate needs being fulfilled and some resources may have been wasted
because they would have continued to be allocated to another area of production that was less beneficial to society.
The producer who does not pay attention to the needs and wants of the consumer will soon go out of business, so they
have an on-going incentive to monitor price changes. By responding to consumer needs, material living standards can
be maximised and it may also reduce some angst in the markets, knowing that markets will respond when the desires
of consumers change.

Markets also encourage on-going developments in the way goods and services are produced so that technical efficiency
is achieved. A firm that is exposed to competition has a discipline imposed upon them that provides the incentive to
seek the least-cost method of production. If we assume that products offered in the competitive market are similar, then
the best way to attract customers is to offer your product at a lower price than your competitors. This can be achieved
by raising the productivity of the workforce or utilising technology that increases the volume of product that can be
produced per hour. When productivity is increased, the cost per unit has a tendency to fall. This will improve supply
conditions, causing prices to fall (as per the supply analysis undertaken
earlier in this chapter). As prices fall, the consumers’ purchasing power
increases meaning that they can access more goods and services with a
given amount of disposable income.

A counter argument to each of those presented above, however, is that
the market allocates scarce resources inequitably. The access to goods
and services that a household might enjoy may be affected by their ability
to earn an income. Those whose skills are in short supply relative to the
labour demand in the market may command wages that are multiple
times those achieved by those who work in occupations that require
lower skills. Therefore, the market system will tend to result in relatively
low living standards for some members of society while others achieve
material living standards that may have been unimaginable to their
parents or grandparents. Reliance on a purely market system would also
mean that some members of society would have zero income because they are unable to participate in the production
process. Furthermore, as you will discover in Chapter 4, there will be periods when there is a decrease in demand for a
wide range of goods and services and this is driven by changes that can affect the whole economy. Reliance on the free
market alone could therefore result in significant declines in material living standards during periods such as recession
(two consecutive quarters when the volume of production in a country declines).

Inequity of income distribution may also be associated with deteriorating non-material living standards. Societies that
are associated with a high degree of inequality may be more likely to experience social unrest, increased crime rates and
‘status anxiety’, resulting in a wide range of mental health problems.

Reliance on the market and the existence of competition may also mean firms have to constantly monitor price signals.
This may mean that owners of capital and workers may be unable to relax, because they are always worried about losing
market share (or their job). The emphasis in the economy on boosting productivity could also be associated with more
stressed workers. Their employers may expect more and more from them and this can also affect mental health and
negatively affect the quality of their relationships. Each of these factors may reduce non-material living standards.

As the next section of this chapter reveals, the excessive reliance on markets to allocate resources can result in the under-
provision of some goods or services that could improve society’s collective wellbeing. Some products that cause harm to
the individual and society may be over-produced, resulting in a decline in society’s wellbeing. These are instances where
markets fail. A balanced argument about the role of markets in efficiently allocating resources and maximizing wellbeing
should therefore make reference to the important role of price signals, but also acknowledge the instances where the
free market cannot achieve efficient outcomes.

Review cuastions 8.2

1. Explain how material and non-material living standards are each measured and describe a key difference between
them.

2. Explain how the market tends to promote outcomes that improve living standards.

3. Explain how reliance on the free market alone can result in the a decline in material living standards during a
period of recession.

4. With reference to a specific example, explain why increased reliance on the market mechanism might lead to a
deterioration of non-material living standards
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3.3 Market Failure

To reach the conclusion that markets are an effective way to achieve efficient outcomes, several assumptions were
needed. In reality, few markets are perfectly competitive; there are often barriers to entry and rigidities (lack of flexibility)
in the way prices are determined. In addition, the perfectly competitive model does not take into account the impact
of buyers’ and sellers’ (consumption and production) behaviour on third parties. It is also assumed (intrinsically) that
the products being sold were ‘private goods’, where consumption by one consumer naturally excluded someone else
from consumption and where the private consumer had to pay for the product in order to access it. Finally, we assumed
that consumers and businesses were fully informed and made decisions based on all of the available information. Some
goods and services also have unique characteristics that mean that they are not traded in a traditional way.

All of the assumptions for a competitive market are unlikely to be met in most
markets, which means that market failure may result.
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operation of markets without government intervention) results in an allocation HKET

of resources that is inefficient in the sense that living standards or welfare is not
maximised. In practical terms, this means that unregulated markets will lead to
an over-allocation of resources to the production of some goods and services
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The existence of market failure does not usually lead to the conclusion that
economies should abandon markets as the primary instrument by which to allocate scarce resources. Most economists

still see the market as the most effective way to achieve efficient outcomes; however, to achieve its full potential, the
market sometimes needs to be modified with some forms of government intervention. The following four sections
identify four situations that cause the market to allocate resources inefficiently and the government interventions that
are undertaken to correct these inefficiencies. The four forms of market failure considered are: public goods, externalities,

asymmetric information and common access resources.

Review questions 8.8

1. Briefly explain why all of the conditions for a perfectly competitive market are unlikely to be met.
2. With reference to two types of efficiency, explain what is meant by the term market failure.
3. Explain briefly why ‘the existence of market failure does not lead to the conclusion that economies should abandon

the market system altogether’

3.3(i) Public Goods

Most goods and services are allocated in markets where there is an exchange of value taking place - where the buyer
and the seller are each exchanging something of value to them. The consumer is willing to utilise some of their income
because they receive a benefit from consuming the product. The supplier needs to receive payment to reward them, in
part, for taking the risk to bring the product to the market and to cover their costs of production. The relative price of
any good or service therefore provides a valuable signal to consumers and producers and helps to allocate resources to
the highest end-use (the products that provide the highest level of collective satisfaction).

The existence of public goods in the market results in an inefficient outcome. To understand why public goods cause
market failure it is first important to recognise its unique characteristics and contrast these to those of a private good.

Private goods have two defining characteristics. Firstly, they are rivalrous or depletable in consumption. This means
that consumption by one person reduces the amount that is available for another person. If a person purchases and
then drinks a green smoothie, then each mouthful results in less being available for someone else. A private good is also
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excludable, which means that the supplier of the product can prevent someone from consuming the product unless they
pay the price offered in the market. Most products in our markets are private such that one can’t consume a product
unless they pay for it, and once consumed, it cannot be consumed by anyone else.

Public goods, in contrast, have opposite characteristics. They are non-excludable which means that the supplier cannot
stop a person from consuming/using the product (even if they have not paid). They are also non-rivalrous (i.e non-
depletable) which means that consumption by one person does not lead to a reduction in the amount available for other
potential consumers.

Table 3.2 below includes some products that are considered to be public goods. For each, it would be very difficult to
exclude users from receiving the benefit of the product, and consumption by one person or group does not reduce the
amount available for others.

A lighthouse Border control

Police force National defence

Street lights Free-to-air and radio roadcasts
Prisons National security
From an individual’s perspective, there might be an incentive to consume I

without paying for it. This leads to the free rider problem, where a free rider is a person who
receives the benefit from a public good but does not pay for it. Instead, they rely on others to pay for and provide the
incentive for suppliers to offer it to the market.

However, the existence of free rider problem means that the market will tend to underallocate resources to those
goods where the producer cannot charge all end-users. Capitalists, who are looking for profit-making ventures, would be
reluctant to enter an industry where they could not charge their customers enough to at least cover their (opportunity)
cost (i.e. the amount they could have received had they produced something else instead). As a result, the producers
will choose to allocate scarce resources elsewhere (more production will be directed towards private goods where higher
profits can be made). This means that society misses out on the opportunity to consume this valuable product, meaning
that there is an underallocation of resources to its production (compared to the allocation that would maximise society’s
collective wellbeing). The under-allocation of resources to the production of the relevant good or service means that
allocative efficiency is therefore not achieved.

The provision of ‘defence’ for the citizens of a country is a traditional example used to illustrate the under-production
public goods. If defence were to be provided privately, the provider(s) would need to be able to charge each consumer
(perhaps through a subscription fee). Given that the defence force is unlikely to be able to choose who it defends in the
event of war, many ‘rational’ consumers might decide to ‘free ride’.

There may also be a number of citizens who do not have a capacity to pay the fees due to low income. Despite not
paying, most consumers would expect to receive ‘defence services’ (e.g. the protection that a defence force provides).
Consequently, the market (if operating freely) would tend to under allocate resources to the defence force, leading to
an inefficient allocation of resources.

Air Force
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Government intervention: Public Goods
Government subsidies

The government will intervene in those markets where the benefits associated with the provision of public goods exceed
the amount provided by the free market. They will therefore need to estimate the value society places on a public good
and seek ways to increase the amount of resources that are allocated to the production of the good or service. This
might mean that they provide generous subsidies to private suppliers so that they can cover the costs of their operations
(including their opportunity costs). A subsidy usually takes the form of a direct cash payment from the government but
it can also take the form of low or no interest loans, subsidised costs (such as tax-free petrol) and other grants. To work
effectively, the government provides enough income to the supplier so they can offer the product to the public for free.
For example, street lights may be produced by private companies but rather than charging the individuals who might
benefit from the improved safety conditions, they receive their revenue directly from the government.

Direct Government provision

Alternatively, the government can simply take full responsibility for the
provision of the public good. They become the national producer, which is the
case for the defence force. The government employs the defence personnel
and purchases the necessary defence equipment and munitions from the
market so that it can provide the service itself. By entering the market as a
producer of this public good they alter the allocation of resources. Through
their intervention in the market to alter the allocation of resources, it could
therefore be argued that government has improved society’s wellbeing

Governments also provide lighthouses so that ships do not enter dangerous
areas, street lighting so that streets are safer at night and emergency services.
Some privately-provided goods may exhibit the characteristics of public goods.
For example, free-to-air television broadcasts are services with public good
characteristics because the consumption by one individual does not deplete the quality of reception available to another.
Once a person has purchased a television and an aerial they cannot be excluded from receiving the free-to-air signal -
which they can in the case of Pay TV or streaming services. The consumer of free-to-air TV does not pay directly because
the provider of the service is able to charge for advertising space. In this case, the market has found its own solution.

Review Quesions 8.8

1. With reference to the key characteristics of each good, distinguish between a private and a public good. Provide
three examples of each type of good.

2. Explain why the characteristics of a public good can lead to the ‘free rider’ problem.

3. With reference to your answers to questions 1 and 2, explain why the market fails to allocate resources to the
provision of certain types of public goods.

4. With reference to a particular example, explain how the government intervenes in the market to alter the allocation
of resources to achieve a more efficient outcome.

Activity 3c: Are our roads a public good?

A public good has two key characteristics that lead to an underallocation
of resources. It might seem, at first glance, that most roads in Australia are
non-excludable, given that it is possible to drive (or ride your bicycle) on a
road without incurring any direct payment. Similarly, roads might also appear
non-rivalrous/non-depletable, given that one’s use of the road (particularly
country or regional roads) does little to reduce the enjoyment or ability of
others to use those same roads. It therefore suggests that a road meets the
criteria to be considered non-rival/non-depletable in consumption.

In contrast, however, many of you will have experienced road congestion in built up/city areas (especially during peak
times).While it is still ‘free’ to use the road, during peak times the use by one person does indeed reduce the ability
of others to use the road. This means that at 3am the road might be non-rivalrous/non-depletable, but at 8am on
the same day, the road effectively becomes rivalrous/depletable, and develops fewer ‘public good’ characteristics.

With respect to the other public good characteristic of non-excludability, it has always been theoretically possible
to exclude non-payers from using some roads (e.g. those roads on private property). This meant that roads were
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theoretically excludable and therefore did not meet the criteria to be considered a public good. In the past it has been
difficult to charge for the use of public roads, which meant that in practical terms, roads were typically considered
to be non-excludable. However, advances in technology have meant that, increasingly, roads are becoming more
excludable, with companies (e.g. CityLink and EastLink) already able to charge users via ‘e-tags’ when travelling on
toll roads. Governments can charge road users in such a way that people who use the roads are contributing to their
creation and upkeep. The Federal Government collects fuel excise tax (approximately 50 cents per litre), GST on fuel
and vehicle sales, and State Governments collect vehicle registration fees, taxes on EVs and stamp duties.

This is a very imprecise way to charge road users for their use. It is evident that the fuel excise is contributing less
and less to revenue as cars become more fuel efficient. This is expected to continue with the real value of fuel excise
expected to fall by 45% by 2050 (by which time a large percentage of cars will be electric). Governments will therefore
need to utilise GPS data to charge road users according to their actual use. As the government moves closer to a ‘user
pays’ model, it could be argued that our roads become less and less like a public good.

Questions

1. Distinguish between a private and a public good. Based on these definitions, provide examples where a road
might meet the definition of a public good and examples where the road better meets the definition of a
private good.

2. Explain whether the roads you travel on to get to school are private or public goods.

3. Why would there be an under allocation of resources to the production of roads in an economy that is purely
driven by market forces?

4. Identify and explain one form of government intervention that leads to a change in the allocation of resources
with respect to key infrastructure like roads.

5. Explain how intervention by the government might effectively exclude some members of society from using
roads.

6. Discuss the following quote “In the future, all roads will be private goods”.

7. Evaluate the proposal to charge road users based on the kilometres travelled. (Consider arguments for and
against the proposal before reaching a conclusion. Ensure you use economic reasoning and terminology in
your response.)

3.3(ii) Externalities

When a person buys and consumes a product, it is reasonable to expect that he or she derives some private benefit from
doing so (i.e. the person’s utility is increased). When a firm produces a good or service, they incur costs. Sometimes a
producer or consumer (referred to throughout this section as the ‘third party’) may incur a cost or receive a benefit, even
when they are not involved in the transaction (or production or consumption activities).

An externality arises when a person is engaged in a transaction (or activity) that affects the wellbeing of a third party
who is not involved in the transaction (or activity). Externalities are sometimes referred to as spillovers. Externalities can
be positive or negative and can occur in either the production or the consumption of a good and/or service. A positive
externality occurs when the third party (consumer or producer) receives a benefit from the production or consumption
of a product. A negative externality occurs when a cost is imposed on a third party not involved in the transaction (or
activity).

Buyers and sellers tend to neglect the impact of externalities when making decisions about production and/or
consumption, which means that the market outcome will not always be in the best of interests of society, at large. Before
the positive and negative externalities are considered, it is worth discussing the difference between private and social
costs and private and social benefits.

When considering any production activity, there are two types of costs that will be considered. Most businesses usually
only consider their private costs (which includes the money they need to spend to make each additional good or service
plus the opportunity costs). The costs of production have a huge influence on the position of the supply curve as discussed
in Chapter 2. On the other hand, economists also refer to the concept of social costs, which takes a more holistic view
of production. Social costs will therefore be higher if there is an external cost associated with production that is not
incurred (i.e. paid for) directly by the producer. In contrast, social costs will be lower if the production activities convey
a benefit on others that they do not have to pay for.

Private benefits are usually discussed in relation to consumption and relate to the marginal utility that a person receives
from consumption (the extra increase in utility arising from an extra unit of consumption). Economists also consider the
social benefits that may be associated with consumption of goods and services. Any consumption activities that provide
a third party with a benefit will lead to additional benefits for society, such that the social benefits will be higher than the
private benefits. Consumption activities that reduce the living standards of third parties will have a lower social benefit
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than the private benefit. Figure 3.1 illustrates the nature of externalities in terms of the differences between private and
social costs/benefits.

Figure 3.1
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In relation to goods and services with positive externalities, it highlights that an unregulated market would devote
an insufficient volume of resources to the production of these goods and services, resulting in under production. In
contrast, for those goods and services with negative externalities in production, the unregulated market would devote
too many resources to the production of these goods and services, resulting in over production.

Positive externalities in production

A positive externality in production occurs when a firm produces a good or service that provides benefits (directly or
indirectly) to another economic agent (e.g. a consumer or another business) not involved in the transaction. The firm
which has chosen to produce the product will only consider the potential revenue (i.e. the private benefits) they can
extract from their (paying) customers and compare this to the private costs associated with production. In the case of
positive production externalities, the social costs are less than the private costs associated with producing the product
(because the external benefits do not reduce the private costs of production). Therefore, in a free market the producers
will tend to underallocate resources to the production of goods and services that have positive production externalities.

Examples of positive externalities in production

If a firm undertakes research and development, it may eventually result in the production and implementation
of new technology across many sectors in the economy. The firm itself may benefit from the sales of the new
technology, but the technology is also likely to be beneficial to other firms and consumers who do not have to pay
for the initial research and development.

Positive externalities in production can also occur when a beekeeper sets up near agricultural producers (such as
fruit growers). The bees will pollinate the nearby fruit trees and increase their yield, but the farmers, in some cases,
will not have to pay for the bees’ ‘work’. As it turns out, the positive externality does work both ways because having
access to good quality fruit trees will improve the quality and quantity of honey available.

A firm may also undertake training of their workforce to improve production outcomes, such as through
improvements in production techniques and communication. If an employee, whose skills have been improved by
this training, should leave the organisation, then the firm will not be able to enjoy the full benefits of the investment
given that the employee will be working elsewhere. Firms will therefore be more reluctant to undertake extensive
investment in training (a significant cost) in the knowledge that other firms stand to reap (some of) the rewards of
that investment once the more highly skilled employee moves to another workplace.
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Positive externalities in consumption

A positive externality in consumption occurs when the consumption of a good or service improves the wellbeing of
another consumer or producer (a third party, not involved in the transaction/activity). The consumer is assumed to be
willing to pay a price which is equal to or less than the private benefits but won’t consider the external benefits to other
members of society. The market will therefore underallocate resources to these areas.

Examples of positive externalities in consumption

In a free market, demand for vaccinations may be lower than the
socially optimal quantity. The producer of the vaccines would need
to ensure they charge the customer enough to cover their costs.
When a person receives a vaccine, they are likely to experience
an increase in their long-term living standards because they are
protected from contagious diseases. Some people who do not
pay to have the vaccine, however, will also benefit because the
vaccinated people reduce the viability of the disease. It is much ==
more difficult for it to spread when there are fewer
potential carriers.

Education is also a service where there are extensive positive externalities in consumption. An educated person
experiences many private benefits. This might include a better understanding of how the world works and an
increased earning capacity in the future. Society also benefits from having a more educated workforce because the
labour force is likely to be more productive, unemployment rates are likely to be lower, crime rates will tend to be
lower and people will usually experience better health outcomes. The provider of the education can only charge
what the individual is willing and able to pay (which is assumed, quite unrealistically to be linked to the private
benefits they expect to generate from such consumption). This means that the demand for education would be
much lower in a free market (a completely user-pays system). In many cases, children from low-income households
would be denied an education, resulting in a significant reduction their living standards, as well as lost productivity
and lower living standards for society at large.

All positive externalities in consumption or production will ultimately lead to an inefficient allocation of resources.
Too few resources would be allocated to the production and consumption of the relevant good or service and the
socially optimal allocation of resources would not be achieved. This means that the relevant goods and services would
be underprovided without some form of government intervention.

Government intervention: Positive externalities

As discussed in Chapter2, the interaction of demand and supply in individual markets will determine how
resources are allocated across the economy. When there are positive externalities in production and/or
consumption, the allocation of resources will be sub-optimal because the market is unable to capture the
external benefits that arise. Those who receive the benefits are not required to pay and it would not necessarily
be rational for recipients to do so. Therefore, the government may intervene in free markets either directly or
indirectly to increase the production and consumption of goods and services that convey external benefits.

Government Regulation

A government regulations include law that can ban production or consumption of
certain activities or impose requirements on producers or consumers if they want to
engage in certain activities. One way governments can use legislation to increase the
production and consumption of products that convey external benefits is by making
certain types of activities mandatory. They may also impose certain conditions on
the use of other goods and services that also promote the consumption of goods and
services with positive externalities. Consider the following examples:

e Australia has in place legislation that makes education compulsory between the
ages of 5 or 6 and 16. This creates demand for, and production of, education
services, some of which might not be present in a free market. The demand
curve shifts to the right and the equilibrium quantity sold increases. This brings
society closer to the socially optimal level of education.

e InJanuary 2016, the Victorian Government introduced a new law they called ‘No Jab, No Play’. The aim
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of this legislation was to promote infant vaccinations. Those households who wanted their children to
attend childcare must be up to date with the per-age schedule as determined by the Federal Government.
Commonwealth childcare subsidies (where the government pays for a portion of a family’s childcare) are
also denied if the child is not vaccinated. This is referred to as ‘No Jab, No Pay’

e In 2021, many state governments made it mandatory for workers to be double vaccinated against COVID-19.

Advertising

Governments can utilise taxpayer funds to create advertising campaigns that promote the consumption of goods and
services that convey positive externalities. The government may be trying to reduce the degree of ignorance about the
potential benefits by providing meaningful information (so that the consumer can make a more informed decision).
Consider the following examples:

e The promotion of cancer screening to protect health through early detection. One specific example is
BreastScreen which provides free services for women. The most recent campaign has focused on women
between the ages of 70 and 74, as this group were not using the services as much as younger generations and

the chances of cancer increase with age

e The COVID-19 advertising campaign that encouraged people to behave in ways that lead to reduced transmission

e SunSmart campaigns that are designed to reduce the risks associated with exposure to UV rays that can lead

to skin cancer

Each of these campaigns, if successful will help to promote improvements in health outcomes. A healthy person
not only enjoys a higher standard of living but they are also likely to be able to contribute more positively to the
economy. In addition, those who interact with the healthy person may also experience intangible benefits.

Both advertising and legislation are designed to shift the demand curve for products with positive externalities to the
right. This is illustrated in Figure 3.2 where the quantity traded for the good or service increases from Qm to Qopt, where
Qm is the free market level of production and Qopt is the quantity produced after the intervention. The use of ‘Qopt’
highlights that the new quantity produced is closer to the optimal allocation of resources because society’s wellbeing

has been improved through this intervention.

D2 - D1 represents the social benefit
(i.e. the value of the positive externality)

Price ($)

Subsidies (and direct provision)

Figure 3.2

Government increases demand for the good
or service via means such as cash incentives,
advertising or compulsion

D2

Qm Qopt Quantity

A more socially optimal level of production occurs as a result

of government initiatives to increase demand

The government can also intervene in the market to reduce the private costs of producing the goods or services in
order to encourage production and consumption and therefore internalise the positive externalities.

A subsidy is a payment made, usually to the producer of a good or service that effectively reduces their cost of
production. This will shift the supply curve to the right because it is now possible to supply more at each given price
level. Governments can also help to subsidise private costs by granting tax relief to producers or offering low interest
rate loans. When the supply curve shifts to the right this puts downward pressure on prices, helping to expand
demand and increase production. In some cases, the product will be fully subsidised, which leads to a price of zero.
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This is reflected in Figure 3.3 which shows how the shift in the supply curve results in an increase in the quantity
traded increasing from Qm to Qopt where Qopt reflects the fact that society has now allocated more resources
to the production of this type of product and it is now operating closer to the allocation that optimises society’s
wellbeing.

Figure 3.3
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Examples of subsidies to account for positive externalities

In most countries around the world, including Australia, the government is involved in the direct provision of both
education and health care. The positive externalities associated with health care are so large that the government
does not want to leave it to the private sector. For some forms of education and health care, the government
intervention reduces the price to zero, such that any person who needs or wants the service can choose to access it.

Private schools in Australia are also some of the most highly
subsidised in the world. The Federal Government allocates
more per private school student than to each public school
student (although the majority of the funding for secondary
schooling is provided by State governments). The Government
argues that this investment in education leads to better
educational outcomes because it creates a more competitive
market and allows schools to cater for students with different
learning needs.

The Government also provides large incentives for firms to
undertake research and development. They have implemented
changes to the taxation system such that those companies who
engage in eligible research and development are entitled to a
refundable tax offset.

Negative externalities in production

Negative production externalities occur when the production activities undertaken by suppliers impose costs on
society/third parties. This might take the form of reduced living standards for individuals or higher production costs
for other firms (which will ultimately mean that consumers may have to pay a higher price for seemingly unrelated
products). When the firm decides how much of a good to produce, it will look at its private costs relative to selling price.
They will not consider the costs to society because they can externalise those costs onto a third party. This means that
the amount they produce is deemed to be excessive (sub-optimal) from the perspective of society because at the point
of production, the costs to society are greater than the benefits.
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Examples of negative externalities in production

Imagine that a factory was set up next to a river. The river flows into a nearby lake where a trout farm operates.
The factory, in order to reduce its costs of production, dumps its waste materials into the river, rather than dispose
of it using more environmentally friendly methods. Their production activities are therefore imposing a cost on
the trout farm downstream as the waste either kills the fish
or makes them unfit for human consumption. Those who
live along the river and use it for recreational activities also
experience a decrease in their standard of living. The firm
operating the factory, because it does not pay for these
costs, will experience relatively low costs of production and
will therefore be able to charge its consumers lower prices.
Lower prices encourage greater consumption of the good or
service so the product that causes the negative externalities
is overproduced.

Most of the electricity produced in Australia is derived from
coal-fired power plants. This involves the burning of fossil
fuels. When carbon dioxide from burning the coal is released
into the atmosphere it imposes costs not only on current
generations but also future generations. Firstly, those who
live near the power plants experience a significant decrease
in their air quality. Particles in the air, for example, may be
associated with the increased incidence of asthma and other respiratory conditions. These individuals experience an
increase in their medical bills (a measurable external cost) and a decrease in their enjoyment of life (which is much
harder to quantify). Secondly, the release of carbon dioxide contributes to climate change, leading to longer-term
costs imposed on future generations. [These costs are highlighted in Chapter 10, which explains the rationale for
environmental policies.] The market price for electricity does not reflect the external costs and is therefore relatively
low. This encourages excessive production of electricity based on fossil fuels in the free market and leads to an inefficient
allocation of resources.

Negative externalities in consumption

Negative consumption externalities occur when the consumption of goods and services impose external costs on third
parties. When the consumer decides to consume a good or service, it is assumed that he/she will consider the private
costs and benefits. If the price paid is equal to or less than the perceived benefit of that extra unit of consumption, then
they will choose to consume the extra amount (assuming they can afford to do so). Unfortunately, that consumption
may impose a cost on another individual or on a business, and therefore society as a whole may be worse off. It could
therefore be successfully argued that the benefit from private consumption is larger than the social benefits from the
same activity (i.e. the rest of society experience a decrease in their living standards). This results in an over allocation of
resources to the production and consumption of the good in question.

Examples of negative externalities in consumption

When a person consumes a cigarette in public, the toxins in the
cigarette are passed from the consumer to the third party, imposing a
cost upon them (referred to as passive smoking). The decision by the
smoker has reduced the enjoyment of life and imposed unnecessary
costs on a third party. The third party may have to allocate more
of their future income to healthcare (rather than the consumption
of goods and services that could add far more utility). Smoking
also creates a future healthcare burden, which may result in an
opportunity cost for future governments and/or higher taxes needed
to fund the treatment of preventable diseases.

If you are trying to sleep at night and your neighbour is having a party,

the noise pollution is a form of negative externality. The neighbour may not consider your wellbeing (the cost he or
she imposes upon you), so the noise may be excessive for the relevant time of the evening. If the noise keeps you
awake, then you may not be as productive at work the next day (which indirectly reduces society’s wellbeing as well)
and your stress levels are likely to be higher.
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Activity 3d — Externalities

1. Place each of the four examples listed below into the appropriate boxes on the diagram below.
e The creation of a beautiful garden by your neighbour

e Research and development by Apple
e The building of a road using a jackhammer
e Your next door neighbour’s fireplace

Positive externalities Negative externalities
In consumption In consumption
[Social benefits > Private benefits] [Social benefits < Private benefits]

Positive externalities Externalities Negative externalities
In production

In production
[Private costs < Social costs]

[Private costs > Social costs]

2. Explain why an unregulated market would tend to over produce or under produce the relevant good or service.
In your explanation, make reference to the difference between private costs/benefits and social costs/benefits.

Government intervention: Negative externalities

When negative production or consumption externalities exist, the market will fail to arrive at the socially optimal
allocation of resources (too many of the goods and services are being produced and consumed). The government will
therefore look to correct this market failure by intervening in the market. Consider the following approaches.

Government regulation

A government regulation may include a law that can ban certain production or consumption activities or imposes
requirements on producers or consumers if they want to engage in certain activities. Many products and activities
that cause negative externalities have been made illegal over time, such as:

e In 1987, CFCs (chlorofluorocarbons) were banned by governments around the world because their use
contributed to the hole in the ozone layer

e In 2007, the Victorian Government banned the smoking of cigarettes in any enclosed public environment,
helping to reduce the negative externalities associated with passive smoking

e ltisillegal to light fires and burn off materials in your own backyard

e ltisillegal to sell or be in possession of illicit drugs and it is illegal to sell alcohol to minors

e Single use plastic bags were banned in some states of Australia in 2018

e In 2020, the Victorian Government made it temporarily illegal to travel more than 5 kilometres from home
and established a curfew between 8 pm and 5am

e The NZ government has effectively banned anyone born after 2008 from ever purchasing a cigarette

e The sale of nicotine vapes is now restricted to those who are over 18 and purchases can only be made at
pharmacies.

The government can also require households or businesses to modify their behaviour such as:

e Music venues that are located near residential buildings must have noise limiters fitted so that sound cuts
out if it exceeds a certain decibel reading

e (Cars sold in Australia must have catalytic converters installed. These help to reduce the toxicity of fumes
released into the atmosphere when the car consumes petrol

e Governments may require that new buildings meet certain safety and environmental standards and reach a
certain level of energy efficiency (which effectively reduces the number of future injuries that might occur
and the level of pollution)

e During the COVID-19 crisis, governments around the world required people to wear masks in public.

e From 2022, new homes built in Victoria no longer need to be connected to gas.
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Indirect taxation

An indirect tax is a source of revenue for the government where the tax may be imposed on an intermediary (such
as a producer or a retailer) but where the consumer will ultimately pay for most of it (especially if the product in
question has a low PED - discussed in Chapter 2).

An indirect tax is usually imposed upon the producer. This adds to the cost of production for the producer. When
the cost of production increases, the supply curve shifts to the left. The price will therefore have a natural tendency
to increase, which means that demand will tend to contract and production will fall. Therefore, the government
intervention has altered incentives for producers and consumers and the allocation of resources has changed. As
Figure 3.4 illustrates, the production and consumption of the good has been decreased from Qm to Qopt, where
Qopt is an indication of the socially optimal allocation of resources for that product.

Figure 3.4
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A more socially optimal level of production occurs as a
result of government initiatives to contract demand

The most optimal outcome is likely to be achieved if the government is able to set the tax equal to the external costs.
The aim of the indirect tax is to ‘internalise’ the external cost, such that those involved in the transaction ultimately
pay for the costs that are imposed on society. For the producer, this additional cost might be reflected in lower sales
and a lower price received (after the tax is considered), and for the consumer it will be reflected in higher prices and
therefore reduced purchasing power.

Examples of indirect taxes that have been implemented in Australia include:

e The excise taxes on tobacco. Between July 2013 and
2020, the government increased the tobacco excise
by 12.5% per year and has legislated to increase by
a further 5% per annum each year from September
2023. This has resulted in the price of a packet of 50
cigarettes being as high as $100 (Sep 2024)

e The excise tax on fuel (e.g. 49.6 cents per litre on
petrol and diesel)

e The excise taxes on alcohol (e.g. up to 47% for beer)

e The luxury car tax of 33% for vehicles above
approximately $72,000.

Subsidies

The indirect taxes referred to above will ultimately raise the relative price of the good or service and encourage
consumers to substitute into the consumption of products which have less harmful effects on society and whose
prices are now relatively lower. The government can also accelerate the substitution away from goods with negative
externalities by providing subsidies to the production of goods and services that cause fewer negative externalities.
For example, the Victorian Government provides eligible households with a rebate of up to 50% of the purchase cost
to install solar PV panels (up to $1,400 plus an interest free loan). This policy helps to reduce the demand for coal-
fired electricity (which creates substantial carbon emissions).
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Government advertising

Governments have also tried to reduce the incidence of negative
externalities by influencing tastes and preferences. To do this
they engage in advertising campaigns that attempt to educate
the public about the costs that are being imposed on both the
individual and society. This also applies to demerit goods. These
goods and services tend to be over consumed because the
consumer is making decisions based on incomplete information or
approaching the decision-making process in an irrational manner.

Study tip

Demerit goods are those that are considered harmful
or ‘bad’ for the person consuming them. They are
related to negative externalities in consumption but
there is an important difference. Goods with negative
externalities in consumption require third parties to be
negatively affected. This is not the case for de-merit
goods.

Education campaigns/negative advertising is designed to shift the
demand curve for the product to the left. The decrease in demand leads to lower prices and quantities sold, reducing
the profitability associated with producing the good or service in question. The reduction in demand is reflected in
Figure 3.5, which shows how the equilibrium quantity traded decreases from Qm to Qopt.

Figure 3.5

Price ($)
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Examples of government advertising include:

e Ongoing QUIT campaigns aimed at reducing cigarette consumption. These campaigns have illustrated, in an
extremely graphic form, the health consequences associated with smoking and how smoking can affect children and
those yet to be born. (The very effective ‘Every cigarette is doing you damage’ advertising campaign can be viewed
at https://www.youtube.com/watch?v=rj0ZSg39bbo).

e To view a wide range of advertisements associated with reducing carbon emissions and raise awareness about
climate change visit https://www.youtube.com/watch?v=iE2948gLBPw

Review Questiens 8.86

1. Explain the difference between a positive externality in production and a positive externality in consumption.

2. Identify one example of a positive externality in production and explain, by referring to the difference between
private and social costs, why the market would tend to under allocate resources towards the production of this type
of good or service.

3. Identify one example of a positive externality in consumption and explain, by referring to private and social benefits,
why consumers may consume a sub-optimal level of this good or service in an unregulated market.

4. Identify two different types of government intervention that have been implemented, or could be implemented, to
increase the production and consumption of a good or service that conveys external benefits.

5.  With reference to your examples in Question 4, illustrate how the market outcome might change using a demand
and supply diagram.

6. Identify one example of a negative externality in production and explain, with reference to social and private costs,
why the market would tend to over allocate resources towards the production of this good.

7. ldentify one example of a negative externality in consumption and explain, with reference to social and private
benefits, why consumers may consume a sub-optimal level of this good or service in a free market.
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8. Identify two different types of government intervention that have been implemented, or could be implemented, to
reduce the production and consumption of a good or service that imposes external costs on third parties.

9. Use two different demand and supply diagrams to illustrate how the two different policy initiatives discussed in
Question 8 might work to change the allocation of resources.

10. With reference to at least one type of efficiency, explain how actions to correct the market failures caused by
negative externalities are likely to lead to a more efficient allocation of the nation’s scarce resources.

Activity 3e: Vaping

The Australian Government Department of Health and Aged Care
describes E-cigarettes as “devices that make vapour for inhalation,
simulating cigarette smoking”. E-cigarettes deliver an aerosol by
heating a solution that the user breathes in. They may also be called
vapes (hence the link to the term vaping). Results from the 2022-2023
National Drug Strategy Household Survey showed that the proportion
of people using e-cigarettes daily in Australia increased substantially,
from 0.5% (an estimated 100,000 people) in 2016 to 3.5% (an
estimated 700,000 people) in 2022-2023.

The consumption of e-cigarettes can be linked to the concept of

market failure in a number of ways. Most health professionals would classify e-cigarettes as demerit goods because they
cause harm to those who consume them. The Australian Government Department of Health and Aged Care states that
e-cigarettes are not safe for consumption. Their research indicates that many e-cigarettes contain toxic, cancer-causing
substances such as formaldehyde and acrolein. These are likely to cause negative consumption externalities because long
term use may be associated with increased risk of lung disease, heart disease and cancer. Many also contain nicotine, which
is highly addicted and whose consumption may be associated with a higher probability of taking up regular smoking in the
future. Consumption of these products therefore imposes a cost on future generations who would need to fund the higher
health care costs through their taxes. Future workers may also need to be absent from work for more days, which negatively
influences the productive capacity of the economy. The fact that the producer and consumer do not consider the negative
externalities in their decision to maximise profits and utility results in an overallocation of resources to the production and
consumption of this good.

The decision to consume e-cigarettes is also likely to be based on asymmetric information. The manufacturer of the
e-cigarettes will have more knowledge of what is in the product than the consumer. Government research has highlighted
that many labels were incomplete and/or inaccurate. This means that consumers were making decisions which were not
necessarily rational or well-informed. The asymmetric information also contributed to the misallocation of scarce resources
because society’s wellbeing would have been improved if consumers were able to make more informed decisions.

Governments have become quite active over recent years, introducing new regulations designed reduce the consumption
of e-cigarettes, especially by minors. Like cigarettes, vapes cannot be purchased by anyone under the age of 18. It is also
illegal to advertise or display e-cigarettes and it is illegal to consume these products in educational settings. In addition,
vapes have been categorised as therapeutic goods and can now only be purchased at a registered pharmacy by persons
over the age of 18. The domestic manufacture, supply and commercial possession of non-therapeutic and disposable single
use vapes became unlawful from July 2024.

Another form of government intervention is education and awareness campaigns. The Australian Government funds QUIT,
an organisation dedicated to reducing the consumption of harmful substances such as cigarettes and vapes. They produce
short clips and resources for schools to reduce the degree of asymmetric information and help young people make more
informed decisions.

Additional resources: https.//www.quit.org.au/articles/teenvaping/
https://www.health.gov.au/health-topics/smoking-and-tobacco/about-smoking-and-tobacco/about-e-cigarettes

Questions

1. Distinguish between demerit goods and goods that produce negative externalities.

2. With reference to the concept of negative consumption externalities, explain why there may be an inefficient
allocation of resources with respect to e-cigarettes.

3. Identify and explain how one government regulation might affect the demand and/or supply curve for e-cigarettes

resulting in a change in the market outcome.

Explain how education campaigns are designed to affect the demand for e-cigarettes.

5. Explain why there may be asymmetric information in the market for e-cigarettes and why this leads to an inefficient
allocation of resources. [Read section 3.3 (iii) first, to develop an understanding of asymmetric information.]
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3.3 (iii) Asymmetric information

When demand and supply analysis is undertaken, one of the key assumptions made about the competitive market is
that economic agents have access to perfect information. This important assumption refers to the fact that a rational
consumer or producer will have knowledge of the full costs and benefits of the product or factor they are purchasing,
they are aware of the prices of all products in the market, the resources used and how the product or factor was
produced. If a consumer or business has access to all of this information, then they are more likely to make a purchasing
decision that maximises their wellbeing which promotes a more allocatively efficient outcome.

Inthe real world, it is likely that some of the information needed to make a decision is not available. Acquiring information
in many instances is costly, both for consumers and producers. In certain circumstances, consumers will not be able to
ascertain all information about the good or service they are purchasing. In some circumstances, the seller of a service
will not have enough information about the purchaser to be able to charge the correct price or offer the right service.
Asymmetric information refers to a market transaction where one party has access to more information than the other.
This can alter the behaviour of the buyer and/or the seller, can lead to excessive or below ‘fair value’ prices and will often
lead to an inefficient allocation of resources. Decisions made using unreliable or incorrect information can lead to the
need for increased spending later and may create excessive waste in a society. Society’s wellbeing could therefore be
improved through greater access to meaningful information and/or government intervention.

Situations where the seller has more information than the buyer

In many transactions, the seller will know more about the quality, reliability and features of a product they are selling
than the buyer. In an unregulated market, the seller may make claims about a product that are not true (the buyer may
not know this until they consume the product and it doesn’t work as advertised) and the seller may also hide any defects
that they are aware of. Even if information is made available, the seller may have a better understanding of the product
and may be able to persuade the consumer to purchase the product, even if it is not in their best interests.

Examples of asymmetric information where the seller has the power

George Akerlof undertook one of the first influential economic
studies of asymmetric information. He wrote a paper on the vy,
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seller of the used car will not be able to sell the car for what it is )

really worth and might decide to take the car off the market. A

mutually beneficial transaction doesn’t take place and the information asymmetry results in adverse selection (an
economic outcome that does not maximise wellbeing for at least one of the parties). The sale of the car for a fair
price could have been a transaction that boosted efficiency because it would have made both parties better off. This
means that fewer second-hand cars may be sold in the market and may lead to an over allocation of resources to the
production of new cars. This does not necessarily maximise society’s wellbeing as those resources could have been
used more effectively elsewhere (especially if you consider the environmental costs of producing so many new cars)
and a greater volume of waste is generated in society (reducing inter-temporal efficiency).

Other examples of asymmetric information where the seller knows more than the buyer

e When a person takes their car to the mechanic, they often lack the knowledge to determine if the services
recommended are necessary

e When purchasing vitamin and herbal supplements, the consumer is unaware of what exactly is in the bottle and
how their body may react
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e  Recentinvestigations in Australia and in other developed nations, has found shocking evidence of inappropriate
ingredients being added to pet food

e In the labour market, the (potential) employee (as the seller of labour) will often know more about their
capabilities and value than the employer (as the buyer of labour).

Situations where the buyer has more information than the seller

In some market transactions, the buyer will have a greater amount of information available than the seller. This usually
arises in situations when the consumer knows something about him or herself that affects the price charged or the
viability of a transaction. Consider the following illustrative example.

Example of asymmetric information where the buyer has the power

The market for insurance is a situation where the buyer usually has more knowledge about their probability of
making a claim than the seller (who takes on a risk by insuring someone). To illustrate, a consumer purchasing health
or life insurance knows whether they smoke and/or have a healthy lifestyle. The long-term consequence of the
person who buys health insurance engaging in unhealthy behaviours is that the average premium for all those who
purchase health insurance increases (even those who look after themselves). The low-risk consumers effectively
subsidise the high-risk consumers. The low-risk consumers may undertake a cost/benefit analysis (based on the
available information) and conclude that the insurance is not worth the price charged. As more ‘healthy’ people
drop out of the market, the average costs for the insurance company increase, leading to higher premiums (and
more people being unwilling or unable to afford it). As was the case with the used car market, there may be a serious
under allocation of resources to the private health insurance market due to asymmetric information.

Asymmetric information, moral hazard and inefficiency

Moral hazard occurs when economic agents adjust their
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secure, then he or she may have the incentive to alter his or her

behaviour. This could be more prevalent if the worker’s behaviour or output cannot be continually monitored. He or she
may choose to ‘slack off’ occasionally. This means that the worker may reduce their potential productivity and technical
efficiency will be compromised. As a result, society’s wellbeing is not maximised and market failure occurs.

Government intervention: Asymmetric information

As this section has illustrated, a lack of meaningful information can lead to adverse selection. This results in an allocation
of resources that is not optimal from society’s perspective. A lack of information can result in the excess allocation of
resources to some areas of production, an increase in the suspiciousness of consumers that has a dampening effect on
mutually beneficial trades, and when behaviour cannot be monitored, moral hazard can occur. The Government can
intervene in markets to reduce the incidence of market failure that is associated with asymmetric information.

Government regulation

Governments can protect consumers from misinformation that might be provided by sellers. Australian Consumer
Law makes it illegal for firms to engage in conduct that misleads or deceives consumers or other businesses. This area
of legislation also covers unfair contract terms, consumer rights including warranties, safety of purchased products
and rules for door-to-door selling and direct marketing. There is an inherent right given to consumers with regards
to the purchase of a product. If there is a ‘major problem’ with a product or service, the consumer has the right to
ask for a choice of a replacement or a refund. In the case of a ‘major problem’ with a service, the consumer can
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choose to receive compensation for the drop in value below the price paid or a refund. This legislative approach
provides incentives for firms to alter their behaviour and may provide the consumer with more confidence to engage
in mutually beneficial transactions.

In some circumstances, the government will introduce regulations that ensure that the seller of a product provides
a greater level of meaningful information to the consumer. For example, food-labelling laws in Australia require
processed food manufacturers to list the ingredients used in
descending order (by ingoing weight). The provision of this
information helps to not only reduce asymmetric information,
but also helps to boost the consumption and production of
goods that provide positive externalities.

In the health insurance market, government has used its
legislative powers to intervene extensively. Those who earn

more than $97,000 per annum ($194,000 for families) will face

a Medicare Levy surcharge if they do not have health insurance ' &
(between 1% to 1.5% extra tax payable). The government also o
imposes an additional cost on those who choose to begin
purchasing health insurance after they are 30. For each year

that a person does not have health insurance above this age,

they need to pay an extra 2%. This means that if a person joins

a private health fund when they are 40, they would pay 20%

more than the stated premium each year. The government also provides a subsidy for those who choose to take out
private health insurance. The amount of the subsidy is based on individual or household income (the highest rebate
available is approximately 25% for individuals earning less than $97,000 ($194,000 for households) and cuts out when
income reaches $151,000 ($302,000 for households).

The government can also require that people who operate in certain industries are certified and registered. For
example, doctors, lawyers, teachers and other professionals have to pay an annual fee and undergo on-going
professional development to maintain their registration. This reduces the likelihood of a consumer buying a service
from someone who is not qualified or who has caused harm to a previous purchaser.

Government advertising

As was discussed in the section on positive externalities, consumers may be unaware of both the private and external
benefits associated with merit goods (products that enhance consumer outcomes) and the private and external
costs associated with demerit goods (usually harmful to the consumer in some way as well as others in society).
Merit goods tend to be underprovided in a free market and demerit goods may be overprovided. This can, in part, be
caused by a lack of information about the consequences of not consuming merit goods and/or excessively consuming
demerit goods.

e The government could run information campaigns that

VA
highlight the benefits associated with purchasing fresh ¢ N il E
food and vegetables ;;“ E dn%m(: )
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To increase the availability of information, the government 8@ uhan SCTVICE
could also subsidise firms who provide meaningful information &

for consumers. Documentary makers, who highlight the health
consequences associated with the consumption of merit
and demerit goods may be able to receive grants from the
government, which increases the likelihood that potential consumers have access to meaningful information. This
subsidisation indirectly alters incentives and behaviour such that a more efficient allocation of resources is achieved.
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Review Questiens 8.8

1. Explain what is meant by the term asymmetric information.

Explain why having access to information helps to promote a more efficient allocation of resources.

3. With reference to a specific example, explain how the existence of asymmetric information might lead to a reduction
in allocative efficiency.

4. With reference to a different example, explain how asymmetric information might contribute to the problem of
moral hazard.

5. Explain how moral hazard might occur in the workplace and how this can result in a reduction in technical and
allocative efficiency.

6. With reference to two specific examples, explain how the internet may reduce the degree of information asymmetry
and help to promote a more efficient allocation of resources.

7. Visit http://consumerlaw.gov.au/. Outline three elements of the government’s legislation that are designed to
reduce the inefficiency that is caused by asymmetric information.

8. Identify and explain one other specific government initiative that has addressed the problems caused by asymmetric
information and explain how this initiative has altered the market outcomes such that society’s wellbeingisimproved.

N

Activity 3f: Should Australia ban cigarettes like New Zealand?

In 2022, New Zealand became the first country in the world to start the
process of banning cigarettes and other tobacco products. The proposed
laws mean that anyone born after 2008 will not be able to legally purchase
cigarettes in their lifetime. The goal of the policy is framed around making
sure that young people never get addicted to nicotine.

A key strength of the policy is that it targets underlying factors that cause
young people to start smoking (and becoming addicted while their brains
may be less able to make rational choices). The ultimate aim is to get
smoking rates beneath 5% of the adult population. The ban will also create
the first of many smoke-free generations.

Smoking rates among the Maori population are much higher than non-
Maori. Modelling by Otago University and the University of Melbourne
suggests that the policy intervention will significantly reduce this health
inequality. The modelling also suggested that the strategy will add an extra
600,000 health-adjusted life years (which considers not just extra years of
life but also the quality of life). It is also expected that the measures could reduce health care costs in New Zealand by
approximately NZ$1.3 billion. Productivity in the workplace is also predicted to increase with fewer days lost to illness and
fitter and healthier workers able to produce more per hour worked.

Prohibition has historically failed to curb the production and consumption of illicit substances in the past and concerns have
been raised that the ban will lead to a growing black market for tobacco (see Activity 3j). There will be increased incentives
for criminal gangs to smuggle illegal tobacco into NZ as well as incentives for illegal home grown production to take place.
This increases the risks and the costs for those who would like to continue smoking, which of course is instrumental in
driving demand towards zero. Some experts are concerned that a ban may also not address why people start smoking in
the first place, and therefore they advocate for more funding to support education campaigns.

Questions

1. Explain why the consumption of cigarettes represents an inefficient allocation of resources.

2. With reference to the article, explain how the consumption of cigarettes impose costs on third parties.

3. Construct demand and supply diagrams to show how the ban on cigarettes might affect the market for cigarettes
in 10 years, 20 years and 50 years.

4. Discuss the effectiveness of the ban in reducing the consumption of cigarettes (look at strengths and weaknesses
of the policy.) You may research the impact of bans on other illegal drugs to enhance your arguments.
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Activity 3g: Sugar and tobacco — negative externalities and asymmetric information

In recent times, media outlets have drawn some interesting parallels between the harm
caused by sugar and tobacco. The negative health effects of cigarette smoking are well
documented, including that it increases the risks of contracting cancers, heart disease and
other health problems. Cigarettes are also associated with negative externalities, because
those who smoke near other people impose a cost on them. The recipients of the second-
hand smoke may suffer a reduction in their living standards (sometimes simply a loss of
enjoyment of their life or, ultimately, the same sorts of health problems experienced
by smokers themselves). The smoking of cigarettes also places an avoidable burden on
the future healthcare system. The government needs to allocate a greater share of its
tax revenue to treatment of those with illnesses directly linked to cigarettes, potentially
leading to higher taxes and the opportunity cost of of other government services that
could have provided positive externalities being foregone.

Most people now are aware of the dangers associated with cigarette smoking, but at the
height of their popularity, there was definitely a high degree of asymmetric information.
For many years, the tobacco industry feigned ignorance of the harm caused by smoking
and even employed ‘experts’ to cast doubt on any studies that suggested cigarettes were
dangerous. Recent research into health problems caused by excess consumption of sugar
have allowed reporters to draw some interesting parallels. Some have described sugar
as ‘the new tobacco’. A number of scientific studies have linked sugar consumption to
conditions such as obesity, heart disease, Alzheimer’s disease and diabetes. It could be
argued therefore, that excess sugar consumption in the current period is likely to impose costs on future generations (inter-
temporal inefficiency). Like tobacco, it will cause future health budgets to be devoted towards treatment of potentially
avoidable medical conditions. Losing more days to illness also means that the nation’s potential output could suffer
(reduction in future technical efficiency).

Like cigarette consumption, for the last 30 years many people may have been consuming excess amounts without knowing
the potential dangers. The sugar industry has also been accused of spreading misinformation to protect their profits. Like
the ‘Tobacco Industry’, the ‘Sugar Industry’ has funded research to cast doubt on the link between sugar consumption and
poor health outcomes. The industry also sought to demonise fat, linking its consumption to heart disease (a link that has
become the subject of much debate). When fat was removed from a number of processed foods, they tasted terrible, so
sugar was added to make them palatable. The sugar industry also influenced the dietary recommendations advocated by
the American government (and adopted in Australia), which promoted a low fat, high carbohydrate diet. Some researchers
have declared that such a diet (especially when it is associated with a high sugar intake) has been the primary cause of
America’s (and other nations’) obesity epidemic. It could therefore be argued that asymmetric information (caused by a
lack of reliable information about the potential harm caused by sugar) may increase the incidence of negative externalities
in consumption.

Some countries, such as France, Mexico and the UK, have sought to address the ‘market failure’ by implementing a ‘sugar
tax’, treating the product in the same way as tobacco. As at the time of writing (September 2024) there are more than 50
countries that have introduced taxes on sugar-sweetened beverages. These types of taxes are designed to shift the supply
curve to the left, resulting in a higher equilibrium price and lower sales. The sugar tax on beverages in the UK led to a 28.8%
fall in the amount of sugar contained in soft drinks and a 6,500 reduction in calories from the average diet.

Governments around the world have also taken other measures to reduce the harm associated with the consumption of
cigarettes and, in more recent times, sugary drinks. The Cancer Council Australia has released a number of educational
advertisements to highlight the damage associated with consuming sugary drinks. This type of advertising campaign is
designed to help consumers make a more informed rational decision (and in doing so, reduces asymmetric information).
Governments also use regulations to curb the demand for harmful products like cigarettes. For example, it is illegal to sell
cigarettes to minors and there are tight restrictions in place which ban the smoking of cigarettes (and vaping) in certain
public places. In 2019, Singapore became the first country in the world to ban the advertising of beverages with a high sugar
content (across a wide range of platforms). This approach mirrors the laws that the cigarette industry have been subject to
for a long time, with the banning of radio and TV advertising of cigarettes in Australia in 1976. This was followed by a print
ban in 1990.

Questions

1. Distinguish between a negative externality in production and a negative externality in consumption.

2. Explain why cigarettes are considered a demerit good that is associated with negative consumption externalities.

3. Identify and explain the possible negative externalities that might be associated with the consumption of products
that contain sugar.

4. With reference to both the sugar and tobacco industries, explain how the respective industries actively tried to
create an environment of asymmetric information.

5. Explain how the existence of asymmetric information could have contributed to an inefficient allocation of
resources in either the sugar or the tobacco industries.

6. Explain how the imposition of excise taxes alter the allocation of resources and attempt to correct the market

failures associated with the consumption of sugar or tobacco products.

Draw a fully labelled D/S diagram to illustrate your answer to Question 6.

Explain how different policies have been implemented to shift the demand curve for cigarettes or sugar to the left.

o
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Activity 3h: Fakes: Do you know what you are buying?

There are thousands of instances of asymmetric information. It is rare
for a consumer to be fully informed about the products that they
are buying, and some unscrupulous operators have used this to their
advantage to boost profits and effectively rip off their customers.
Consider the following examples.

Global food production puts a lot of strain on the world’s resources
and provides challenges for food producers. To meet these
challenges and to reduce costs of production, producers sometimes
resort to fraudulent activity such as substituting ingredients with
fake alternatives. In the market for olive oil, Australians are the
largest consumers of olive oil outside the Mediterranean. However,
journalist Tom Mueller, who undertook an extensive investigation
of the industry from 2007 to 2011, discovered that up to 70% of
imported olive oil was fake. He found that olive oil is often mixed with
soybean oil and beta carotene to replicate the taste and consistency
of extra virgin olive oil.

In relation to the market for honey, a joint investigation by Fairfax and 7.30 (an ABC current affairs program) found that of
38 honey products sold in Australia, 18% detected some form of adulteration. Some of the samples contained antibiotics,
irradiated pollen and alkaloids which have the potential to cause organ damage over the long term. Others contained fake
ingredients that replicate the consistency and taste of honey, such as rice malt syrup.

In the market for Indigenous art, a 2022 report from the Productivity Commission on Aboriginal and Torres Strait Islander
visual arts highlighted how two-thirds of indigenous-style products, souvenirs or digital imagery sold in Australia, are fakes.
Australia has no national licencing or production guidelines to protect the intellectual property (copyright) of Indigenous
artists. The contracts signed by artists for the use of their work also highlights the problems associated with asymmetric
information because there were clauses that were not effectively explained (and the artists may not have been able to
afford lawyers who could review the contracts).

In the market for car parts, Mercedes Benz believes that counterfeit car parts are now more profitable than drug trafficking.
The company claims that it seized over 1.6 million counterfeit parts in 2023 through 740 raids. This highlights the dangers
of fake automotive components, since in most cases, these parts have not been tested to meet the same safety standards.
This increases the risks of the cars failing and may increase the incidence of accidents. Mercedes Benz also claim that
counterfeiters often produce their goods in conditions where there is little regard for human rights with poor environmental
standards and unsafe working conditions.

...and what about online reviews?

One of the ways to reduce the degree of asymmetric information in a transaction is to undertake market research
(screening). In such cases, consumers might read online reviews posted by previous customers. According to analysis by
the World Economic Forum, Australians could be spending as much as $900 million per year on products that are based
on fake reviews. Kay Dean, a former United States federal investigator, found that companies could purchase favourable
reviews, highlighted by the fact that some reviewers were able to review services from multiple providers around the world
at the same time.

Fakes are an example of intellectual property (IP) theft. While in most cases the infringement of someone’s IP rights is
a civil matter (i.e. the remedies are sought by the infringed party suing the wrongdoer) rather than a criminal matter,
counterfeiting (e.g. the imitation of another product) is indeed a crime and punishable by up to five years imprisonment
or a fine of more than $115,500. Australian governments also have a host of other laws and regulations that are designed
to protect consumers from this type of activity, such as those prohibiting misleading and deceptive conduct. These laws
and regulations are policed by the Australian Competition and Consumer Commission (ACCC) as well as various state
government consumer bodies.

Questions

1. Explain what is meant by the term asymmetric information.

2. Choose two of the examples explored above and explain how the existence of asymmetric information in this
market may lead to a decrease in living standards for the individual and society. Further research on your chosen
case study may also be valuable.

3. Explain, with reference to one of the case studies, why the existence of asymmetric information might also be
associated with negative externalities.

4. Explain how review sites might theoretically reduce the ability of businesses to exploit the existence of asymmetric
information and therefore help to achieve a more efficient allocation of resources.

5. Choose one of the case studies and explore how government intervention can improve efficiency in the allocation
of resources.
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3.3 (iv) Common Access Resources

The exchange of goods and services in the market is usually associated with a mutually beneficial transaction that
improves the living standards of all involved. Most of the products traded in the market are private goods, which means
that due to our protection of property rights, someone who owns the good has the right to transfer ownership of the
good to someone who is willing to pay for it.

Common access resources, however, do not fit neatly into our discussion of the market because they are, by definition,
not owned by anyone, usually do not have a market price and are therefore available to anyone even if they have not
paid for them. Common access resources have one similarity and one major difference to public goods:

e Like public goods, common access resources are non-excludable. This means that anyone can utilise these
resources without having to pay for them in a market.

e Unlike public goods (and therefore being somewhat similar to private goods), common access resources are
rivalrous in consumption. Consumption by one individual reduces the amount that is available for someone else.

Examples of common access resources

The fish in the ocean (or a river) may be considered a common access resource. If
the fishing industry removes more fish from the ocean than the rate of reproduction,
then the delicate marine ecosystem can be disrupted, and the fishing stock can be
depleted (to the point where it does not return).

Clear air and a stable atmosphere could also be classified as a common access
resource. Humans use the atmosphere as a dumping ground for all manner of toxic
pollutants. Each time a person or business releases pollutants into the atmosphere,
the availability of clean, breathable air is reduced for all users. In addition, the
accumulation of greenhouse gases in Earth’s shared atmosphere is the cause of
human-induced climate change and a substantial risk for sustaining economic activity into the future. [This will be
considered in much more detail in Chapter 10, when examining environmental policies.]

In some countries, access to forests is granted for the use of agriculture and the conversion of trees into saleable
timber. In the long term, land may be destroyed by overgrazing (it becomes less arable and soil erosion occurs) and
biodiversity may be permanently lost. Future generations experience a reduction in the amount of arable land that
is available for them to grow food.

Common access resources cause market failure

Each of the above examples highlights that the unsustainable use of common access resources causes environmental
problems. Sustainable development is an important consideration for all economies because it relates to the balance
between current and future consumption. The commonly quoted definition of sustainable development comes from the
Brundtland Report:

development that meets the needs of the present without Study tip
compromising the ability of future generations to meet

their own needs Market failure can be discussed in terms of any of the
four types of efficiency. In the case of common access

- resources, it is best to illustrate how the characteristics
The overuse and exploitation of common access resources by el W

current generations reduces the amount that is available for future [ T A e DN ga el e e (e e lea e Lo
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common access resources highlights the possible conflict that can

exist between the pursuit of economic goals and environmental goals. Attempts to boost technical efficiency in the
current period, by increasing production of goods and services at a lower price, can cause a decrease in inter-temporal
efficiency. For example, new technology that is invented that allows fishing crews to extract more fish from the water
per hour can actually lead to falls in prices for the fish sold and greater purchasing power for the current generations.
However, adoption of these fishing techniques results in more rapid depletion of stocks, reducing the living standards
of future generations.

The problem with common access resources was first described by Garrett Hardin in the journal Science in 1968 as
the ‘tragedy of the commons’. Each person, acting in their own self-interest, pursues actions that maximise their own
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utility or profit, but this leads to the destruction of the common access resources that sustain life. He described this as
‘freedom in a commons brings ruin to all’.

The lack of excludability and the absence of prices naturally leads to excessive production and consumption of goods
that use up valuable common access resources. Common access resources also share some of the market failure
characteristics of negative externalities. Given that clean air and a livable atmosphere is a common access resource,
the quality of this air can be reduced through activities that cause toxic pollution. The negative externality is the cost
imposed on a third party, which in this case, is all future users of the common access resource who have less clean air
available to them. Inter-temporal efficiency is therefore reduced by the overconsumption of common access resources.

Government intervention: Common access resources

Government regulations

Governments can use their legislative powers to reduce the current consumption of
common access resources and promote sustainable development. The government
can implement legislation that bans the use of certain common access resources,
requires alterations to production techniques, requires users to apply for permits
or licenses or change the law with regards to the setting and monitoring of quotas.

Consider the following examples of government regulations:

e Requirements that cars be fitted with catalytic converters. This was discussed
in the section on negative externalities but is also relevant here because excess
pollution reduces the amount of clean air (a common access resources) that
is available, because the driver uses the atmosphere as a receptacle for their
waste.

e Banning the use of certain substances. For example, CFCs have been banned
since the late 80s as they created a hole in the ozone layer. The ozone layer is a common access resource because
it provides protection to all from harmful UV rays.

e The government may restrict when people can undertake hunting activities. For example, in Victoria, ducks can
only be hunted between predetermined dates, usually between March and June each year. Hunters also have
limits on the amount of ducks they may kill each day. Certain species of duck are also banned from hunting,
depending on their populations.

e (Certain areas of land are excluded from excessive development. For example, Parks Victoria (a government
authority) is responsible for the protection and enhancement of over four million hectares of important land. This
land is utilised in a sustainable fashion so that future generations can utilise the resource in the same way that
current generations are able to do so.

e The government may ban certain production techniques. The Victorian Government recently implemented a ban
on commercial net fishing in Port Phillip and Corio bays.

Indirect taxation

Indirect taxes were discussed in Section 3.3(ii) as a possible way for the government to correct the market failure
associated with negative externalities. Indirect taxes are designed to alter the structure of relative prices, which changes
the incentives for producers and consumers . The most effective way to understand how these taxes work is to consider
one of the most important challenges faced by society in terms of sustainability- climate change.

As noted above, it can be argued that a stable climate is one of humanity’s most important common access resources.
Approximately 99% of scientists agree that human action, especially the burning of fossil fuels which release carbon
dioxide into the atmosphere, causes climate instability and the warming of the planet. This will reduce the ability of
future generations to access the favourable weather conditions needed to maintain the high standards of living we have
become accustomed to. Government-commissioned reports from around the world (including the Garnaut report
in Australia and the Stern report from the UK, as well as the UN’s Intergovernmental Panel on Climate Change) have
predicted some of the potential costs that might be imposed on future generations as a result of climate change. These
include:

e More erratic weather patterns that damage homes, businesses, infrastructure and common access
resources.

e Theincidence and intensity of drought may be more pronounced reducing the availability of food.

e (Climate change would destroy one of Australia’s most beautiful and income-producing common access
resources- the Great Barrier Reef.
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Governments can attempt to mitigate the effects of climate change through the introduction of a carbon tax. Finland was
the first country to introduce a carbon tax in 1990. Since then, 20 European countries have implemented carbon taxes,
ranging from less than €1 per metric ton of carbon emissions in Ukraine to more than €100 in Sweden, Liechtenstein,
and Switzerland. Australia had a carbon tax between on July 1, 2012 and 1 July 2014. It was initially set at AUD23 per
tonne. It worked by increasing the costs of production for the top 500 polluting firms. This provided the incentives for
firms to alter their methods of production. Households also had the incentive to change their behaviour as the tax
flowed through to energy prices. [The current ‘safeguard mechanism’ used by the federal government to reduce carbon
emissions is not an example of a tax, but rather a price on carbon that has equivalent effects. See Chapter 10.]

Subsidies

The use of subsidies and taxes are often employed by governments to alter relative prices and therefore incentives. For
example, the government can subsidise the cost of solar panels or reduce the tax payable on electric vehicles. This alters
relative prices and encourages consumers to move towards products that do less damage to common access resources.

The problem with market failure caused by overuse of common access resources is that it often spreads beyond national
borders. Climate change is a key example, as stable weather patterns are a common access resource that can be affected
by actions taken in all parts of the world. To effectively mitigate the effects of climate change, international cooperation
is needed. The UN ’Paris Agreement’ was one such attempt. Parties to the United Nations Framework Convention on
Climate Change agreed to strengthen the global response to the threat of climate change. Further details can be found
at https://unfccc.int/process-and-meetings/the-paris-agreement/what-is-the-paris-agreement.

Activity 3i - COVID-19 and Common Access resources

During most of 2020, the world experienced the COVID-19 pandemic.
This highly contagious disease resulted in a significant increase in
the demand for personal protective clothing, such as disposable face
masks and latex gloves. The disposal of these products highlights the
link between consumption, negative externalities and the impact on
common access resources.

Most of the face masks sold around the world are disposable. They
are worn for a short period of time and then added to the vast stock
of waste that is dumped in landfill sites. Unfortunately, a large number
of the masks also ended up in the oceans. This adds to the extensive
amount of plastic pollution that can already be found in the oceans
and other common access water resources around the world. The UN
estimates that as many as 13 million tonnes of plastic goes into the oceans each year. Masks often contain polypropylene, a
plastic that has a lifespan of 450 years.

It is clear that most humans now ingest plastic products indirectly. Over the past two decades, concern over the effect of
microplastics on human health has grown. Some researchers have hypothesised that consumption of these plastics could
contribute to hormone imbalance, damaged liver function and increase the probability of contracting certain types of cancers.

Marine biologists are also concerned that masks in the oceans will be mistaken for food by dolphins resulting in significant
harm to their health and wellbeing. The masks are also washing up on beaches all around the world. Aside from the
environmental damage, it is evident that there will be financial costs to future generations through the negative impacts on
marine ecosystems and tourism and the need to spend additional government funds on clean-ups. Some environmentalists
are concerned that governments, worried about the health risks from infected face masks might turn to open burning or
incineration, which would result in the release of toxins into the atmosphere (further damaging another common access
resource).

This case study illustrates how human production and consumption activities have effectively reduced the viability of a very
important common access resource and imposed costs on third parties (both now and in the future). There was, however, one
temporary benefit associated with COVID-19. There was a significant reduction in air travel. Many people were also forced
to work from home, resulting in less travel by road. This led to lower carbon emissions and cleaner air in a number of cities
around the world. According to the IMF, emissions of carbon dioxide and other greenhouse gases fell by 4.6% in 2020.

Questions

1. Explain why there is often a link between excess consumption of common access resources and negative externalities.
Enhance your response with reference to an example.

2. With reference to relevant characteristics, explain why the oceans are an example of a common access resource.

3. Explain how the use and disposal of face masks and latex gloves may impose a cost on future generations. Make
reference to common access resources in your answer.

4. Explain how COVID-19 might have led to changes in human behaviour that reduced the use of common access
resources. Go beyond the examples referred to in the case study.

5. Brainstorm how the government might intervene in the market to reduce the costs associated with face mask use
and disposal.
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Review Quesiien 8.83

1. Explain how a common access resource is different from a labour resource that is utilised in the production process.

2. With reference to the concepts of excludability and rivalry in consumption, explain the difference between a
public good and a common access resource.

3. Explain how the unique characteristics of common access resources cause market failure. Make reference to at
least one type of efficiency in your response.

4. Explain one policy that has been, or could be, implemented within an economy to reduce the over-consumption
of common access resources.

5. Explain why the market failure associated with some common access resources may require international
cooperation to achieve a socially optimal outcome. What makes this difficult to achieve?

3.4 Government failure

The focus for most of this chapter has been on particular cases where the market fails to allocate resources in the most
efficient manner. This has meant that resources have not been allocated in ways that maximises society’s wellbeing, in
both the short run and/or the long run. For each of the instances of market failure discussed, there have been a number
of ways the government can intervene to boost efficiency. In some cases, however, government intervention can result
in unintended consequences that lead to an inefficient allocation of resources. Government failure is a term used
to describe a situation where government intervention fails to improve the allocation of resources or, in some cases,
actually makes the allocation of resources less efficient when compared to the free market outcome.

Government failure can arise in some markets when intervention by the government distorts the price mechanism. In
other cases, the government’s approach to solving a perceived market failure might actually cost more than the benefits
that are achieved from taking such action. For example, the bureaucratic process, may add to the costs and reduce the
ability of governments to respond to market failure in a timely manner. One of the great difficulties facing governments
seeking to correct market failures is that the external costs or benefits are hard to measure. Calculating the ‘true cost’
of using fossil fuels as the economy’s main source of energy would be very complex and there would need to be some
estimates made about the impact on future generations. This is sometimes referred to as a technical difficulty associated
with this form of intervention. The government can, at best, estimate the cost to society from carbon pollution and then
set a price per tonne for carbon. However, there is always the danger that the tax might be set too high or too low and
this could lead to a less efficient allocation of resources.

Price controls

Governments are often tempted to interfere with the free operation of the
market by implementing price controls. This might include a price ceiling, \l

where the sellers of the goods or services are banned from raising their e
prices above a certain level. The aim of such a policy is to make such a \

product affordable for low-income groups. Unfortunately, it tends to create o D‘g

an ongoing shortage in the market because the equilibrium price cannot be \ NTéﬁ AFFORD
achieved (as the price set by the government will be below the equilibrium
price).

When price ceilings are set there is an increased inventive for a black market
to develop (where prices might actually be higher than what they would SNING

be in a free market because those breaking the law need to be rewarded '%‘ W’\J)&‘ s‘g‘%

for the risks they are taking). The black market alters the incentives in the %

market and suppliers take the risk to supply the potential consumers, even if v o0°

it means breaking the law. The action by the government impacts negatively

on allocative efficiency because the market does not clear and, in addition to the queuing that will naturally develop
when shortages occur, some of those who are unable to purchase in the ‘legal’ market will turn to black market. In this
market, prices are often higher they would be in a free market and unregulated market which leads to a reduction in
consumer satisfaction. The price controls may also mean that some imported goods are not available in supermarkets
at all because the government has set a ‘“fair price’ which is below the cost for the supermarket to import the item.
This is reflected in Figure 3.6, where the setting of a price ceiling at Pc causes a shortage and a less efficient allocation
of resources.

Similarly, the government might set a price floor, where the price offered in the market cannot go below a certain level.
The aim of such an initiative would be to protect the incomes of those selling the product (such as farmers, whose
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incomes can be quite unstable due the low PED and PES of the products they sell). The setting of a price floor often leads
to a significant waste of resources because there will be an on-going surplus, and the surplus needs to be purchased by
the government so that the producers have the incentive to keep producing.

Figure 3.6
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The price ceiling reduces the supply (contraction), as it is less profitable for producers
to supply to this market, and increases demand (expansion) as consumers are
attracted by the lower price. The government intervention therefore creates a market
shortage measured by Qd - Qs.

Similarly, the government might set a price floor, where the price offered in the market cannot go below a certain
level. The aim of such an initiative would be to protect the incomes of those selling the product (such as farmers,
whose incomes can be quite unstable due a low PED and PES of the products they sell and the unpredictable nature of
climatic conditions). The setting of a price floor often leads to a significant waste of resources because there will be an
on-going surplus, and the surplus needs to be purchased by the government so that the producers have the incentive
to maintain the supply levels.

In some cases, however, a price floor may not result in government failure.
For example, in the Northern Territory, the government sets a price floor
of $1.30 per standard drink of alcohol. The NT government believes that
the federal excise tax is not sufficient to curb the level of binge drinking
and that the price of alcohol needs to be higher. The price floor raises
the price of a bottle of wine to approximately $10 (a much higher price
than one might find for some of the cheaper bottles). In this instance,
the government doesn’t purchase the excess supply, which meands
that the contraction in demand encourages the suppliers to reduce the
amount they make available in the market (i.e. supply will shift left). In
this instance, the negative consumption externalities are reduced and
society’s wellbeing is improved.

Price floor — real world example

In Australia, the government imposes a price floor in the labour market. At the time of writing, the minimum wage was
set at $24.10 per hour for a worker who is 21 years old or above. This compares favourably to other countries such as
the US where the federal minimum wage has been stuck at 7.25 USD (approx. AUD 10.60) since 2009 and the UK where
the minimum wage is £11.44 (approx. AUD 22.15 ). Australia’s relatively generous minimum wages have actually fallen
in real terms over the last 20 years, because the yearly increments in the nominal minimum wage have not always kept
pace with inflation.

The minimum wage is one of a number of policy initiatives that are designed to protect workers with weak bargaining
power from excessive exploitation in the workforce. They act as a ‘safety net’ where those who are engaged in
employment can earn enough so that they can live above the poverty line (that is, they can afford to purchase the
basic necessities). The difficulties associated with setting the minimum wage is that it is a somewhat inflexible system
and does not take account of different economic circumstances that can eventuate in different labour markets. Some
economists and business owners claim the minimum wages set in Australia lead to unintended consequences. The most
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significant problem associated with setting minimum wages is that the market is unlikely to achieve the equilibrium
wage (assuming it is set above the equilibrium) which creates surplus labour (or unemployment).

This is reflected in Figure 3.7, where the minimum wage (Wm) has been set above the market-clearing wage (We). At the
minimum wage, the labour supply is greater than the labour demand, meaning that a number of people, who are willing
and able to work at the going wage, are unable to obtain employment. This is clearly an inefficient allocation of resources
because valuable labour is not being utilised in the production process. The country will be operating inside its PPF and
the maximum volume of production, and satisfaction cannot therefore be achieved. New classical economists would
suggest that, using their traditional model of the competitive labour market, Australia’s higher-than-world- average
minimum wage explains why it has been harder for Australia (at least up until 2022) to achieve unemployment rates
lower than 4%, even when the economy is achieving its potential output. In contrast, the US has generally been able to
achieve lower rates of unemployment than Australia, in part, due to its lower minimum wages.

Figure 3.7
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On the other hand, a recent study by the RBA concluded that increases in the minimum wage did not causes loss of jobs
or hours worked. The study suggested that it might actually contribute to increases in employment (because it raises the
disposable income of the lowest paid workers who have a higher marginal propensity to consume). As more empirical
studies are undertaken around the world, it might be harder to argue that the imposition of minimum wages causes the
labour market to remain in a state of disequilibrium.

The ‘artificially’ inflated wages in some industries also alters the Study tip
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some of the most expensive places in the world to live. We pay more \QZelH]
for groceries, clothing, entertainment and technology. This means
that the government’s intervention may reduce the purchasing
power of many Australians whose wages are determined by market forces.

The minimum wages also distorts the price mechanism. The relative wages of those whose remuneration is determined
by market forces may not be affected, but relative wages might be. The wages of those professions covered by minimum
wages are more than likely to be artificially inflated such that the relative wages of the skilled to unskilled might be
reduced. This could affect the allocation of scarce labour resources in the economy with there being an under allocation
of labour resources to certain professions because the relatively higher wage does not justify the extra training and/or
effort.
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Subsidies and indirect taxes

Subsidies and indirect taxes have been discussed extensively in this chapter as a potential way to correct market failures.
Subsidies are generally used to encourage the production and consumption of public goods, products that convey
positive externalities and to alter relative prices so that people move away from goods that impose external costs on
others. A subsidy can take the form of a direct payment from the government to supplier, a tax concession, a low interest
rate loan or a reduction in the price charged for government services.

Like many countries around the world, Australia provides subsidies to carbon intensive producers. Fossil fuel companies
receive fuel tax credits, tax breaks for exploration and infrastructure development and the ability to depreciate assets
at an accelerated rate. In 2023, the International Monetary Fund (IMF) found that Australia granted about $10 billion in
explicit fossil fuel subsidies, including tax breaks for coal and gas producers. Some estimates are higher, with research
by the Australia Institute revealing that ‘state and federal governments provided $14.5 billion in subsidies to fossil fuel
producers and major consumers in 2023-24’.

These subsidies significantly alter the incentives of the relevant fossil fuel users, and ultimately this affects relative
prices and how resources are allocated. Even if the burning of fossil fuels did not cause climate change (which almost all
scientists believe it does), the alteration to relative prices, in and of itself, is an unnecessary distortion to the market. It
effectively lowers the cost of production for those mining the fossil fuels and any industry that relies on fossil fuels as a
source of energy. This shifts their supply curve to the right resulting in a lower equilibrium price and a greater-than-free
market volume being sold. The Director of the International Energy Agency noted the following in a 2022 report:

Fossil fuel subsidies are a roadblock to a more sustainable future, but the difficulty that governments face in
removing them is underscored at times of high and volatile fuel prices. A surge in investment in clean energy
technologies and infrastructure is the only lasting solution to today’s global energy crisis and the best way to
reduce the exposure of consumers to high fuel costs.” Source: www.iea.org

In general terms, subsidies lead to a greater volume of production in the industry than what would have occurred in
a free market. It makes all goods and services artificially cheap and therefore encourages more consumption of goods
and services, which might not be ecologically sustainable (intertemporally inefficient). The government intervention
results in a reallocation of resources to fossil fuels at the expense of other areas (as the subsidies could be allocated
by the government to education or healthcare that would generate positive externalities). The governments are
also actively supporting an industry that is known to add to carbon emissions (and therefore negative externalities).

Chapter 10 will explore a range of measures that the federal government has employed to accelerate the transition to
renewable energy. One key component of government support is the provision of subsidies to the renewables sector to
assist in technological development over time and the achievement of economies of scale. For example, the 2024-25
Budget allocated more than $20 billion in support to the renewables sector, part of which is a commitment to provide
subsidies (up to $1 billion) for the manufacturing of solar panels in Australia. From a technical efficiency point of view, the
subsidisation of solar panel manufacturing may not make a lot of
sense given that China (the major global producer of solar panels
with 80% of the global market) has a comparative/competitive
advantage in the production of solar panels. If the sole intention
of the government was to protect Australian producers and jobs
(only 1% of solar panels used in Australia are manufactured in
Australia), then it could represent a case of government failure
given that the $1 billion comes at an excessive opportunity cost.
However, the government makes the point that the subsidy is
designed (at least in part) with sovereign capability in mind. That
is, it wants to reduce Australia’s reliance on foreign producers
and provide Australia with the security of having this capability in
the event that there is a deterioration in diplomatic or economic
relations with countries such as China.

In relation to indirect taxes, unless these are set at an ‘appropriate level’, they have the potential to result in unintended
consequences that undermine the achievement of allocative efficiency. For example, the relatively high rate of excise on
alcohol products, including alcopops (ready-to-drink sweetened alcoholic beverages), has the perverse effect of raising
the price of alcohol to such a high level that young people are increasingly turning to the consumption of illicit party
drugs, whose relative price continues to fall. It is argued by some that the use of indirect taxes to reduce alcohol
consumption, as a means of addressing market failure over recent years, has actually created net costs for society. To
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the extent that this is true, it means that the benefits stemming from the increase in these indirect taxes to their current
levels (in terms of the reallocation of resources away from alcohol production) are outweighed by the costs (in terms of
the reallocation of resources towards the production of illicit drugs). Accordingly, the increases in excise on alcohol can
be considered an example of government failure as it results in a net reduction in (allocative) efficiency.

A similar argument applies in relation to excise on tobacco. As noted earlier when discussing indirect taxes as a means of
addressing market failure, the rate of increase in excise on tobacco has been extremely high since 2013, resulting in the
price of a packet of 50 cigarettes now exceeding $100. This has also had significant unintended consequences such that
it can now be argued that the overall effect on society is a negative one. The price of tobacco products in Australia is so
high that the relative price of tobacco purchased on the black market (i.e. illegal tobacco that is often called ‘chop chop’)
is very low. This has resulted in an acceleration of criminal activity in this market and the associated negative effects for
society, including the ‘tobacco turf wars’ that has resulted in damage to retail outlets (tobacconists), assaults and fear
in the community. This diverts scarce resources towards fighting crime and away from other pursuits that enhance our
welfare. [See Activity 3j: Are taxes on cigarettes leading to government failure?]

Protectionism

Governments around the world try to give their local industries
a competitive advantage so that they don’t lose sales to foreign
suppliers. This form of intervention in the market can lead to sub-
optimal outcomes for society in terms of reducing efficiency and
living standards over time. One method of protecting local industry is
to impose a tariff (a tax) on imported goods. This can be expressed
as a percentage of the imported price of the good or a fixed amount |
per item. Australia’s motor vehicle tariffs peaked in the 1980s at rates
above 100%, effectively more than doubling the price that consumers
had to pay for imported (and as it turned out, domestically produced)
vehicles. Since the 1990s, the tariffs on a whole range of imported
goods have been reduced, with motor vehicle imports now facing a
maximum tariff of only 5%. Australia has also signed a number of free
trade agreements which means that imported cars from Japan and
Korea are subject to no tariffs at all. While it is beneficial to have lower
tariffs on cars imported from these countries, the fact that tariffs remain
on imported cars (in particular, those from Europe), means that relative prices are distorted. This alters decision making
and results in trade diversion. Australian consumers are not necessarily purchasing the most appropriate vehicles (those
that might maximise their wellbeing) because trade is being diverted from European producers (who might in some
cases be the most efficient) to those who are less efficient (because they do not have to include the cost of the tariff in
their final price).

In 2020 and beyond, China imposed protectionist measures on a range of Australian goods in response to the Australian
governments call for an inquiry into the origins of COVID-19. This represented a retreat from trade liberalisation and
included higher tariffs on wine and barley as well as non-tariff barriers restricting the import of Australian coal, cotton
and lobsters into China. While these barriers were progressively eased and/or removed over 2023-24, they contributed
to a less efficient allocation of global resources. Chinese consumers were faced with higher prices for Australian goods
relative to that offered by other countries, resulting in trade diversion and a shifting of China’s demand away from a
low-cost producer (Australia has a comparative advantage in the production of goods like wine, coal and lobsters) to less
efficient and higher cost producers elsewhere.

On the surface, tariffs and other forms of protection create demand for locally made goods and therefore result in
employment opportunities. It might appear that labour resources are more fully employed, which, it could be argued,
is an improvement in the efficiency of resource allocation. However, rather than create additional employment, the
increased tariffs can result in higher prices and an increase in the unemployment rate in the long-term. Firms that use
intermediate goods which have tariffs imposed, would also face higher costs of production, and tariffs also encourage
complacency (reducing productivity), and can invite retaliation retaliation by trading partners. Overall, the imposition
of tariffs, and other forms of protection, are usually associated with a negative effect on other types of efficiencies as
outlined below.

Technical efficiency suffers. Protectionism effectively reduces the level of competition in the economy. Competition
imposes a discipline on firms, such that they seek to lower their costs by making productivity improvements.
When there is a ‘buffer’ from competition (because the price of competitors products are artificially inflated by
tariffs), firms may become complacent and less concerned about finding ways to improve their performance.
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Allocative efficiency suffers. Tariffs are a distortion to the price mechanism and therefore influence the
incentives and behaviours of consumers and businesses. The higher relative price of imported items allows local
manufacturers to charge higher prices than those that would eventuate in an unregulated market. Resources are
therefore more likely to move into somewhat inefficient industries, whose ability to produce goods efficiently
is inferior to those that could be made in another country. Valuable resources are not necessarily allocated to
those areas which could generate greater returns for businesses (the highest end use). Society’s wellbeing is not
maximised because the combination of goods and services that is produced does not generate the highest level
of value. The prices of both the locally made and the imported products are higher so the consumers cannot
access as many goods and services with their income.

Dynamic efficiency suffers. Tariffs and other forms of protection reduce the ability of the market to provide clear
price signals. The ongoing subsidisation and other forms of protection offered to the car industry meant that they
paid too little attention to changing conditions of demand. For example, when Ford and Holden were operating
between 2010 and 2016, higher oil and petrol prices caused consumers to show interest in vehicles that were
more fuel efficient. However, both Ford and Holden made little change to the types of cars they produced and
offered for sale in Australia, an instead continued to produce larger vehicles with lower fuel efficiency. Their lack
of dynamic efficiency (their inability to respond to changing consumer demands) was, in part, due to the fact
that they received generous subsidies from the government that meant they were still able to make a profit even

when their sales were rapidly declining.
[The impact that protection has on efficiency and the economy more generally is explained further in Chapter 10.]
Moral hazard

In some circumstances, actions taken by government
can result in moral hazard. Regulations and tax
incentives introduced by government can result in
economic agents changing their behaviour in such a
way that it is sub-optimal from society’s point of view.
For example, during the COVID-19 induced recession
of 2020, the government increased the amount
payable for JobSeeker (unemployment benefits)
from approximately $560 per fortnight to $1,100 per
fortnight. This initial amount may have led to some
unintended consequences. There were some reports
that some employers found it hard to attract suitable
labour as the higher payment reduced the gap between
the minimum wage and the unemployment benefits.
In addition, the design of the 2020 JobKeeper wage
subsidy had an inbuilt flaw, as eligibility for six months
of the subsidy hinged on businesses reporting a 30%
reduction in revenue for March 2020. This resulted
in well-documented cases of businesses receiving the

subsidy for the entire six months despite the fact that their revenue for the months of April — September was unimpaired.
This resulted in excessive opportunity costs and allocative inefficiency as the funds could have been put to better use in

assisting with the much-needed economic recovery at the time.

As each of the above examples have illustrated, government actions can have unintended consequences. As you proceed
through Unit 4, you may also be exposed to other areas of government intervention that have resulted in changes in
resource allocation, which may not necessarily improve the efficiency of outcomes. [Activities 3j and 3k consider the

different ways that the imposition of taxes might lead to unintended consequences.]
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Review Questions 84

1. Explain what is meant by the term ‘government failure’. Link your response to the concept of unintended
consequences and a less than optimal outcome with respect to any type of efficiency.

2. With reference to a specific example, explain why the government may wish to introduce a price ceiling in a market.

3. Explain how the imposition of the price ceiling, explained in Question 2, might lead to ‘unintended consequences’
that result in inefficient outcomes.

4. With reference to the labour market, explain the intention behind the government’s decision to implement
minimum wages (a price floor on wages).

5. Explain how minimum wage legislation might distort relative wages in the labour market and may lead to an
inefficient allocation of scarce labour resources.

6. With reference to at least two specific examples, explain why the government may provide subsidies to private

firms.
7. Identify one industry where the granting of subsidies might led to government failure.
Explain, with reference to one example, how protectionist policies result in in allocative and technical inefficiency.

®

outcomes during 2020/21.

Activity 3j - Are taxes on cigarettes leading to government failure?

As we discovered in Activity 3g, cigarettes are an example of a demerit
good and one that causes negative externalities in consumption. In a
free market, there would be excess consumption of cigarettes, leading
to a welfare loss for society at large. One method to address the excess
consumption is to impose an excise tax. The excise tax imposed by the
Federal Government was increased by 12.5% per annum between 2013
and 2020, and by a further 5% per annum for three years from September
2024. This shifts the supply curve to the left, results in higher prices
for cigarettes and a contraction in demand as the purchase price now
consumes a larger portion of household income (i.e. the income effect)
and consumers substitute into relatively cheaper alternatives (such as
vapes and ‘imported illegal tobacco’).

Cigarettes are, however, a product with a low price elasticity of demand. This means that the percentage increase
in price will result in a proportionately smaller decrease in quantity demanded. This is linked to addiction and the
perception by the smoker that the good is a necessity. For example, consumption has decreased by approximately
12% since 2016 despite the more than doubling of the retail price.

Australia now has some of the highest cigarette excise taxes in the world, but there has been a slowing in the rate
at which cigarette consumption is declining. This is partly attributable to the ability for consumers to substitute into
imported tobacco, colloquially referred to as ‘chop chop’, which typically comes in the form of loose leaf tobacco
sold on the black market. This illegal tobacco is being increasingly imported from Asia and the Middle East, with the
Australian Tax Office estimating that about 5% of potential tax revenue is being lost in any given year. An additional
concern for governments and health practitioners is that the purchasers of these substitutes know little about what
might be in the tobacco. For example, bird feathers were found in illegal tobacco sold in south-west Victoria in 2020.
This could lead to more dire health outcomes than one would ordinarily associate with cigarette smoking.

The high price of cigarettes has also increased the incentives for criminals to steal large quantities, because they are
rewarded handsomely on the black market. The income generated is used to fund other activities of organised crime
groups. The numerous bombings of tobacco retail outlets during 2023-24 is another manifestation of the criminal
activity that is linked to higher excise/tobacco prices as rival criminal gangs fight ‘turf wars’ as a means of gaining
control of the market. This has meant that scarce government resources have had to be reallocated. In response to
the rising trade in black market cigarettes, the government established the Australian Border Force’s Tobacco Strike
Team to investigate the illegal importing of cigarettes and loose-leaf tobacco as a means of protecting government
revenue and minimising illegal activity. This has tied up valuable resources that could be allocated to alternative
spending initiatives, such as investment in infrastructure, health, education or aged care.

Questions

1. Explain why cigarettes are an example of a product that causes negative externalities in consumption.

2. Explain why cigarettes have a low-price elasticity of demand.

3. Discuss the view that tobacco excise is too high. In your discussion, outline one unintended consequence
associated with higher excise on tobacco and relate this to a type of (in)efficiency.

4. Explain, with reference to the facts in the case study and any additional research you might undertake,
whether government intervention in this market has resulted in government failure.

Explain how the increase in JobSeeker (or JobKeeper) payments may have resulted in sub-optimal labour market
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Activity 3k - Government Failure: Does Australia’s tax mix lead to an inefficient
allocation of resources?

According to a recent OECD report, Australia’s heavy reliance on income taxes and
property transfer taxes is having a negative effect on the efficiency of resource
allocation in Australia.

Income taxes and efficiency

Australians currently contribute a larger share of government revenue through
income tax that taxpayers in most advanced economies. The OECD report
highlighted that over 40% of total government revenue is derived from PAYG (Pay-
As-You-Go) income taxes. Australia’s tax system is progressive meaning that the
rate of tax paid increases in line with income (higher income earners are subject
to higher tax brackets). While progressive income taxes are likely to have a positive
effect on promoting equity in the distribution of income, they may have unintended
consequences with respect to the impact on efficiency of resource allocation.

When marginal tax rates are high (e.g. Australia’s top marginal tax rate is 45% when income is above $190,000), then
this influences labour productivity and the willingness to increase the number of hours worked and/or the intensity
of effort at the workplace. For example, a worker might be on a performance-based enterprise agreement which links
their annual bonus to their productivity. If they are faced with a high marginal tax rate on the extra income, then they
may have less incentive to increase effort or performance. As a result, technical efficiency might not grow by as much.
The high marginal tax rates might also influence incentives for some workers who are marginally attached to the
labour force. For example, the recipient of a single parent pension (or a stay at home parent) might not be significantly
better off if they choose to undertake paid employment. If they take up a new job, then this will result in the gradual
loss of government income support as they start paying income tax. This means that a potential worker is not added
to the pool of labour resources and the economy is unable to reach a point on its production possibility frontier. As a
result technical efficiency is not achieved.

High marginal tax rates might also distort decision making for people who are looking to allocate their scarce (labour)
resources. For example, a person wanting to become a doctor is likely to expect to receive a salary that is multiple
times the average weekly earnings. For example, according to seek.com, the average salary for a General Practitioner
was $370,000 during 2024. Before taxes, this is equal to approximately 3.7 times Average Annual Earnings in Australia
of $100,000. The progressive tax system means that the GP will pay an average tax rate of 36% (i.e. a total tax liability
of $132,600) compared to the 25% (or $24,600 in total) paid by a person receiving average earnings. This changes
the ratio of relative wages from 3.7 to 3.1 given that the after-tax wages for each become $237,400 and $75,400
respectively. While this might not seem significant in terms of the change in the relative price of wages (labour), it
does affect decision making, particularly given that a doctor needs to undertake up to 10 years of post-secondary-
school training.

Stamp duty

Stamp duty is a state-based tax that is levied on the transfer of key assets like property and cars. For example, the
stamp duty payable on the purchase of a median price home in Melbourne ($1.032 million at the time of writing in
2024) was $59,400. Stamp duty may therefore also distort decision making and lead to an inefficient allocation of
resources. For markets to operate efficiently, there needs to be a high mobility of labour. Resources should move
freely to where there are profit-making opportunities. This might mean that people have to move house in order to
allocate their scarce resource to where they might access better opportunities and more remuneration. With high
stamp duty, however, people may decide that it is too expensive to move — losing such a large sum of money may set
a family back in terms of their long-term wealth goals. At the margin, some people may decide to reject the offer to
move and key resources are therefore not allocated to their highest end-use (where they can add the most value). As
a result, dynamic and technical efficiency is compromised and society’s wellbeing is not maximised.

Stamp duty may also encourage people to hang onto property, even when it is no longer fit for purpose. It is not
unusual for retirees, whose children have left home, to be living in homes that are larger than what they need. Rather
than pay the large transfer fees, they decide to stay in their family size house, making it more difficult for young
families to find suitable accommodation at affordable prices. This negatively impacts on allocative efficiency. [At the
time of writing, changes were taking place in NSW where some purchasers of property will have an option to pay a
land tax over time rather than the upfront fee of the stamp duty. This is seen by most economists as a more equitable
and efficient method to tax the ownership of property because it makes all homeowners pay an amount linked to the
value of their home, irrespective of whether they move or not.]

Questions

1. Distinguish between technical and allocative efficiency.

2. Explain how the Australian Government’s reliance on income taxes might have a negative impact on technical
efficiency.

3. Explain how high marginal tax rates might influence the allocation of scarce labour resources.

4. Explain why economists might refer to stamp duty as an inequitable and inefficient way to collect government

revenue. In your response, make reference to dynamic and/or allocative efficiency.

In July 2024, the ‘Stage 3’ of the Personal Income Tax Plan were implemented. This involved a general

reduction in the personal income tax burden. Discuss how this might influence efficiency in the allocation of

resources.

&
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Mulliiple cdholice review quesions

A highly competitive market is likely to result in:

huge profits that can be invested into research and development
a high degree of product differentiation

a lack of allocative efficiency

increased purchasing power for consumers

A competitive market might result in a reduction in living standards if:

the prices of goods and services are lower for households

resources are allocated to areas of highest end-use

workers are constantly asked to increase their productivity in the workplace
resources are quickly moved to areas where they generate the most value-added

Market failure is most likely to occur when:

the government imposes taxes on cigarettes

the consumption of sugar decreases

the consumption of fresh fruit and vegetables increases

businesses do not reveal all of the ingredients in their processed food

Which of the following combination of characteristics, best describes a public good?
non-excludable and non-rivalrous

excludable and non-rivalrous

excludable and rivalrous

non-excludable and rivalrous

The consumption of which products is likely to cause the most negative externalities?
Coal-fired electricity

Organic vegetables

Education

Medicine

Which of the following products is least likely to create a positive externality in consumption?
Gardening services

Education services

Medical services

Gambling services

A decision by the Victorian government to remove the fringe benefits tax on electric vehicles is most likely to:
Reduce negative externalities in production

Reduce negative externalities in consumption

Increase positive externalities in production

Increase positive externalities in consumption

In a free market, public goods, like street lights, are likely to be:
environmentally friendly

unprofitable for private firms due to the free rider problem

provided by multinational companies because they have more funds to invest
over produced by the government

A government website that allows consumers to compare the prices offered by different electricity retailers is
designed to reduce the market failure associated with:

positive consumption externalities

asymmetric information

negative externalities in production

public goods

103



Economic Fundamentals in Australia (9t ed)

104

10.

A decision by the government to place warnings on cigarette packages is designed to reduce negative externalities
in consumption by :

shifting the supply curve to the right and the demand curve to the left

shifting the supply curve to the left and the demand curve to the left

shifting the demand curve to the left

shifting the supply curve to the left

The government could attempt to correct the market failure associated with the under consumption of merit
goods, such as fresh vegetables, by:

Subsidising fruit and vegetable farmers

imposing a price floor on vegetables

expanding the GST to include all foods

increasing licence fees for farmers

The government’s decision to ban the sale of illicit drugs is designed to:

shift the demand curve to the left, resulting in a lower quantity consumed

shift the supply curve to the left, resulting in a lower quantity consumed

shift the demand curve and the supply curve to the left, resulting in a lower quantity consumed
increase government tax revenue to spend on education

The asymmetric information associated with vehicle repairs services provided by a mechanic might result in:
an underallocation of resources to the parts used to fix the cars

an increase in the incidence of tariffs as a form of protection

an increase in technical efficiency across the economy

an increased demand for new cars that come with long term warranties

Which of the following is likely to increase the degree of information asymmetry in the food market?

A tightening of Australian consumer law which forces businesses to replace food that is not fit for purpose.
A law that requires all companies to declare the ingredients that have been used in a food product

An increased reliance on imported food

Advances in technology that allow consumers to trace the origins of their purchased food

Moral hazard is likely to occur if:

governments require companies to declare all of their earnings in their tax returns

a law is introduced imposing huge penalties on those completing contracts dishonestly
the government employs tax investigators

the government guarantees all bank deposits

Common access resources, like fish, tend to be overconsumed because:
fishing licences are too expensive

fish are non-rivalrous in consumption

the large fish tend to eat the small fish

fish are non-excludable in a free market

Market failure is most likely to be reduced by which of the following actions?
An excise tax on heroin

A quota on the consumption of fresh vegetables

A tax on the kilometres driven in an electric vehicle

Regulations that require teachers to be vaccinated against COVID-19

A tax on carbon emissions is likely to result in:

an increase in the relative price of bicycles and increased exploitation of common access resources
a decrease in the relative price of renewable energy and a reduction in negative externalities

a decrease in the relative price of petrol and an increase in positive externalities

an increase in government revenue and a reduction in the funding allocated to public goods

Which of the following policies is least likely to reduce the consumption of demerit goods such as alcohol?
an excise tax

a price floor on alcohol

a price ceiling on alcohol

restricting the consumption of alcohol to those over 18
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Which of the following forms of government intervention is most likely to lead to a reduction in the efficiency of
resource allocation?

The removal of tariffs on all imported solar panels

The provision of free or subsidised medical services

The provision of the defence force

High marginal tax rates

Chapter summary
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Perfect competition is seen as the benchmark of comparison as it is the most competitive of all market structures.
Perfectly competitive markets have low barriers to entry, as it is relatively cheap and easy to set up a business in
the market.

Perfectly competitive markets have a large number of fully informed buyers and sellers, meaning that all economic
agents are price takers.

Products sold in a competitive market are assumed to be homogenous.

Competitive markets are usually associated with mobile resources, minimal government intervention and perfect
information.

Competition promotes allocative efficiency because producers, whose income depends on what they sell, will look
to offer those goods and services that are in high demand. Competition also tends to result in lower prices for the
consumers meaning that more needs and wants can be met.

Competition promotes technical efficiency because firms selling homogenous goods will need to lower their prices
to attract customers.

Competition promotes dynamic efficiency because firms will not want to waste resources producing products that
are no longer in demand and less profitable. They will look to shift resources quickly to meet the changing needs
and wants of consumers.

Competition might result in a reduction in inter-temporal efficiency because producers and consumers might not
consider the environmental consequences of their actions.

Competition is usually associated with improvements in material living standards because it tends to result in lower
prices for consumers (and therefore purchasing power).

Competition, in some cases, might lead to a reduction in non-material living standards because it could lead to
more rapid depletion of natural resources and increased stress levels in the workplace.

Market failure exists when unregulated markets are unable to direct resources to the production of goods and
services that maximise society’s wellbeing.

Public goods are non-rival in consumption and non-excludable which makes it difficult for firms to extract an
adequate profit from production.

The characteristics of public goods results in the free rider problem because people can consume the product
without paying for it. This leads to an under allocation of resources in a free market.

Governments will tend to subsidise or directly provide public goods that are generally perceived to be in society’s
best interest.

Externalities are costs or benefits that are imposed or received by a third party who is not involved in a transaction.
Negative externalities (in production or consumption) result in an over-allocation of resources towards some
products because the producer and/or consumer do not pay for the external costs imposed on a third party.

To correct the market failure associated with negative externalities the government may seek to internalise the
external cost by imposing a tax on the producer. This shifts the supply curve to the left and reduces the amount
produced and consumed in the market.

The government can also reduce the incidence of negative externalities through new regulations that might ban a
product or impose conditions on the methods of production that are undertaken.

Negative externalities can be reduced through effective information campaigns

Positive externalities occur when the consumption or production of a good or service confers a benefit to someone
not involved in the transaction.

Positive externalities result in an under-allocation of resources towards some products because the producer and/
or consumer are not compensated for the benefit enjoyed by a third party/society.

Governments will tend to subsidise the production of those goods and services that generate positive externalities.
This shifts the supply curve to the right, resulting in a lower equilibrium price and a greater quantity sold in the
market

Asymmetric information exists when one party in a transaction (exchange) has greater information about the
product than the other.

Asymmetric information can lead to the problem of adverse selection. This involves decisions that are made which
result in an inefficient allocation of resources.
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Moral hazard may arise after contracts that establish an on-going commitment between the buyer and seller have
been signed. This occurs when economic agents change their ‘unobservable’ behaviour so that it is less favourable
from society’s point of view.

Markets may correct some degree of asymmetric information without the need for government intervention.
Access to reliable information, which might involve screening and/or signaling, can reduce information asymmetry
and lead to more rational and fully informed decisions that maximise wellbeing.

The government intervenes in markets to protect consumers who have less information available to them than the
seller. Australian Consumer Law imposes responsibilities on sellers and gives consumers access to effective redress
if they have been sold faulty products.

On a number of occasions, attempts by governments to correct perceived market failures has resulted in unintended
consequences whereby it is difficult to determine whether society’s wellbeing has been improved. This is sometimes
referred to as Government Failure.

Government failure can also occur when governments seek to undertake measures to promote equity in the
distribution of income (by making marginal tax rates high for example). Incentives are altered and technical and
allocative efficiency might suffer.

Protecting local industries (by imposing tariffs or granting subsidies), while promoting employment in the protected
sector, may lead to an inefficient allocation of resources because the price system is distorted. This reduces
competitive pressures in the economy that may have promoted both technical and allocative efficiency.

Due to political lobbying, governments may also provide favourable subsidies to industries that do not need them.
This also distorts the price mechanism and results in a misallocation of the nation’s resources.



Activity Centre: Unit 3 Outcome 1

This activity centre contains a sample of practice SAC and exam
questions relating only to those key knowledge dot points
covered in Area of Study 1 (Unit 3) of the VCE Economics Study
Design (2023-27). It also contains a crossword puzzle to help
students familiarise themselves with some of the key definitions
or concepts relating to this area of study. The answers to all of
the questions and crossword can be found at the CPAP website
at www.commpap.com.

Question 1

Case Study 1 - A2 Milk

Most milk sold in the supermarket contains both the A1 and
A2 protein strains. The a2 Milk Company claim that their milk
is easier to digest than regular milk (because it contains only
A2 protein) and that people who previously thought they were
lactose intolerant may be able to consume this product. The
table below shows the demand and supply for a2 Milk for a
particular week. All other factors affecting the demand for a2
Milk are initially assumed to be held constant.

Market for a2 Milk

Price per litre (S) | Litres demanded | Litres Supplied

0.50 | 350000 | 0

1.50 | 250000 | 180,000
2.00 200,000 200,000

0 | 100,000 240,000

a. Using the data in Table 1, construct an accurately labelled
demand and supply diagram. (3 marks)
b. Identify the equilibrium price and quantity traded.
(3 marks)
Dairy Farmers, a competitor in the milk market, launched a
campaign stating that their milk also contained the A2 strain.

c. lllustrate on your diagram how the advertising campaign by
Dairy Farmers might affect the market for a2 Milk.
(1 mark)
d. Explain how the market for a2 Milk might adjust to the new
equilibrium following the change illustrated in part c).
(2 marks)
e. With reference to at least one relevant factor, explain why
the price elasticity of demand (PED) for a2 Milk is likely to be
higher than the PED for cigarettes. (2 marks)

After the successful advertising campaign by Dairy Farmers, sales
of their milk increased. Unfortunately, a number of people who
consumed the milk became ill because Dairy Farmers milk also
contains the A1 protein (which many people cannot tolerate and
were not aware was in the milk).

f. With reference to the concept of asymmetric information and
the information contained in the case study, explain why the
market may have failed to efficiently allocate resources.

(3 marks)

g.Suggest and explain one form of government intervention that
could be utilised to address the potential market failure caused
by asymmetric information. Your answer can relate to an
alternative example — it does not have to relate to the market
for milk. (3 marks)

Activity Centre Unit 3 Outcome 1

Question 2

The following case study is based on the article ’Global
fish production approaching sustainable limits, UN warns’,
published in The Guardian, 8th July 2016

Global fish production is approaching its sustainable limit, with
around 90% of the world’s stocks now fully or overfished and a
17% increase in production forecast by 2025, according to the UN
Food and Agriculture Organisation (FAO). Overexploitation of
the planet’s fish has more than tripled since the 1970s, with 40%
of popular species like tuna now being caught unsustainably,
the UN FAOQ’s biannual State of the world’s fisheries report says.
[The full article can be found at the following link: https://
www.theguardian.com/environment/2016/jul/07/global-fish-
production-approaching-sustainable-limit-un-warns

a. With reference to the source material and the concept of
common access resources, explain why there may be an
inefficient allocation of resources in the fish market.

(3 marks)

b. Identify and explain one form of government intervention
that could be utilised to reduce the degree of market failure
when considering common access resources such as fish
stocks. Note: You may refer to other examples of common
access resources to help illustrate your point . (3 marks)

c.  Explain why the consumption of fish may be associated with
positive externalities. (3 marks)

d. Use a suitably labelled demand and supply diagram to
illustrate how the government might intervene in the
market for goods and services with positive externalities. On
your diagram show how the allocation of resources changes
following the government intervention. (Again, the response
does not have to relate to the market for fish.) (3 marks)

e. Briefly explain the effect of the government intervention
on the market outcome (as illustrated in diagram in your
answer to part d)) and explain why it helps to maximise
society’s wellbeing. (3 marks)

f.  With reference to at least one relevant factor, explain
whether the price elasticity of supply (PES) for fish would be
high or low. (2 marks)

Question 3
Consider the following quotes:

Friedrich Hayek argued that markets were the most efficient
mechanism for allocating resources because they represented
the individual decisions of millions of consumers and thousands
of producers—the wisdom of crowds, if you like. Bureaucrats
and politicians would never have enough information to
allocate resources as efficiently. source: The Economist, August 12, 2010

Markets fail to work well if some decisions affect bystanders
Markets also fail to work well if some decision makers lack
infor 'mation. source: Tim Harford, The Undercover Economist, p80

a. Evaluate the role of competitive markets with respect to
the efficiency of resource allocation and the effect on living
standards. (10 marks)

b. With reference to one example, explain how government
intervention in a market (or markets) might have
unintentionally led to a reduction in society’s wellbeing.

(3 marks)

Question 4

Market failure does not necessarily lessen the market’s significance
as a mechanism that can advance wellbeing of societies; instead it
highlights the need for government intervention so that the market can
achieve its potential.

a. Explain why competitive markets are likely to promote an
allocation of resources that improves the wellbeing of a
country’s citizens. (3 marks)

b. Explain, with reference to the above quote, what is meant
by the term market failure. (2 marks)

c.  Explain, with reference to the free rider problem, why public
goods would tend to be under-provided in a free market.

(3 marks)

d. Identify and explain one form of government intervention
and explain how it leads to an increase in allocative
efficiency. (3 marks)

107




108

Activity Centre Unit 3 Outcome 1

Crossword Puzzle - AOS 1 Unit 3

Across

10.

11.

17.

18.

19.

21.

24.

26.

29.

32.

35.

37.

41.

43.

46.

48.

50.

51.

53.

54.

55.

57.

58.

59.

Down

these types of resources are over-consumed and represent one of
the market failures (2 words)

A market structure where there are: many buyers and many sellers,
homogenous products, freedom of entry and exit to the market,
perfect information, high mobility of resources and where producers
seek to maximise profit whilst consumers seek to maximise utility (2
words)

A system where the market allocates resources based on the buying
and selling decisions of consumers and producers and where the
majority of productive resources are owned by private individuals
and firms (2 words)

Related to asymmetric information and is a way of dealing with
adverse selection and involves the process of placing economic
agents through a number of processes in order to glean information
that was otherwise unknown.

When the market is in a state of excess demand or excess supply
due to price being too low or too high

The depletion of natural resources as a negative externality in
production (re market failure) is an example of this (2 words)
Where the quantity demanded exceeds the quantity supplied
(excess demand).

Goods or services that are both non-excludable and non-rival
(non-depletable) in consumption. A person who does not pay for
the good cannot be excluded from consuming it and one person’s
enjoyment does not lesson another’s enjoyment (2 words)

Where the quantity supplied exceeds the quantity demanded
(excess supply or glut).

Goods whose demand will tend to decrease with an increase in
disposable income.

Any individual or group in society that make economic decisions,
such as workers, consumers, businesses, governments, and
investors (2 words)

Where the quantity supplied exceeds the quantity demanded
(surplus or excess supply).

A demand factor that affects the demand for goods and services via
its direct impact on disposable income

The government body responsible for gathering and reporting
statistical information (acronym)

A type of efficiency measured by how well resources are being
allocated in the economy. The most efficient allocation of resources
occurs when living standards and welfare are maximised and it is
not possible to further increase living standards by changing the
way resources are allocated (2 words)

Economic agents who are involved in the production process via the
provision of goods or services.

Where the quantity demanded exceeds the quantity supplied
(shortage) (2 words)

An industry where a few (very large) firms tend to dominate the
industry in terms of market share and volumes sold and there is
limited competition

The way different industries are organised in terms of the numbers
and type of buyers and sellers and the conditions under which they
exchange. They range from ones that are highly competitive (e.g.
perfect competition) to ones that are highly un-competitive or
highly concentrated (e.g. monopoly) (2 words)

When a third party is affected (either positively or negatively) from
a transaction between two or more other parties. They can occur in
the production or the consumption of a good and/or service.

As the price increases for a good or service there will generally be
an increase in the quantity supplied (3 words)

A place where scarce resources are allocated among competing
uses and goods/services are bought and sold.

Resources which have been made by combining labour and natural
resources to create a more sophisticated input in the production
process (e.g. machinery).

A social science that studies the decisions made by individuals,
businesses, governments and other groups about how scarce
resources are allocated.

An economic agent who receives the benefit from a public good but
does not pay for it (2 words)

When it is not possible to increase output without increasing
inputs (resources). Therefore the most technically efficient point of
production occurs where productivity is at a maximum and where
average costs are at a minimum (2 words)

This type of market, in its pure form, involves all economic agents
being price takers. No individual buyer or seller has the market
power to influence prices.

Latin phrase meaning ‘all other things being equal.” It is used in
economics to isolate the cause and/or effect of a change(s) in
variables (2 words)

A good or service that tends to be consumed with another good or
service such that if the price for one increases the demand for the
other should decrease.

Refers to either demand or supply curve where the responsiveness
of demand (or supply) to a change in price is low.
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As the price of a product increases the quantity demanded will tend
to decrease conversely if the price of the product decreases, the
quantity demanded will tend to increase (3 words)

What consumers receive if they obtain the good or service for less
than the maximum they are willing to pay (2 words)

An unusual economic system may evolve whereby the government
directs the owners of productive assets to produce certain goods
and services (2 words)

These goods will tend to experience an increase in demand when
there is an increase in disposable income

Public goods don’t have this character which means that people will
free-ride.

Related to asymmetric information and occurs when one economic
agent passes on some valuable information to another economic
agent to assist decision making that relates to something that is
otherwise unobservable.

Changes in these send clear signals to producers and consumers
and therefore direct resources to their most profitable ends (2
words)

Products have this characteristic if they are not homogenous or
perfect substitutes for other products.

A term used to describe a market where there is a single buyer for a
product.

Any place (which may or may not be a physical space) that allows
buyers and sellers to interact and exchange goods and services.

An economic system where the government owns most of the
resources but markets determine what goods and services are
ultimately produced (2 words)

Occurs when the more of a good or service that is consumed per
period, the smaller the increase in total utility (or satisfaction) that
is generated from the last unit (3 words)

Refers to either the demand or supply curve where the
responsiveness of demand (or supply) to a change in price is high.
Economic agents who purchase goods and services.

This type of tax is paid by economic agents via their purchases of
goods and/or services (such as the GST).

These benefits are enjoyed by a country that are non-economic in
nature, such as the benefits of education that are related to positive
externalities (re market failure)

A high degree of this in a market signifies a small number of firms
control the market (e.g. an oligopoly)

A situation where resources are limited compared to the demands
placed upon those resources via wants and needs (2 words)
Products that are essentially the same or undifferentiated.

The addictive pursuit of more and more goods and services.
Australia’s minimum wage laws are an example of this government
intervention that causes a distortion in labour markets and creates
some unemployment (2 words)

These are goods or services that are opposite in nature to public
goods as they are both excludable and rival in consumption.

A good or service that it is needed by consumers, such as food and
clothing.

Measures the change in consumption that would result from a
one dollar increase in income. It is typically expressed as a number
between zero and one (acronym)

A diagram illustrating the choices or options available when
deciding how to allocate scarce resources. Any allocation of
resources to the production of certain goods and services will mean
that an alternative combination cannot be achieved. It is often
used to illustrate the concept of opportunity cost. Acronym

The price at which the quantity demanded is equal to the quantity
supplied.

A form of market failure (that is associated with asymmetric
information) where the seller knows more about the product than
the buyer does, resulting in an overallocation of resources to the
production of that good or service (2 words)

When an unregulated market is unable to allocate resources
efficiently or where resources are allocated in such a way that
national living standards or welfare is not maximised. It will result
in an over allocation of resources to the production of some goods
and services and/or an under-allocation to others (2 words)

A good or service that is not a necessity and whose demand tends
to increase as income increases to high(er) levels.

When two or more firms join as one which can substantially lessen
competition in a particular market.

A type of efficiency relating to how quickly an economy can
reallocate resources to achieve allocative efficiency

An acronym for the government body responsible for policing
competition laws.
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Chapter 4 The nature and purpose of

economic activity

4.1 The nature of macroeconomic activity

Chapters 1 to 3 focused on the role of markets in allocating scarce resources and how the decisions made by
households, businesses and governments influenced prices and the key economic decisions of what, how and for
whom to produce. The final combination of goods and services that is produced at any point in time is also likely to
have macroeconomic ramifications. This chapter is an introduction to macroeconomics, which is the study of economy-
wide issues. Macroeconomists examine the causes and effects of changes in key aggregate measures of the economy
such as national production, income and expenditure, unemployment, inflation and foreign debt. Macroeconomics
is concerned with the ‘big picture’ of how the Australian economy performs (based on a number of benchmarks), the
response of macroeconomic variables to changes in key factors and the role of government in influencing the level of
economic activity.

Ultimately, the goal is to use the knowledge about the
macroeconomy to develop policies (see Chapters 8 - 10)
that can help to achieve a number of domestic economic
goals (Chapter 5), which are directly and indirectly linked
to improvements in living standards. Events or factors
such as the COVID-19 pandemic afflicting the globe since
2020, global conflict (e.g.in Ukraine and the Middle East)
and the effects of natural disasters (such as floods and
bushfires over recent years) are perfect illustrations of
the way that a knowledge of macroeconomics helps us
to understand how living standards are influenced by
domestic or global events (or ‘shocks’) and how policy
makers respond.

The link between microeconomics and macroeconomics is a strong one. It is important to understand how individual
markets work if one is to draw conclusions about the macroeconomy. For example, in order to understand how a
change in a macroeconomic factor, such as interest rates, will affect the total demand and supply across the economy,
it is necessary to understand how people respond to the changes in relative prices, including interest rates (which is the
price of money).

Macroeconomics therefore focuses heavily on the causes and consequences of changes in economic activity, where
economic activity refers to the production, income and expenditure that occurs in an economy over time. Economic
activity therefore generates the goods and services that meets the needs and wants of households (the end users of the
production).

The most comprehensive statistic that measures economic activity is Gross Domestic Product (GDP), which is defined
as the final market value of all goods and services produced in the (Australian) economy over a given period of time.
GDP is usually calculated and reported every three months. GDP will also be a major focus in Chapter 5, when the three
domestic macroeconomic goals of strong and sustainable economic growth, full employment and low inflation (price
stability) are considered.

mwu

Distinguish between what is studied in microeconomics and macroeconomics.

Explain why knowledge of microeconomic theory is important for macroeconomic analysis.

3. Explain what economists are referring to when they discuss ‘economic activity’. What is the most commonly used
indicator for measuring economic activity?

N
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4.2 Living Standards

When economists look at the impact of economic activity or changes in government policy, they will want to ascertain
how living standards have been affected. Living standards can only ever be an average measure, as each person in the
economy will have different access to the elements that are discussed in the subsequent sections. Economists start their
discussion of living standards by looking at the distinction between material and non-material factors that influence our
quality of life. This was briefly discussed in Chapter 1, but will now be analysed in terms of some of the key factors that
affect living standards.

Material living standards

Economic activity is designed to meet the needs and wants of people,
and most economies have evolved into sets of interdependent markets
designed to allocate scarce resources. Governments all around the world
also intervene in the market (to differing degrees) in the hope that they &
can allocate resources more efficiently or more equitably. Given that
economists sometimes disagree on the best way to achieve allocative
efficiency, and the citizens of a country might have different values and
goals themselves, it is often difficult to determine the aggregate outcome
of any change on living standards.

Material living standards primarily relates to the ability of individuals to
access goods and services. In a market-orientated economy, this will be heavily influenced by households’ purchasing
power. Can households buy the goods and services they need and want with the income they receive? Incomes received
from the contribution to productive effort will be more than sufficient for some, but insufficient for others. However,
through government intervention, this access to goods and services can be altered, increased for some groups and
reduced for others. Those who believe that increases in the consumption of goods and services leads to a more enjoyable
and fulfilling life will see improvements in material living standards as very important. Much of the focus of economic
policy making in the last 50 years has been skewed towards the promotion of activities that essentially make the average
person materially richer.

Non-material living standards

Economics has sometimes been criticised for its bias towards materialism and the promotion of excessive consumption.
There is an inherent assumption in most standard economic models that wellbeing is improved if utility (satisfaction or
wellbeing) and profits are maximised. Even with the existence of diminishing marginal utility (each additional unit of a
good or service that is consumed generates less utility than the previous one), the assumption is that, for the most part,
‘more is better’. The production of more goods and services is likely to boost real incomes and therefore purchasing
power over time. However, the economic models may lose their predictive powers if, over time, humans re-evaluated
their obsession with material possessions and found a new level of contentment. In reality, a person’s quality of life
is multi-faceted and economists are increasingly working with experts in other professions to try and understand the
factors, other than access to goods and services, that might lead to a higher quality of life.

A study of non-material living standards will therefore look at a wider range of the factors other than purchasing power
that affect a person’s wellbeing — their overall ‘quality of life’. The factors that affect non-material living standards are
looked at in terms of the ‘hard-to-measure’ concepts like happiness and life satisfaction. While measuring material
living standards is relatively easy (at least on an average level), knowledge of non-material living standards requires a
deeper understanding of the human condition. Increasingly, policy makers around the world are paying more attention
to broader quality of life indicators, beyond real GDP per capita, to guide policy making. This includes the Human
Development Index, the Genuine Progress Indicator and the increasingly popular reference to doughnut economics,
which has a heavy focus on the environmental impact of economic activity.

Factors affecting living standards

Access to goods and services

To measure material living standards, economists will generally rely on an aggregate measure of national production
called GDP and, over time, a nation will tend to experience an increase in GDP. While this will indicate that the value of
production has increased, only some of this increase will be ‘real’ in the sense that it represents more goods and services
being produced (which of course helps to boost our material standards of living). Some of the increase in GDP will have
occurred because of rising prices rather than rising volumes. To remove the price effects, the ABS calculates a measure
referred to as real GDP. [The derivation and importance of these measures will be discussed in Section 5.2 of Chapter 5.]
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When real GDP increases, it means more goods and services will be produced than the year before, which typically

means that national income and expenditure will be higher (see Section 4.3 on the circular flow of income) and economic
growth has taken place.

Real GDP can also be divided by the population to give another aggregate measure, called real GDP per capita. When
real GDP per capita increases, this means that average real incomes per person increases over time and citizens of a
country will, on average, be able to purchase more goods and services. Chart 4.1 highlights the growth in real GDP per
capita for Australians on average since 1974, where it has more than doubled, from an annual $41,776 in June 1974 to
$90,196 by June 2024. While there have been several periods where real GDP per capita has fallen, including the 2020
recession as well as every period since December 2022, there is no doubt that incomes have increased over almost the
whole time period and Australians, on average, can purchase more goods and services today than they could in the past.

Chart 4.1: Australian real GDP per capita (per annum)
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The continual fall in real GDP per capita over the past six quarters (between December 2022 and June 2024) reflects the
fact that economic growth (i.e. growth in real GDP) has been below the rate of population growth. This represents a
decline in Australian material living standards, on average, and many economists refer to Australia being in the midst of
a ‘per capita recession’ (i.e. more than two consecutive quarters of negative GDP per capita growth).

How reliable is GDP per capita as an indicator of living standards?

Real GDP per capita is an unreliable indicator of material living standards. It can, at best, provide an estimate of the
average access to goods and services but it fails to include a number of key factors and/or transactions that influence
both material and non-material living standards. For example, by definition, real GDP per capita does not provide an
indication of how the income is distributed amongst the population. So, for an oil rich country like Qatar, a real GDP per
capita of approximately $100,000 suggests that its citizens have a high material standard of living. However, there is a
high level of income (and wealth) inequality, with the highest 10% of income earners receiving close to 70% of all income
and the richest Qataris earning thirteen times as much as the poorest. So ‘averages’ (like real GDP per capita) can be
misleading and the majority of Qataris do not enjoy as high a standard of living as the figures suggest.

Growth in real GDP per capita, or greater consumption of goods and services more generally, can also overestimate
improvements in living standards once we take into account the existence of ‘de-merit goods’ and/or goods containing
negative externalities (which were covered in Chapter 3). To illustrate, if a person purchases a packet of cigarettes (and
smoke them around other people), the transaction will be included in the calculations for GDP per capita, highlighting an
increased ‘access to goods and services’ and suggesting an improvement in material living standards. However, as seen
in Chapter 3, the consumption of cigarettes damages the health of smokers (i.e. it can be considered a ‘bad’ rather than
a ‘good’) and can cause a net deterioration in material living standards. In addition, the consumption of this demerit
good could also negatively influence non-material living standards, as passive smokers are likely to experience a reduced

enjoyment of life. The GDP figures do not subtract any of the negative externalities associated with the consumption of
the product.

Some researchers have also suggested that excessive material consumption can actually lead to a decrease in non-
material living standards. The argument here is based on the hypothesis that is associated with a non-medically diagnosed
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condition called affluenza. Affluenza refers to the idea that the addictive pursuit of more and more goods and services is
damaging to the mental health of the individual, as their desires cannot be satisfied. This is sometimes referred to as the
‘hedonic treadmill’ because the satisfaction from the consumption of goods and services is fleeting and the consumer
seeks satisfaction from external sources rather than through intrinsic (internal) factors such as achievement or a sense of
purpose. As illustrated in Chart 4.1, with the exception of the past couple of years, Australians in the modern era have,
on average, greater access to goods and services than ever before, but there is no certainty that Australians today are
happier or live more fulfilling lives than previous generations.

It is also true that real GDP per capita can understate material living standards. In particular, people may have access to
more goods and services than what is measured by real GDP per capita because they may:

Produce some of their own goods and services
Purchase some goods and services in the black market or informal sector (transactions for which the government
has limited data)

e Receive goods or services for free which have been provided by charitable organisations.

While measuring living standards by examining ‘access to
goods and services’ is a useful place to start, it is important to 4,4 = =
go further into the data to discover the degree of equality of m-ﬁ%:h; A
income distribution as well as the types of goods and services TR :::;;,?qu
that are produced and consumed in the economy. A discussion R
of living standards will therefore involve some value judgements
because how an action affects a person’s quality of life is
inherently difficult to determine - especially given that every
person in the country is not going to be asked to report on their
material and non-material living standards.

Environmental quality

Economists are often criticised for many of their models of the economy, which effectively ignore the role of the
environment in sustaining life. Environmental quality can be looked at from a number of perspectives that include:

e The availability of perpetual, renewable and non-renewable resources so that life can be sustained and humans
can access valuable resources that are used as inputs in the production of marketable goods and services and
other amenities that can be provided free of charge (such as access to nature for walks and the ‘common access
resources’ discussed in Chapter 3.)

o The level of negative externalities that might be present in the natural environment. Production and consumption
activities might pollute the air we breathe, the oceans which sustain the fish we eat, the land on which we grow our
food, and even the houses we live in. Excess carbon emissions from the production and consumption of goods and
services, and the impact on climate change, is the most common contemporary example of negative externalities
and the impact on environmental quality and living standards.

Environmental quality and living standards

All economic activity is ultimately dependent upon the environment. If resources are depleted at an excessive rate,
then in the short or long term, material living standards might start to decline. For example, if the world economy
reaches ‘peak oil’ (where half of the world’s known oil supply has been consumed), it will be much harder in the
future to extract this important resource. This will increase the cost of production for firms and may lead to reduced
purchasing power for households. Excessive consumption of common access resources such as the world’s fishing
stocks might also lead to reduced income earning opportunities in the future and reduced access to key goods and
services. Pollution of the world’s atmosphere and ecosystems will also have long term ramifications on the ability
of humans to earn an income and therefore access goods and services in the future. For example, unabated climate
change is expected to negatively impact on productive capacity in the future. Similarly, the use of certain herbicides
in the production of food may affect the ability of the human body to heal itself and could lead to a number of
health-related issues in the future. This could negatively affect the productivity of the workforce, which ultimately
affects the volume of goods and services that can be produced in the future.

Human beings’ quality of life is intrinsically linked to the quality of environmental resources that they have available
to them. This, like many aspects of non-material living standards, is hard to quantify and difficult to obtain statistical
evidence on. Nevertheless, intuitively, people know that being in nature is good for them. They may feel energised
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from spending time at the beach or hiking through a national park. It is also difficult to measure the effect of
excessive pollution on a person’s quality of life but it would seem obvious that those who live in a city that suffers
from heavy air pollution will experience less enjoyment of life than those who can breathe freely (assuming all other
factors are held constant). The quality of the food we eat is intrinsically linked to the level of toxins that can be found
in the food chain. Scientific researchers are increasingly finding links between the quality of the food consumed by a
person and their physical and mental health outcomes, factors that clearly affect a person’s quality of life.

Physical and mental health

Health outcomes are also an important factor that affects the ability of a person to access goods and services and has
a huge impact on one’s quality of life. A healthy population (from both a physical and mental perspective) is likely to
be more productive. A healthy person may also be able to work longer hours (when there is demand for their labour)
and be able to create new solutions to problems, be entrepreneurial and develop new and innovative technology. If
a person experiences on-going illness, from either a physical or a mental condition, then their ability to participate in
the production process may be hampered. They may have to withdraw from the labour force altogether and rely upon
the government disability pension. This payment is more than

likely going to be an amount that is less than what the person ' 2
could earn through the provision of their labour, so their access J ’

to goods and services is likely to be reduced. The government, .l

which usually subsidises or provides such services, will require | -l

more funds if the health outcomes of the country deteriorate.
One way to deal with the funding shortfall would be to increase
taxes. However, this would cause income earning households to
experience a decrease in material living standards as disposable

incomes fall. 4 /
Being healthy is also a factor that influences a person’s non- a
material living standards. The inability to undertake and

participate in leisure or work activities can negatively affect a --
person’s enjoyment of life and level of happiness. Mental health

issues may cause someone to feel disconnected from other people and lead to a feeling of isolation, which also negatively
affects their quality of life. The government responses to the COVID-19 pandemic, which included social distancing
measures and forced closure of parts of the economy, highlighted the importance of mental health to living standards.
During the Stage 3 and 4 restrictions in Victoria, there were calls for the government to ease the restrictions earlier
(i.e. before the disease infection rate came down to ‘safe’ levels) on account of the negative influence the restrictions
were having on the mental health of Victorians. It became evident that Victorians were increasingly prepared to take
the risk of contracting the disease if it meant that they could enjoy the benefits that return to work and/or more
social interaction provided them. In early 2022, the World Health Organisation produced a report highlighting that
the COVID-19 pandemic had a severe impact on the mental health and wellbeing of people around the world, with a
reported 25% increase in the incidence of anxiety and depression worldwide.

As noted earlier when discussing ‘affluenza’, an excessive focus on material consumption can also have a negative impact
on both physical and mental health outcomes. If a person feels the need to work harder to obtain more goods and
services, this might lead to a neglect of their physical and emotional needs. Their relationships might suffer (which has
a huge impact on mental and physical health), they may not eat properly, and their enjoyment of life may deteriorate.
There is a growing body of medical professionals who are beginning to show strong links between mental and physical
health and that deterioration in one is often intrinsically linked to a decline in the other.

Life expectancy

Life expectancy refers to the number of years an average person in a nation can expect to live. It is one of the measures
used to determine the level of economic development in a nation and is used by the UN to calculate the composite
measure called the Human Development Index. A longer life expectancy will generally have a positive impact on
material living standards. If a person lives for a longer time, then they may be able to work for a longer time and this can
affect their ability to earn an income and therefore purchase more goods and services.

A longer life expectancy has, however, created additional challenges for economies around the world and could lead
to slower growth rates and negative impacts on future living standards. While greater life expectancy can contribute to
more years working, it has not necessarily turned out this way. People may be retiring at the same age they have done
in the past, but then they are living longer once they have retired. Most people in Australia have inadequate funds to
finance their own retirement and therefore they rely upon the pensions provided by the government. This is predicted
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to cause on-going budget deficits in the future, unless the government changes how it collects revenues or how it spends
this revenue. The ageing population will also be associated with increased spending on healthcare, with an increased
need to raise additional taxes from the existing workforce or the government’s borrowing requirement could increase
(meaning that interest payments in the future will also increase, further worsening the budget outcome).

Life expectancy will also have an impact on non-material living standards. While life expectancy is a measure used to
determine the level of economic development, it may be hard to determine how it impacts all aspects of non-material
living standards. In aggregate, a person’s life may include the sum total of more positive experiences if they remain on
the planet for longer. They may also feel more satisfied with life, knowing that they will be alive for a long time. Longer
life expectancy has generally been associated with the effective eradication of many preventable diseases and a greater
understanding of the causes of illness. This too, could be associated with better health outcomes and a higher quality
of life.

While most would agree that higher life expectancy is associated with higher non-material living standards there
are some exceptions. For example, while the body may be able to sustain itself well into the future, the chances of
being diagnosed with Alzheimer’s disease increases with age. Approximately 10% of people over the age of 65 will get
Alzheimer’s, and this figure increases to 30% once a person reaches the age of 85. Alzheimer’s disease can significantly
reduce the quality of life for the person affected as well as that of their family and friends.

Crime rates

Crime imposes a material cost on all citizens of a country. Shop stealing for
example, represents a cost associated with running a retail outlet, including
the cost of the stock lost, as well as the costs associated with the installation
of security measures, such as CCTV cameras and security guards. Crimes, [ 1
such as credit card fraud, embezzlement, money laundering, and corporate :
fraud (often referred to as ‘white collar crimes’) also raise costs for businesses 1234 5€
either directly (e.g. embezzled funds being written off as a business expense), carDHL_ ER ¢/i5
or indirectly in terms of higher insurance premiums and legal costs. Overall, PR

the added costs imposed by crimes are ultimately passed onto consumers
(the supply curve shifts to the left leading to an increase in the equilibrium
price), which leads to a decrease in the purchasing power of households and
a reduction in material living standards.
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Crime rates can also have a negative influence on non-material living standards. The victims of crime are likely to be
the most directly affected because their physical or mental well-being has been affected. The families of murder victims
would suffer a significant deterioration in non-material living standards as feelings of grief and anger can endure for
many years. Higher crime rates can also be associated with increased anxiety amongst the general community as they
feel less safe going about their daily lives. Terrorist attacks around the world have certainly contributed to this anxiety
and have caused people to become distrustful of others in the community. Further, when crime rates increase, people
often look to blame governments, who sometimes respond by introducing measures that encroach on our freedoms
and privacy, such as much tighter security checks and the consequent delays at airports. While these types of measures
certainly have the benefit of helping to discourage crime, they negatively impact on non-material living standards in
other ways.

In a peculiar way, criminal activity can also have a positive effect on economic growth and material living standards. For
example, if a person’s house is burgled, they will (temporarily) be deprived of some of the goods and services that they
otherwise relied on to enjoy life, such as a smart phone, tablet, TV, artwork, jewelry, etc. However, they will eventually
seek to replace those items over time (most likely with the help of funds received from their insurance company), which
actually adds to economic activity once the items are purchased. The additional employment and income that is created
will then increase the material living standards for those connected with the businesses. Of course, crime creates a
whole industry operating around insurance, security and crime prevention, providing employment and incomes for
those with expertise in the field. Once again, this impacts favourably upon the ability to purchase goods and services.

Literacy rates

The adult literacy rate measures the percentage of the population, aged 15 or over, who can both read and write. A
literate individual has a much higher ability to participate in the market economy. A large proportion of jobs require
reading and writing skills, and as the economy becomes more technologically developed, higher skills in this area will
become increasingly necessary. The inability of a person to read or write reduces their probability of employment, which
means that their ability to earn an income is significantly reduced. This negatively affects their ability to purchase goods
and services and reduces their material standard of living.
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At a macroeconomic level, literacy rates may also be important for a country’s ability to compete in a globalised economy.
International trade is now an integral factor influencing the rate of economic growth in a nation. Countries with low
literacy rates may not be able to offer goods and services that are the most valuable in the world economy. Literacy
rates are an indicator of educational outcomes, such that, when a society becomes more educated, its workforce can
participate in more sophisticated areas of production so that more revenue can be earned for the nation. This increases
GDP per capita, which boosts average material living standards..

The ability to read and write is also very important for a person’s non- [
material living standards. Communication is a key facet of the human
experience. Enjoyment of life can be significantly improved through the
reading of interesting and thought-provoking ideas, and the debating ¥
of contentious issue. It also helps to develop new neural pathways that
promote self-actualisation. Literacy increases the ability of the person
to participate in the production process, which can be associated with a
greater sense of wellbeing, the benefits associated with social interaction
and a positive feeling knowing that he or she is making the world a better place to live in. Literacy will also improve a
person’s ability to participate effectively in the broader community and, in the context of the broader political system, to
contribute to democratic decision-making in an informed way.

In 2023, the Australian government introduced a new framework that is now updated by the ABS referred to as Measuring
What Matters. It represents an attempt to move beyond a focus on the more traditional measures of living standards
(e.g. real GDP per capita) and tracks Australia’s progress across the following five wellbeing themes:

e Health

e  Security

e Sustainability
e Cohesiveness
e Prosperity

These themes of the Framework are supported by 12 dimensions that describe aspects of the wellbeing themes and
50 key indicators, to monitor and track progress. An overall life satisfaction rating is also included. The latest results
reveal some negatives, including a higher proportion of adults experiencing high levels of psychological distress, a
higher incidence of chronic health conditions, increased barriers to accessing health services, lower levels of biological
biodiversity, and a reduced sense of belonging. The positives included an increasing acceptance of immigrants, a decline
in our ‘material footprint’ and improved job satisfaction.

Activity 4a: Material vs non-material living standards

Draw up a table similar to that below, in your notebook or in a Word document. For each factor, summarise how it affects material
and non-material living standards. Provide at least one argument/justification for your identified effect (it is important not to
simply assert that it increases or decreases). Some factors could have both positive and negative effects, so you may like to include
both sides to consolidate your knowledge in the area.

Factor Impact on material Impact on non-material

living standards living standards

An increase in the nation’s average income

A shortage of oil due to increased conflict in the Middle East

The replacement of workers with artificial intelligence

Increased government spending on the promotion of merit goods

A reduction in the retirement age

A downward trend in the crime rate across Victoria

Depletion of natural resources through increased economic activ-
ity

An increase in production resulting from increased productivity
and/or longer work hours

Improved health outcomes resulting from preventative health
measures

An increase in gang violence
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Activity 4b: COVID-19 and Australian living standards

The COVID-19 pandemic has led to a significant reduction in Australian living
standards since 2020. In the first instance, the quick spread of the infection created a
health crisis that resulted in many Australians either being hospitalised or losing their
lives. This impaired the quality of life for those who recovered from the virus, as well
as their families, and clearly had a negative impact on the family and friends of those
who ultimately succumbed to the virus. Non-material living standards of Australians
were also impaired by the anxiety and uncertainty surrounding the longevity of the
virus and its ongoing threats, as well as the isolation and loneliness experienced
during lockdowns.

In material terms, the virus has had major negative impacts for Australians. First,
the virus itself disrupted supply chains around the world, given that it commenced
in China which is regarded by many as ‘the factory of the world’. This restricted the ability of many Australian to produce goods
and services, reducing employment and incomes, and also created shortages of some goods and services, which in turn created
panic buying of ‘essential’ items, such as toilet paper and hand sanitizer. Second, and more detrimental, was the federal and state
government responses to the pandemic. In an effort to slow the spread of the infection, governments imposed restrictions on
social engagement (e.g. social distancing laws and lockdown measures) which severely restricted both the ability of businesses to
produce, and the ability of consumers to purchase many goods and services.

Ultimately, Australian governments were motivated by the need to protect the health and well-being of Australians. They knew
that the social distancing/lockdown measures would cause major economic upheaval and result in a significant reduction in living
standards. However, to do otherwise, and allow the virus to spread more aggressively through communities was considered to be
an unpalatable option, worsening Australian living standards in the long-term. [Indeed, subsequent events in the unfolding of the
pandemic have revealed that even those economies that remained relatively ‘open’ and allowed the virus to spread, in hopes of
protecting their economy, still suffered significant economic downturns.]

Overall, both the COVID-19 pandemic and the government responses to the pandemic caused the largest economic contraction
experienced by Australia for decades. Australia experienced its first ‘technical’ recession since 1990-91, evidenced by real GDP
contracting for two consecutive quarters (March and June quarters). Employment also fell by more than one million people,
leading to an ‘effective’ rate of unemployment well above 10%, and the need for expansionary economic policies (see chapters
9 and 10). While governments introduced income support measures (e.g. JobKeeper and JobSeeker) that helped to protect the
incomes of affected groups (e.g. the unemployed and business owners), the incomes ‘earned’ on average by Australians fell over
the course of 2020. This is consistent with the reduction in real GDP per capita that was recorded over this time and reflected a
fall in the material standards of living for the average Australian. However, the government stimulus measures referred to above
contributed to a rise in ‘disposable incomes’ from the middle of 2020, helping to protect material living standards during this time
(See Chapter 9).

During 2020 and 2021, Victoria went through periods of relatively severe Stage 4 restrictions, finally ending its sixth lockdown in
late 2021 after 263 cumulative days of lockdowns, reported to be the most time spent in lockdowns for any region in the world.
While these restrictions had success in reducing the rate of infection, it was clear that many Victorians were deeply affected by
the lockdowns. Health authorities concern about the mental health and well-being of Victorians in general, with an increased
incidence of depression and anxiety. This was no doubt a factor behind both the ending of the lockdowns in 2021, and the ongoing
reluctance to impose further harsh restrictions in 2022 despite the growth in new variants of the disease and the continuing high
infection rates. It once again highlights a delicate trade-off that governments are forced to make. Any attempts to avoid further
restrictions in an effort to protect the economy and mental health, is likely to come at the expense of an increased risk of infection,
more deaths and potentially a longer period in which the virus is with us. While the virus remains in our lives during 2024, its
severity and impact is much less problematic such that we have accepted the presence of the virus in our lives and have become
more resilient to future strains and/or future pandemics.
Questions
1. Explain how COVID-19 itself affected both material and non-material living standards of Australians.
2. Describe how government responses to the COVID-19 (i.e. measures to prevent the spread of the virus) caused a
deterioration in both material and non-material living standards of Australians.
3. Outline one piece of evidence that might support the contention that material living standards fell since 2020.
4. Describe the nature of the trade-off faced by governments when deciding on the best response to protect Australians
from the spread of the virus.

Review Quesiions 4.2

1. Explain what is meant by the terms ‘material living standards’ and ‘non-material living standards’.

2. With reference to one of the factors discussed in Section 4.2, explain why it may cause material living standards to
increase but cause non-material living standards to decrease.

3. With reference to a different factor discussed in Section 4.2, explain why it may cause non-material living standards
to increase but cause material living standards to decrease.

4. Explain how an increase in crime can have both a positive and negative effect on material living standards.

Outline how low levels of literacy influence living standards at both a microeconomic and macroeconomic level.

6. Identify one reason an increase in material living standards may also be compatible with an improvement in non-
material living standards.

v
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4.3 The circular flow model of income

One of the first models that can be used to illustrate some of the key macroeconomic concepts and relationships is the
circular flow model of income. This is a model that shows the flow of money, resources and goods and services in an
economy.

There are a number of models that have been developed in this area, with varying degrees of detail and sophistication.
At the core of any circular flow model is the interaction between households and businesses in product and factor
markets. These economic agents are the key decision makers in the economy and their actions have the most significant
effect on the amount of income that is generated and that flows throughout the economy.

The model shows that there are four separate flows between households and businesses (which are continuous flows
so it doesn’t matter where the flow begins). Two of the flows move from the households to the businesses while the
other two movements are in the other direction. For each flow there is a corresponding movement of income - hence
the name of the model. The flows that are described below correspond to the appropriately numbered sections in Figure
4.1.

Figure 4.1
The Circular flow model for a mixed open economy

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

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

Wages & salaries
Rent
Interest
Profits

Household sector Business sector

an
Flow 1: B
Resources/factors of production provided to the business sector m
o
Labour + =
Land -_—
Capital a f?
e
><
\\ 4 Consumption (C) _ =
N OE OE O OEm OE OE W N N N N E N NN NN NN N EEEEEEEENE S &
N4 N
7~
Savings (S) — Investment (1)
I =Treie
> E
Vimy
w . - =
& Financial sector E-
] ¥ 1T =
< o
P -
- Taxes (T) Government (G) o
Government sector
P g ) N
<4 Imports (M) N Exports (X)
>

External sector

Flow 1: The factors of production flow from households to businesses

The three factors of production were discussed in Chapter 1. Members of the households (i.e. the Household Sector
in the model) provide natural resources, labour and capital to businesses. People are obviously free to provide their
labour to firms but households also own the other factors of production (in a market capitalist system, where resources
are owned by private individuals) and these are provided as inputs in the production process. Firms see these as part
of their cost of production but their purchase is a necessity if businesses are to produce the goods and services to the
market.
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Flow 2: The businesses pay income to those who provide the factors of production

The market capitalist economic system rewards those who provide firms with the factors of production. This becomes
the income for households and may take the following forms:

e From the provision of labour, households may receive wages, salaries, commissions, royalties etc.
e  From the provision of land the households may receive rent.
e  From the provision of capital the household may receive dividends, interest and profits.

This section of the circular flow model therefore highlights a wide range of incomes that are received in exchange for
factors of production

Flow 3: Demand for goods and services

Part of the income received by households in Flow 2 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 demand for Australian goods and services (i.e. Aggregate Demand) because the income is diverted through the
Financial, Government and External sectors in the three ways described below. The funds that are diverted away from
Consumption are referred to as leakages in the model and are represented by the downward purple arrow on the left
hand side. An increase in leakages will tend to reduce the level of economic activity.

Leakages

Savings (S): Itis unlikely that consumers will spend all of their
income on goods and services in the market. In our model of
the economy, it is assumed that savings will be redirected
through the Financial Sector of the economy. Households
will make deposits with financial institutions such as banks.
When households do not spend their income but rather save
it, the income is effectively removed from the core of the
economy and will not boost Aggregate Demand (AD) until
the funds are eventually injected back into the economy via
Investment (see Injections below).

Taxes (T): Australia is considered a mixed economy because,
although the market is the primary mechanism by which
resources are allocated, the government intervenes in
markets and alters not only the allocation of resources but also the total level of economic activity. Households
in Australia do not get to keep all of the income that they earn. They must legally pay part of it in taxes to the
Government Sector. They also pay tax when they purchase goods and services that have an indirect tax imposed
upon them (e.g. the GST). Taxes are also seen as a leakage because they represent a reduction in the capacity of
households and businesses to purchase goods and services.

Imports (M): Australia is also considered an open economy. This means that trade takes place between Australia
and other countries. Spending on imports by Australians (the purchase by Australians of foreign made goods
and services) is considered a leakage from the core of the economy. The spending effectively leaves the country
through the External Sector and helps to boost economic activity in another nation.

The impact of these leakages on AD and economic activity will ultimately be offset by injections. These are instances
where there is an increase in funds flowing back into the core of the economy. In the model, they are represented by
the upward orange arrow on the right hand side. These injections result in an increase in the level of economic activity.

Injections

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 (i.e. Flow 4).

Investment (1): The funds that are saved become available to the firms in the Financial Sector. Firms are able to
borrow money (or issue equity) to finance the purchase of new capital or land for example. This spending is seen
as Investment, as the productive capacity of the firm increases. This is an injection because the money flows back
into the core economy because the purchase of machinery, for example, creates income for the manufacturer of
the machinery.
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Government (G): The government will eventually use the tax revenue it receives from the private sector. The
funds are injected back into the economy through a number of Government spending initiatives. The funds may
be redistributed back to some households as transfer payments (thereby contributing to more activity in the core
economy) or used to purchase goods and services that could be provided by the private (business) sector (which
then helps to generate additional incomes for households).

Exports: In contrast to the leakage of the model in the form of imports, the income earned from the sale of
exports (Australian made products that are purchased by foreigners) become an injection. While the income is
generated from the spending of consumers overseas, it is injected into the Australian economy and therefore
becomes another important component of AD.

Overall, the total demand for goods and services (Flow 3) is made up of Consumption demand, in addition to value
of the injections that come through the Financial Sector (i.e. Investment demand), the Government Sector (i.e.
Government demand) and the External Sector (i.e. Export demand). However, within this demand is a portion of
spending on foreign goods and services (i.e. the leakage ‘imports’) that must be deducted in order to arrive at an
accurate value for the demand placed on Australia’s business sector. [See Box 4.1 within Section 4.5 which explores
this in more detail.] We call flow 3 Aggregate Demand (AD) for Australian made goods and services, which becomes
C+l+G+X-M.

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

As discussed above, the total demand placed on Australia’s Business sector is made up of AD (Flow 3). It is AD that
determines the total real value of production (i.e. real GDP) in the economy, which is Flow 4 in the model. [The
meaning and importance of AD, including the factors affecting AD will be explored in some detail from Section 4.5.]

The use of the model is illustrative because it 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 their 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 use
the increased flow of funds in the Financial Sector to
increase Investment spending by the same amount. If
the Business sector is also experiencing low confidence
levels then an equivalent amount of 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 Government
spending (i.e. increase budget surpluses) should also
act as a further constraint on AD and economic activity.
With respect to the External sector, a decrease in the
international competitiveness of Australian exporters
and import competing producers should also serve to
constrain AD as Australians will tend to purchase more imports (rather than local products) and foreigners will tend to
purchase exports from Australian competitors (such as New Zealand).

In each of the cases above, the leakages from the economy will exceed the injections for a period of time, which
ultimately has a negative influence on economic growth. Alternatively, there may be periods of time where the
injections are greater than the leakages, stimulating economic growth. However, this could lead to excessive spending
in the economy which may put upwards pressure on prices, which then has negative implications for future rates
of economic growth. This was the situation facing Australia in 2022 following a period of government of heavy
government stimulus to the economy. In particular, following the onset of COVID-19, the government significantly
increased government expenditure relative to government revenue, causing injections to rise relative to leakages and
contributing to a stronger rate of growth in AD (Flow 3) and real GDP (Flow 4).

The problems associated with an unbalanced circular flow of income are the focus of later chapters in this book. The
Australian government tries to achieve an optimal rate of increase in the volume of goods and services produced,
an optimal level of employment and an optimal increase in the rate at which prices increase. To do this they can, in
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conjunction with the use of other policy instruments, alter their effect on leakages from and injections into the core
section of the macroeconomy. As each of the government goals and the appropriate policy responses are discussed
in subsequent chapters, it can be useful to refer back to and use the circular flow model to enhance your level of
understanding of the effect of these actions on the overall economy.

Review Questen 4.8

1. Which two sectors form the core of the circular flow model? Explain why they are considered the ‘drivers’ of

economic activity.

Explain what is exchanged between households and businesses in the product markets and the factor markets.

Explain how households and businesses are both buyers and sellers in the circular flow model of the economy.

Identify and describe examples of the income that is generated by each of the factors of production.

Distinguish between leakages and injections in the circular flow model. Explain how each will lead to changes in

the total level of economic activity.

Identify the leakages and injections that are connected to the government sector in the circular flow model, and

provide two examples for each.

7. Identify the leakages and injections that are connected to the financial sector in the circular flow model, and
provide two examples for each.

8. Identify the leakages and injections that are connected to the transactions with other countries in the circular
flow model, and provide two examples for each.

9. In sections 4.5 and 4.6 of the text, you will look at the factors that can influence the level of economic activity.
Predict five factors that could lead to an increase in injections and/or leakages that would affect the level of
economic activity. Refer back to your answer after you have had the chance to study these sections. Reflect upon
the accuracy of your predictions.

uewnN
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4.4 The nature and causes of the business cycle

Over time, the level of economic activity (and therefore the rate of economic growth) fluctuates. Economists have
observed that the level of economic activity tends to go through a cyclical movement, with periods of above average
or excessive rates of economic growth, and periods of negative or low rates of growth. Examining the rate of economic
growth over an extended period, there appears to be peaks, troughs, recoveries and downturns. Booms are associated
with very high rates of growth in production, but not all peaks in the
business cycle will be considered booms. Conversely, troughs are
associated with very low rates of growth in production, but not all
troughs will be considered a recession. For example, over 2008-9,
the Australian economy went through a trough but managed to avoid The business cycle is also referred to as the ‘trade
a technical recession, which is defined as two successive quarters of |WNEZEERI a1 R lo) ][5 e

negative economic growth. The economy also experienced another
trough in the first quarter of 2011, but this too was not considered
a recession, unlike the trough of 2020 which was considered a recession because it was characterised by two successive
quarters of negative growth. The slowdown in the rate of economic growth over 2023-24, with growth in real GDP only
marginally above 0% for three consecutive quarters, can also be considered a trough, but not a recession. This is despite
the fact that the growth in real GDP per capita was negative over the same period — coined by many as a per capita
recession.

Study tip

The business cycle looks at the fluctuations in the growth in output (economic activity) that takes place over an extended
time frame. In particular, it suggests that economic activity follows some sort of pattern with periods of expansion
(where there is positive rates of growth) and periods of contraction (where economies may sometimes produce less than
they did the year before). The notion of a business cycle has been developed from observations of historical data that
shows that economic activity or rates of economic growth are rarely the same from year to year.

A complete ‘cycle’ of the business cycle — from peak through trough and then back to a peak - can take a short or a
reasonably long period of time. The time frame for each phase of the cycle will depend upon a range of factors that
will be considered in later chapters. No two business cycles are identical and Australia enjoyed an extended period of
positive economic growth between 1991 and 2019, before the COVID-19 induced technical recession and economic
trough experienced in Australia during 2020 .
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Phases of the business cycle

The business cycle has four distinct phases/stages and each is characterised by changes in key economic indicators.
Analysis can begin at any of the four phases/stages.

Stage 1: Peak

During a peak the economy is usually experiencing strong rates of economic growth. Consumer and business confidence
are high, which should encourage a greater propensity to spend, a reduction in savings and a willingness to take on new
debt. The strong growth in demand will encourage firms to expand production, leading to an increase in the derived
demand for labour. Referring back to the circular flow model in Section 4.3, this will mean that leakages will be falling
relative to injections, leading to (rapidly) rising economic activity. If the peak is considered to be a boom, then the rate
of economic growth generally becomes excessive and unsustainable. Inflationary pressures increase in response to AD
accelerating beyond productive capacity. This is reflected in product markets by businesses lifting the prices of goods
and services for sale in response to the development of shortages. Labour markets will also tighten as the demand for
labour rises (and shortages develop) which increases wages and further adds to inflationary pressures. The prices of
other key assets will also increase, such as the price of money (i.e. interest rates) as the demand for borrowing rises, and
the prices of shares and properties. Generally, a boom and the associated price rises is not sustainable and the economy
will eventually move to the next phase of the business cycle.

Figure 4.2 Business cycle
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Stage 2: A contraction or downturn

The excessive rates of inflation and the existence of capacity constraints that characterise a boom (or peak) in the
business cycle should mean that increasing the volume of production becomes increasingly difficult. High inflation,
higher interest rates and strong growth in asset prices (or ‘asset bubbles’) result in overvalued assets (such as shares
or property). This will then typically result in a market ‘correction’ that eventually leads to a fall in private consumption
and investment as more households save and deleverage (reduce their debt burden). Referring back to the circular
flow model in Section 4.3, this will mean that injections will start to fall relative to leakages, leading to slower growth in
economic activity. The rate of economic growth will therefore fall, some resources will become unemployed, confidence
deteriorates further and inflation falls back to levels that don’t encourage excessive growth in credit and consumption.

Stage 3: Trough

The downturn will eventually reach a point where the level of economic activity reaches its minimum point in the cycle,
and this trough may or may not turn out to be a recession. The most commonly accepted definition of a technical
recession is two consecutive quarters of negative economic growth, which is precisely what Australia experienced during
2020, with negative growth recorded in both the March and June quarters. It is useful to note that this trough/recession
experienced in 2020 was not due to the normal workings of the business cycle. In other words, the 2020 trough was not
triggered (or did not follow) a period of strong economic growth (or a boom). Instead, the dire state of the economy
in 2020 was due to an ‘economic shock’ in the form of a health pandemic, which triggered government responses
(designed to reduce the spread of the coronavirus) that effectively put the economy into ‘hibernation’. A prolonged
recession is referred to as a depression and this has not occurred in Australia since the 1930s.
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The low or negative rates of growth in the trough/recession mean that firms will need fewer factors of production and
the rate of unemployment (or underemployment) would be high. Referring back to the circular flow model in Section
4.3, this means that leakages will be high relative to injections, leading to falling economic activity. During the recession
of 2020, the ‘official’ rate of unemployment climbed from approximately 5% towards 8%. However, this understated
the true level of unemployment because the government’s JobKeeper program ensured that thousands of Australian
workers were still classified as ‘employed’ despite the fact that many were working zero hours per week. The ‘effective’
rate of unemployment was therefore much higher, approaching 15%, particularly if the pool of hidden unemployed (see
Section 5.5 of Chapter 5) were added to the figures.

A trough or recession will generally be accompanied by a reduction in the rate of inflation (i.e. disinflation), or even
falling prices (i.e.deflation) given that there will be spare capacity in product markets, labour markets and financial
markets. For example, excess supply of labour (i.e. unemployment) exerts downward pressure on the price of labour
(e.g. wages); excess supply of goods and services more generally exerts downward pressure on the price of products;
and excess supply of savings drives down interest rates. This is what occurred during the 2020 recession, with excess
capacity ultimately leading to deflation in the June quarter 2020.

Stage 4: Recovery

During the trough or recession, the relatively low
inflation rate (or even deflation) combines with lower
labour costs and lower interest rates to eventually spark
an economic recovery. Consumption, Investment and
Net Exports will all start to pick up over time, helping
to promote growth in production, employment, income
and expenditure. Referring back to the circular flow

model in Section 4.3, this will mean that injections = §
will be rising relative to leakages, leading to increasing 2'
economic activity. Eventually the economy will recover E ZE E :’
and continue to grow until we reach the next peakin the = E : =
business cycle and the process continues. "—; i ’ % f _% =
While an economy will, over time, tend to be self- '3 }JE = :

correcting, particularly when prices (including the price
of labour) are free to move in response to the demand/
supply pressures in each market, the period of adjustment will often be quite protracted. The Government will therefore
tend to use its macroeconomic demand management stabilisation policies to temporarily replace the lack of demand
during a trough (or constrain growth during a peak). This was no more evident than during the period covering 2020-21,
with the government recognising that a failure to provide budgetary policy and monetary policy support to the economy
would have resulted in a more severe and prolonged period of economic decline. [The government’s recent use of its
macroeconomic demand management policies to manipulate the business cycle will be fully explored in chapters 8 and
9.]

While a boom is normally characterised by strong production, high inflation and low unemployment and a recession is
associated with weak production, low inflation and high unemployment, it is possible to have periods of low economic
growth, high unemployment rates and high inflation rates. Such a situation is referred to as stagflation. This 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 global supply shocks affecting Australia and the global economy since the start of 2022 (due primarily to ongoing
global conflict and continuing COVID-19 supply chain disruptions) resulted in conditions akin to stagflation over the past
couple of years. Costs of production increased significantly, causing inflation to accelerate well beyond levels that are
considered acceptable, which exerted a negative influence on AD and economic growth. This manifested in low rates
of economic growth over the past couple of years combined with excessive rates of inflation. The policy responses
included a change in monetary policy settings from expansionary (highlighted by very low rates of interest) to restrictive,
with higher interest rates designed to reduce inflationary pressures [see Chapter 9].
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Activity 4c: Analysis exercise

In your notebook, create a table like the one below. Based on information in the section above, complete the table. Use words
like high, low, rising, falling, worsening, improving to describe the likely economic conditions in place during the different stages
of the business cycle.

Peak

Downturn / contraction

Trough

Recovery

Review Questions 44

1. Describe the four phases of the business cycle using a diagram to illustrate your response.

2. Define the term ‘technical recession’. At what stage of the business cycle do economies usually experience a

recession?

Outline why Australia experienced a recession during 2020.

Explain why the ‘boom’ phase of the business cycle is unlikely to last for an extended period of time.

5. Provide one reason to support the assertion that economic conditions in the boom will eventually create the
conditions for a downturn.

6. Explain why a trough or a downturn is likely to be accompanied by lower prices for both goods and services and a
lower price of labour.

7. Explain why flexible prices in the economy is likely to mean that the economy will recover more quickly after
entering a downturn/trough.

8. Explain why governments used macroeconomic stabilisation policies to stimulate the economy during 2020 when
economic theory suggests that the economy would have recovered over time without any government support.

9. Define stagflation and outline whether Australia has experienced conditions akin to stagflation over 2023-24.

pw

4.5 The meaning and importance of aggregate demand

The total expenditure on new final Australian made-goods and services is referred to as Aggregate Demand (AD). AD
influences the level of economic activity because it provides the incentives for firms to increase production levels,
thereby requiring the increased use of factors of production and generating income growth in the country. The focus
is on final goods and services because there will be many transactions that take place in the economy that involve
intermediate products (goods that are used to make other goods and services). If the intermediate products were to be
included in our calculation of AD, then the same goods and services would be counted twice. For example, if a new car is
purchased, the final amount paid represents all of the value added. If the tyres were also included (the car manufacturer
will have purchased these from another supplier), then this item would be counted twice, giving an inaccurate picture
of total economic activity or production. We also emphasise that the goods being sold are new so that we don’t include
the value of goods that have been included in previous calculations of AD and GDP (when they were first purchased).
The sale of second-hand goods can contribute something to AD (such as the ‘service’ provider by the seller) but they
generally do not involve new production.

Changes in the level of AD therefore have a major influence on the phases of the business cycle. Following the Great
Depression in the early 1930s, economists began to pay more attention to aggregate demand theories that emphasised
the role of governments in reducing the severity of fluctuations in the level of economic activity. The main argument for
manipulating levels of AD was offered by John Maynard Keynes, who suggested that fluctuations in AD were the main
cause of changes in the level of economic activity (the phases of the business cycle). A lack of AD was usually associated
with a higher unemployment rate, while a rapid increase in AD could cause an excessively high inflation rate. He believed
that AD could remain low for extended periods of time and that this would cause enormous suffering in the economy.
His approach to AD and aggregate supply (AS) is discussed in the Applied Economics Exercise at the end of this chapter.

To fully understand the importance of AD and how it affects the level of economic activity, it is worth investigating its
key components. The ABS reports on not only changes in the total level of spending in the economy, but also each of the
following components. This helps economists to isolate changes and to see where there is strong or weak growth with
respect to the different sectors of the economy.
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The AD equation is:

AD=CH+I1+G+X-M

Where:

C = Private Consumption Expenditure

Private Consumption Expenditure is defined as the total value of all expenditures on individual and collective consumption
goods incurred by resident households and non-profit institutions serving households.

The outlays covered include:

e Expenditure on consumer durables such as cars, furniture and high-value, long-lasting household appliances
(but excluding dwellings, which are regarded as the fixed assets of an ‘industry’)
Consumer semi-durables such as clothing and footwear
Single-use goods such as food, cigarettes and tobacco, and alcoholic drinks

e  Services of all kinds such as hairdressing, dry cleaning and public transport

Consumption expenditure usually comprises approximately 60% of AD in Australia.
I = Private Investment Expenditure

Private Investment expenditure is defined as the purchase of new
equipment and plant, buildings and vehicles. The purpose of
investment expenditure is to expand the productive capacity and || easy to confuse ‘Investment” discussed here, which
productivity of the business sector. The addition to inventories [WENEelAeelelitel NI L L2 g L i)
over the accounting period also represents a form of investment. (USRI RN N IR Il Ao Ry a1
The spending by households on new housing is included in this ;erj;e;z’rz;;ﬁzzrwiz/gés/g\:;sﬂnisrwstiﬂrgssls;;i gfsrgg‘,’éefs‘yg:
subsection. Investment spending is usually undertaken with the (REelIi=te et elelaaer V- DN 1ol NI T Ll A I e 4
purpose of generating additional goods and services in the future. [[ERULIACRICIO e NIl B iy N d N ol /R
Private investment expenditure is therefore a volatile component Zgg;gir'm A’Z)"tsem W8GR i UL ) Clal7
of Aggregate Demand as businesses are continually changing their

forecasts about future profitability. It comprises approximately 15%

to 20% of AD.

Study tip

Activity 4d: Classification of spending in the GDP figures

A purchase of a motor vehicle by a household (but not by an associated
unincorporated enterprise) is treated as final Consumption expenditure,
whereas the same purchase by a business would be classified as ‘gross
fixed capital formation’ (Investment). Accordingly, there are many
assets that are purchased by households, including motor cars, white
goods or computer equipment, whose AD classification will depend
on who purchases them and how they are used. If they are used by
businesses in the production process, then they are considered a part of
private investment demand (1). If they are used by households for non-
business use, then they are considered a component of consumption
expenditure (consumer durables) (C).

Questions

1. Explain the difference between the Consumption (C) and
Investment (I) components of aggregate demand.

2. Explain how the purchase of a new taxi would be classified by
the ABS in the Aggregate Demand equation.

3. Explain how the purchase of a new house would be classified in
the AD equation.

4. Explain how the purchase of an imported Mini Cooper by a household would be classified in the AD equation.
Under what circumstances would the purchase of the same car be considered differently?

5. Explain why the purchase of shares would not be included in the calculations for AD.
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G = Government Expenditure Study tip

Government Expenditure includes expenditure by all areas of o e TR SR I (6 e 66 G o

government (Federal, State and Local). It is commonly broken up [NeZRE NS iate Mie e A R e 5 (2 L) Ll A L
into G1 and G2 as follows. been taken from one group (in the form of taxes) and
redistributed (transferred) to someone else. The tax
paid is a leakage which is then redistributed back to

G1 is Government current (consumption) expenditure on goods [ E (an injection). The government is therefore
and services that are not capital in nature. This includes collective [JllaVllgeleRleleNelo AT TAClolel SN ST e XMy 1ol NS

goods and services for current use necessary to run the government. |[draritba At LU IS AL
spend the money (which will increase AD if it is spent

Much of the spending goes towards the provision of government (oW izelfeloNe e et RN ele o R LR ce L e e le e
services such as health, education and defence. It also includes |[eECERREETII Lo R ol el I L I
spending for government departments on stationery, salaries and SR [FEIEGE P Gl CEURE T A D Wy

. . are actually spent on Consumption.
rent. It is a relatively stable component of AD.

G2 is Government Investment Expenditure on goods that are of a capital nature. This includes spending on new
buildings and infrastructure. Spending in this area is deemed to be important, like private Investment, because it adds
to the productive capacity of the economy. Infrastructure spending on hospitals, schools, roads, ports and railways may
help to reduce costs of production for private firms and may help to boost Australia’s international competitiveness.

(X — M) = Net Exports (exports —imports)

X is spending on exports. Exports are Australian-made goods and services that have been purchased by foreign
households, businesses, governments and other organisations. M is spending on imports. Imports are foreign-made
goods and services that have been purchased by Australian households, businesses, governments or other organisations.

‘Net exports’ is sometimes referred to as the Balance on Goods and Services (or the Balance of Trade - see Chapter 7)
and exports and imports each comprise approximately 20% to 24% of AD. They are both highly volatile components of
AD and the factors influencing them will be discussed in Chapter 7.

Box/4.1 Whylare importsideducted fromithe/AD equation?

example, when a TV is purchased at a retail outlet, the total value of the TV will be
included in the C component of AD (assuming that it is being purchased by a household
rather than a business). The retailer will pay the importer an amount and then add a
profit margin. The profit represents the value added in Australia. In a sense when you
are buying a TV you are paying the retailer for their services: advice, the ability to
compare the televisions, and for saving you the trouble of importing the TV yourself.
The import component therefore needs to be deducted (because it is included in C) so

we can calculate the true value added (contribution to production) in Australia. So, in
fact, the AD equation could be restated as: AD= C-Cm+I-Im+G-Gm+X-Xm — where ‘m’
represents imports (e.g. Cm would be the component of Consumer spending diverted
into spending on imports.) Rather than use such a convoluted approach, it is easier to
add together all the import spending to create M and deduct it from the overall AD
equation when calculating Net Exports.

1. How do economists define and measure aggregate demand?

2. Explain why the level of aggregate demand in the economy is an important determinant of the level of production

in the economy.

Describe five goods or services that would be considered Consumption expenditure in the AD equation.

4. Consider the reasons that businesses undertake Investment and explain why it is usually the most volatile

component of aggregate demand.

Describe five items that would be considered private Investment expenditure in the AD equation.

6. Identify one area of spending by households that would be counted as ‘Investment’. Explain why this item is
classified in this way.

7. Discuss how a product classification as C or | can depend on who purchases it and how it is used in the economy.

8. Explain whether the construction of a road tunnel would be classified as Private Investment (I) or G2.

9. Identify two items of G2 on which spending may have increased in the last 12 months.

10. Explain how the Balance on Goods and Services is related to AD.

11. Explain why imports are deducted from the AD equation.

w
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4.6 Factors that can influence the level of Aggregate Demand

Unit 3 requires students to have a detailed knowledge of the factors that affect the level of AD in the economy. This
chapter will review each of these factors from a theoretical perspective, and the effect of these factors will then be
discussed with respect to each of the government’s domestic economic goals, in Chapter 6.

However, before examining each of the various factors that will impact on AD, it is worth highlighting how a change in
the general price level influences AD. The general level of prices is an aggregate measure used by economists to indicate
how the prices of a representative basket of goods and services have changed over time. It is used to determine the
inflation rate (the percentage increase in average prices over a designated period of time). The general level of prices
is, for the purposes of this analysis, the weighted average of prices for a representative basket of goods and services in
the economy.

Higher prices in the economy tend to have a negative effect on the
total spending in the economy because:

e Increases in the general level of prices will reduce the
purchasing power of economic agents. The real value of a
given level of income and the real value of wealth is decreased
when prices increase. Purchasing power is therefore reduced
and the level of spending decreases. Alternatively, falls in the
general level of prices for a range of goods and services can
result in greater spending as purchasing power increases and

people might feel ‘richer’ if the value of their wealth is higher <>
in comparison to the general level of prices. = =
e Higher price levels in the nation will tend to have a negative == e —

effect on its international competitiveness. This is especially

the case if the growth in average prices (the inflation rate) is

higher than it is in other countries, against whom Australia might compete in international markets. This may lead
to a reduction in the demand for Australia’s exports and a substitution by Australian consumers towards relatively
cheaper imports. Notice how this leads to an increase in leakages and a reduction in injections, thereby reducing
the level of aggregate demand in the economy.

The reverse is true when prices fall, with AD rising because purchasing power increases and international competitiveness
improves, which is similar to what occurs at a microeconomic level when the price of a product falls. However, the
various other factors influencing AD that will be considered below are all examples of factors that will cause AD to change
for reasons ‘independent of any change in the general price level. When we examine AD and AS diagrams in Section 4.8,
you will learn that these factors will cause the AD curve to shift, whereas the change in the general price level influences
AD via a movement along the AD curve (as it caused by a change in the general price level). The following factors have
the potential to influence the level of aggregate demand in the economy.

Disposable income

Disposable income is defined as the rewards received by households from their direct contribution (from working) and
indirect contribution (from provision of land or capital) to the production process, plus government transfers less direct
(income) taxes. This represents the total amount that consumers have to spend on goods and services. Disposable
income can increase when a person gets a pay increase, the government cuts individual income tax rates or when a
household receives dividends or makes capital gains from buying or selling assets.

When the economy experiences a recession, such as 2020 in Australia, the government will typically attempt to stimulate
AD through a direct boost to disposable incomes. In 2020, for example, the government provided one-off cash bonuses
to some welfare recipients and doubled ‘unemployment benefits’ (i.e. JobSeeker) which boosted disposable incomes for
these low income groups and helped to stimulate Consumption and AD.

Interest rates

Interest rates were discussed as a microeconomic factor that affects consumers’ discretionary income. Changes in
interest rates also have macroeconomic implications because they affect both household consumption decisions as well
as business’ investment decisions. This happens as follows:

e Anincrease ininterest rates will negatively affect the discretionary income of those households who have taken
out variable interest rate loans. They will need to pay back more to the bank each month, leaving less available
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for the purchase of goods and services. It also raises the costs of borrowing for consumers, which may affect the
decision to purchase expensive items such as houses and cars. The opportunity cost of spending also increases
because those who do buy goods and services now forgo the opportunity to earn more interest.

e  Businesses who have also taken out variable rate loans will also experience a reduction in their cash flow. This
reduces the profits that they may have available to reinvest in new capital and equipment. The higher interest
rates also reduce the profitability of any future investment project because the potential revenue from sales
might decline (because households are likely to spend less) and their borrowing costs have increased.

Interest rates in Australia are indirectly influenced by the manipulation of the cash rate by the Reserve Bank of Australia
as part of monetary policy. The decision to raise interest rates will usually be made when aggregate demand is growing
excessively when compared to aggregate supply (thus causing excessive inflation). In contrast, the RBA may seek to
stimulate spending by lowering the cash rate when the level of economic activity is below that needed to stimulate
employment growth. The operation of monetary policy will be discussed at length in Chapter 9.

Consumer confidence

Consumer confidence measures the general level of optimism
(or pessimism) about the future state of the economy (from
a consumer’s perspective). The main measure of consumer
confidence (also called consumer sentiment) uses an index
number, with an average rate of confidence equating to 100
index points. If consumer sentiment is above 100, this means
that optimists tend to outweigh pessimists in the period =

measured. If consumer sentiment is below 100, this means e \\\‘ v
that pessimists have outweighed optimists in that period. — N a =17
An increase in confidence may indicate that households ' //7 :

expect that their future income and employment prospects

are improving. As a result, they may be less inclined to save /\
and/or be willing to increase debt levels. During periods of

low consumer confidence marginal propensity to consume

tends to decrease. Marginal propensity to consume measures

the increase in consumption that would result from a one- dollar increase in disposable income. If confidence in the

economy were higher, it would be expected that the level of consumer spending would increase, resulting in an increase
in AD. The level of consumer confidence can be affected by a range of sub-factors including (but not limited to):

e  Perceived employment prospects

e Media reports on global economic conditions

e Geopolitical events such as terrorist attacks or a decision by the two major economies in the world (the US and
China) to engage in a trade war and the Russian invasion of Ukraine in early 2022

¢  Climatic conditions

e Changes in the government or its leader.

Business confidence

Business confidence measures the general level of optimism (or pessimism) about the future state of
the economy (from a firm’s perspective). If firms expect economic conditions to improve then they may
be more willing to invest in new plant and equipment, so that they can meet the anticipated increases
in demand and maximise potential profits. The level of business confidence can be influenced by:

e  The future state of the economy

e  Future demand for the firm’s goods and services

e  Future costs associated with the production of their products and the availability of inputs
e The likelihood of increased competition

e  Expected rates of inflation

e Changes in, or uncertainty surrounding, government policy.

Investment is the most volatile component of aggregate demand because businesses are making a decision about their
spending based on a number of ‘unknowns’. The decision to invest, or not, is therefore a risky one and small changes in
economic indicators can lead to significant changes in investment intentions.
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The exchange rate

The exchange rate measures the value of one currency in terms of another currency. For example, on a particular day,
one Australian dollar may be able to buy one US dollar. The exchange rate for Australia is therefore expressed in term
of how much it can be exchanged for in terms of a foreign currency. The RBA also provides information on the Trade
Weighted Index (TWI), which is a measure of the value of the Australian Dollar, expressed in terms of a weighted basket
of the currencies of Australia’s major trading partners. Changes in the exchange rate affect the structure of relative
prices and this, in turn, has an effect on the demand for Australian-made goods and services. The change in the value of
the dollar can theoretically affect each component of the aggregate demand equation, but for the most part, demand
for exports and imports will be the components that are most affected. This occurs in the following way:

The impact on exports

Some exporters operate in highly competitive markets. They
sell relatively homogenous goods into the world market and
therefore must accept the price that is determined in these
markets. This includes a large number of the commodities
that Australia exports. For example, coal exporters receive the
world price for coal that is set through demand and supply
conditions in the world market. The price is usually expressed
in USD. If a miner can sell each tonne of coal for USD 50, the
value of this export to the mining company will be determined
by the exchange rate (the value of the Australian dollar in
terms of the USD). If AUD 1 = USD 1, then every tonne sold
would generate AUD 50 of revenue. Following a depreciation
of the Australian dollar to say, AUD 1 = USD 0.50, the exporter
will now earn AUD 100 per tonne. This boosts the value of exports (even though the same volume of exports is sold)
and results in an increase in revenue for the exporter. This extra revenue is an injection into the circular flow model
that results in an increase in economic activity.

Firms who compete in world markets where they set their prices in Australian dollars may also find that the demand
for their good or service increases. The depreciation of the AUD discussed above effectively reduces the amount
of currency that the foreign purchaser must sacrifice in order to obtain the Australian product. For example, if a
Chinese tourist is looking to stay in a Melbourne hotel, they may be charged AUD 500 per night. If the exchange
rate was AUD 1 = CNY 5, then the Chinese resident would have to pay CNY 2,500 per night. A depreciation to AUD
1 =CNY 4, would reduce the price for the Chinese tourist to CNY 2,000. The lower relative price of accommodation
in Australia therefore increases the purchasing power of the foreign resident and makes Australia a relatively more
attractive destination when compared to other countries. With a greater volume of exports being sold, this leads to
an increase in the value of exports and AD.

The impact on imports (and import-competing businesses)

The price that Australian importers charge for the goods they buy from overseas is usually determined in world
markets and Australian consumers usually have little influence over those prices. When the value of the AUD
changes, the structure of relative prices with respect to imports and Australian-made goods and services also
changes. Following a depreciation of the AUD, Australians will now need to exchange more AUD for each unit of
foreign currency. This effectively increases the AUD price of any imported item (assuming the world price does
not change), and reduces the purchasing power of the Australian incomes. As a consequence, the demand for
imports is likely to fall, which decreases leakages from the circular flow. Importantly, the higher relative prices for
imports encourage consumers, businesses and even the government to substitute their demand towards goods and
services made by ‘import-competing’ businesses. This contributes to an increase in AD and promotes higher levels
of economic activity.

Rates of economic growth in overseas economies

Economic growth measures the percentage change in the volume of goods and services produced in a nation from
one measurable time period to another. An increase in economic growth is usually associated with an increase in a
nation’s real disposable income and the need for inputs to facilitate the growth. Given that Australia has an abundance
of natural resources, strong rates of economic growth in other countries, particularly China who is Australia’s largest
trading partner, will be of great benefit to the Australian economy. This is because stronger rates of economic growth
in these economies will typically be associated with the construction of new buildings and infrastructure (e.g. roads,
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railways, bridges, ports, etc.), as well as the steel and other key inputs used in their construction. Consequently, the
demand increases for Australian key resources that are needed in the construction of these projects, such as iron ore
and coal, which leads to a rise in the volume and value of commodity exports for Australia.

Strong growth in other countries is also associated with growth in disposable income. Some consumers, who now have
extra income, will choose to purchase goods from countries like Australia. The rise of the middle class in China for
example, has had a positive effect on the demand for two of Australia’s key service exports. With increased disposable
income, Chinese families increasingly sent their children to Australia for educational services. The incomes earned by
Chinese households has also led to an increased demand for tourism, helping to facilitate further growth in Australia’s
AD.

Of course, the COVID-19 pandemic, and the associated lockdowns over 2020-21, effectively reduced the economic
connectedness between Australia and the rest of the world during this time. This was particularly the case in relation
to services such as tourism and education, such that changes in rates of global growth had less of an influence on the
Australian economy than they did in the past. With the re-opening of borders and a return to more normal trading
conditions from 2022, Australia has, once again, been able to leverage off emerging economies like China and India.
However, the rise in protectionism and/or retreat from globalisation that has occurred over recent years works to
undermine the benefits for Australia that ordinarily stem from stronger growth in overseas economies.

Review Questions 446

1. Explain two reasons why the level of Aggregate Demand might fall when the general level of prices is rising rapidly.

How might an increase in interest rates affect the Consumption and Investment components of AD?

3. Outline two reasons why consumer confidence might increase. How might an increase in consumer confidence
affect the MPC and therefore the level of AD in the economy?

4. Outline two reasons why business confidence might decrease. Explain how this affects the behaviour of businesses
and the level of AD.

5. Explain, with reference to key elements of the circular flow model, how a depreciation of the AUD might affect AD
and the level of economic activity in Australia.

6. Explain why the rate of economic growth in China might have a significant impact on the level of AD in Australia.

7. Explain how COVID-19 has influenced the ability of Australia to benefit from stronger rates of economic growth
overseas.

8. Explain how a rise in protectionism and/or retreat from globalisation impacts on the benefits that Australia might
enjoy from a higher rate of growth in the global economy.

N

4.7 Aggregate Supply and factors that can influence Aggregate
Supply

Aggregate supply (AS) represents the total volume of goods and services that all suppliers have produced and supplied
over a period of time. It is a measure of the ability of an economy to
make available the goods and services to meet demand. Businesses
and governments supply goods and services in a mixed economy and
the total amount supplied can be intrinsically linked to the nation’s
production possibility frontier (and therefore its productive capacity).

When an economy has reached the point where it is supplying the
maximum possible at that point in time, it is said to have reached
productive capacity. This means that all relevant factors of production
are being employed and productivity is currently being maximized.
If an economy reaches its productive capacity, then it might be
more difficult for the nation to achieve an increase in output in the
future. For example, AD might be increasing but if businesses and
the government cannot increase their production levels to meet this
demand then growth is likely to stagnate. Therefore governments
have, over time, focused their attention not only on AD but also on
factors that influence the level of AS. To expand the economy over time, the nation’s AS must rise so that growth in AD
can be met with growth in the production of goods and services (i.e. AS). The factors outlined on the following pages
have the potential to influence the level of AS in the economy.
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The quantity of the factors of production

Firms use resources as inputs in the production of goods and services. Natural resources are needed for all areas of
production, either directly or indirectly. Consider the following:

e The discovery of resources such as oil and natural gas are used as inputs in the production process, and therefore
have a significant impact on the ability of firms to supply. Food production, for example, has benefited from
increased mechanisation, the use of oil in the production of fertilisers and pesticides and the increased ability
of firms to access resources from overseas. In contrast, a drought makes it more difficult for farmers to supply
agricultural goods to the market place due to the lack of a key resource - water.

e Australia’s continuing high level of immigration (excluding 2020-21) adds to the pool of available of skilled
labour, which can be used in the production process. High levels of immigration is a deliberate government policy
response designed, in part, to address the ageing of the population and skills shortages that have arisen over time.
The increase in the proportion of the population retiring from the workforce as the population ages is expected to
reduce AS in the future. [Immigration policy and its effect on AS is covered in Chapter 10.]

e Increased Investment spending on technology and capital equipment, as well as being included as a component
of AD, also increases the amount of capital resources that are available for firms to produce goods and services
and therefore can positively affect AS. For example, a firm that
introduces robots into the production process has an increased
capacity to supply as the robots can work for extended periods Study tip
(unlike humans who tend to get tired). Government spending
(G2) on infrastructure can also increase the availability of [BlEERlelleR TN ld= VRTINS To R TN el o)l Ne)

: s : : W investment in technology as a factor affecting AS, that
valuable capital that can facilitate expansion in economic they focus on the AS effect of the investment ie. its

activity. potential to improve productive capacity and potential
output, not on the effect on spending and hence AD.

The quality of factors of production

The ability of firms to maintain and increase supply will depend not only on the volume of resources, but also how
valuable those resources are. Consider the following examples of how a change in the quality of resources can influence
AS over time.

e [f land is used in an unsustainable manner, the ability to supply may be reduced. Farming businesses, looking to
increase yields in the short term, might decide to use artificial fertilisers and pesticides such that the quality of the
soil is gradually reduced over time. This negatively affects the ability of farmers to grow food in the long run and
therefore reduces AS in the economy.

e The quality of labour resources in an economy is intrinsically linked ) m.n.n.,gigfp"'t'es i
. . expert bisiness *tew: efflaencyw
to the health and education outcomes of the population. A more efficiency ecige. Seammwork” ¥ tamen
. . . anaiyzing Teducation s awareness
educated and skilled workforce is likely to be more productive, teamwor experience  efficiency snaiyzing - skill

contributing to productivity growth. A higher quality labour force TYQSKILLs::’I'n'm*qVWMM

generally is also more likely to suggest more efficient methods of = Se="training ~efficiency capasintes skins SdUCaLION

hyaing toarmwark busness

production, undertake research that leads to the development of "”;;C;e”“‘““’“ business: ";;%Pﬁﬂﬁ[}ﬁe

i iviti i effcionc analyzing ““eie . teamwork -
new technology and be engaged in activities that generate higher §k-"sknowledqe"w"“="

end use products. A healthier workforce is also likely to be more == skitls ™

chever

productive because fewer days are spent away from work due to -
illness and they enjoy the work they are involved in.

e The quality of capital resources will also affect AS via the impact on capital productivity. Better technology is
constantly being developed and these improvements make available the supply of some goods and services that
were previously impossible. For example, access to a faster broadband network should increase the ability of
firms to offer goods for sale in foreign markets. Artificial intelligence may also result in less wasteful and more
productive production methods that increase the ability and willingness of firms to supply.

The costs of production

Costs of production were discussed as a key factor that affected an individual firm’s ability and willingness to supply (see
Chapter 2). All AS factors will ultimately have some influence on the costs of production. For example, an improvement
in the quality of labour will tend to raise labour productivity and reduce the average costs of production for businesses,
just like more advanced capital/equipment will improve capital productivity and cause average production costs on
average to fall. However, the costs of production will also be directly influenced by the direct cost of inputs, including the
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cost of raw materials, or the actual cost of labour and capital. The following examples illustrate the effect of changing
costs of production on AS.

e Falling oil prices could be regarded as a key factor that increases AS in a
nation. Many firms are affected directly by falling oil prices while others
are affected indirectly. For example, businesses in the transportation and T 1
plastics industries would experience a decrease in costs of production
(because oil is a key raw material used in these industries), which directly
improves supply conditions for the transportation and plastics industries,
as well as indirectly improving supply conditions for those businessess
relying on transportation and plastics as inputs.

11 |

e Slower growth in wages (especially if they are below the inflation rate) will tend to decrease real unit labour costs.
Businesses will be able to hire more workers such that their ability to supply increases and AS thereby increases.
In contrast, excessive wage claims can reduce the ability and willingness of firms to supply because their costs of
production are excessive relative to the prices firms can charge in the market.

e Falling technology prices will also affect the costs of production. Over time, computers and Internet access have
become cheaper to purchase, resulting in lower costs for firms who need them to remain competitive. The fall in
this cost of production allows AS to increase.

Box/4.2 Thevalue oflinfrastructure spending

The government can have a significant impact on the quality and quantity
of productive resources that are available to firms to increase their supply. Spending
on education and training can affect the quality of labour resources and the laws
relating to immigration also affect the labour market. The government also allocates
part of its budget to infrastructure spending. This is a form of government investment
that provides the foundations for a wide range of economic activities. Infrastructure
spending is discussed at length in Chapter 10, but it is worthwhile briefly considering
its impact on the ability of private firms to increase their supply. For example, the
government could build new road and rail infrastructure. This should, if planned
effectively, enable less time to be spent on roads when travelling from one place to
another. This has multiple benefits:

Delivery firms will be able to make more deliveries per hour.

Workers might arrive at work feeling more refreshed and therefore they may

be more productive.

Vehicles used in business will use less petrol and this helps to lower production costs.

Rail infrastructure might reduce carbon emissions, helping to reduce the severity of future climate change impacts, and the
damage to potential supply caused by those impacts.

Technological change

A change in technology is a significant factor that has affected the quality of
resources available, productivity growth and the cost of production. Many
workplaces around the world have introduced technology that has replaced
humans in the production process. This started with repetitive, low-skilled |
tasks, but increasingly technology is being developed with some form of
artificial intelligence. The use of technology increases the ability of firms
to increase supply from a given workforce and helps to reduce the costs
associated with hiring labour in the long term. For example:

e The Internet and the rise of the digital economy has enabled a wide range of firms to increase their ability to
supply. For example, a customer seeking a new insurance quote can do so using a single comparison site, rather
than wasting time ringing up each competitor in the market. This means that the insurance companies no longer
have to hire people to answer the phone. The technology therefore helps to reduce the cost of production for
the firm and helps to increase their ability to supply. The rise of creative solutions using Al (artificial intelligence)
such as for writing reports has the potential to significantly increase the supply capacity of numerous industries,
including media and communications.

e The mechanisation of industries that were once labour intensive also increases the ability of firms to supply.
Farm machinery can complete the work of hundreds of people and therefore AS can be increased. Similarly,
technological developments in the energy industry have allowed companies to extract far more oil and gas using
fracking techniques.
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e The advances in technology that have occurred over recent years have allowed mining companies to integrate the
use of driverless trucks and trains as part of their operations. This cuts down on labour costs (which at the height
of the mining boom were quite high) and the number of accidents is reduced due to less human error, which also
raises productivity. This saves the company money and less time is wasted because fewer accidents disrupt the
ability of the firm to supply.

Productivity growth

Productivity is measured as the output per unit of input. It describes how efficiently resources are being used in the
production process to create the goods and services demanded. One measure commonly reported by the ABS is labour
productivity. This measures total output (as measured by GDP) divided by the total hours worked. Alternative measures
of productivity include capital productivity and multifactor productivity (the productivity of the combined use of capital
and labour).

Productivity growth is usually associated with an increase in the ability and willingness of firms to supply because:

e A greater volume of goods and services can be produced from the existing (or in some cases fewer) inputs. This
increases the firm’s productive capacity.

e The costs of production will fall because the cost per unit decreases if the increase in output is greater than the
compensation required for the increase in output.

Productivity growth across a range of firms in the economy leads to an increase in the nation’s AS. The importance of
productivity growth is further discussed in terms of its impact on AD and AS in Activity 4e.

Exchange rates

The exchange rate is considered a supply factor because it affects
the cost of production. A depreciation of the AUD will make it more Study tip
expensive for firms to purchase inputs, such as capital and intermediate
goods thafc might pe used in the production process. Ff)r example,ﬁrms Note how the appreciation of the AUD has a
that require foreign-made computers to operate will experience an (REyYE Ry 2 S S W1t B I el
increase in their cost of production. The increase in the price (wWhen ([RGB TR oM oToloXi sV VDA AV (le (Vo= 2[00 2111512
converted to AUD) may also make it more difficult for firms to afford

and willingness of firms to supply. The demand side
effect will outweigh the supply side effect because
the capital that could boost supply. Therefore the ability to increase thffe change in the gxcha,,ge ﬁ,’;é’has a ,gaﬁve/y large

AS over time could be hampered by a low exchange rate. In contrast, |[u2elasellillelRelelele eIl BTV ot Ne alolalo Lo N R 13

an appreciation of the AUD would make it much easier for a firm ([t b UL ) T
businesses) compared to the effect on a relatively

that imported clay from overseas to make their pots, and therefore (L RN s & i T N e e e T
to increase supply. The general level of AS is therefore likely to be
positively influenced by an increase in the value of the AUD.

Government regulations

Government regulations were introduced in Chapter 3 in the context of market failures, where the focus was on how
government intervention helps to achieve a more efficient allocation of resources. However, government regulations
ultimately impose costs on business (mostly by design) which influences the willingness and capacity of businesses to
produce goods and services. There are a multitude of government regulations that influence business costs and/or
business decision making, ranging from those that are designed to protect the environment (e.g. pollution taxes and
charges) to those seeking to protect workers (e.g. Workplace safety laws) to those attempting to protect consumers (e.g.
product safety laws). In the main, these laws or regulations will add to the cost of doing business and any attempt by
governments to further tighten regulations will typically have a negative impact on AS.

Climatic conditions and other disruptions (‘supply shocks’) to AS

As was discussed in Chapter 2, favourable weather conditions help firms to increase the supply of a wide range of goods
and services, because favourable weather increases the availability of key resources used to make goods and services
and helps to reduce input costs for firms. Chapter 3 also discussed the impact of potential alterations to weather patterns
that could be linked to climate change. The increased incidence of erratic weather patterns experienced in Australia in
recent years (such as more severe droughts, floods, storms and bushfires) can be traced back to warming of the planet.
Each of these events resulted in a significant disruption to supply. For example, the floods and storms affecting eastern
Australia over the past few years had a significant impact on the ability of farmers to supply agricultural products to
Australian and international markets.
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The COVID-19 pandemic is a perfect illustration of a general ‘supply shock’ which negatively impacts on the economy’s
productive capacity and/or ability to supply goods and services. COVID-19 was first discovered in a Chinese province
(Wuhan) and resulted in Chinese authorities shutting down various industries in order to prevent the spread of the virus.
This restricted the ability of Australian businesses to source key inputs from China, and therefore reduced Australia’s AS.
This negative impact on AS was intensified once the virus spread globally, not only restricting the ability of Australian
businesses to source supplies from other countries (commonly referred to as supply chain disruptions), but also
restricting the ability of Australian businesses to source key labour inputs. The threat imposed by the existence of the
pandemic itself, combined with the government responses to the pandemic (i.e. social distancing laws and lockdowns)
resulted in both a reduced supply of labour to markets, as well as an inability of many businesses to continue operating
and supplying goods and services. The combination of both negative aggregate supply-side effects and negative
aggregate demand-side effects caused Australia to experience its first recession in approximately 30 years.

Humans can also disrupt supply through their destructive and sometimes negligent behaviours. Acts of war tend to
destroy key infrastructure and businesses, significantly reducing AS in those regions. For example, the war in Ukraine
has resulted in a global supply shock felt by all economies since 2022. This stems from the trade sanctions imposed
on Russia, which has severely restricted the supply of key commodities such as gas and oil to the global economy;, in
addition to the increased difficulty associated with sourcing commodities from that war affected region. For example,
Ukraine was unable to export much of its grain (e.g. wheat) to global markets due to blockades of its Black Sea ports.

WMGJ

Define AS and explain why growth in AS is important for maintaining healthy levels of economic activity.
2. Identify one reason why the quantity of productive resources may have increased over the last 2 years and outline
the impact on AS.
3. Identify and explain one factor that could lead to an improvement in the quality of labour resources and how this
might influence the level of AS.
4. Explain how an increase in the common costs of production might reduce the ability and willingness of firms to
supply.
Explain how the depreciation of the AUD might affect the costs of production and therefore the level of AS.
What is meant by productivity and explain its growth helps to expand the productive capacity of the economy.
Identify two significant technological developments from the last 2 years and explain how they can influence AS.
Explain how the COVD-19 pandemic and the war in Ukraine can be used as an example of a supply shock causing
a reduction in AS.
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Activity 4e Productivity - why is it so important?

Economists generally agree that boosting productivity will help an economy
to achieve higher rates of economic growth and higher living standards.
Productivity is a measure of how efficiently the scarce resources of land, labour
and capital are used to produce goods and services. An increase in productivity
(productivity growth) means that a greater volume of goods and services can
be produced using the same or fewer inputs. This would represent an increase
in technical efficiency, as described in Chapter 1. Students often confuse the
concepts of productivity and production. While they are related, they are
different concepts. Production can be described as the final output of goods
and services (a noun) or the act of converting raw materials into intermediate or
final products (verb). Productivity differs in that it measures how efficiently the
final product has been achieved.

Productivity growth helps to promote increases in both AD and AS. If more output can be generated from existing resources
then the economy is technically able to supply a greater volume of goods and services to the population. Not only that, the
increase in productivity will help to reduce the costs of production for firms. For example, if we assume that workers are
able to produce more items per hour (i.e. an increase in labour productivity) and their wages are not increased, then the
average cost of producing each unit will fall. This also highlights the link between microeconomics and macroeconomics
because the lower costs of production will increase the willingness and ability of individual firms to supply. Collectively,
it adds to an increase in AS and the productive capacity of the economy is expanded. Productivity growth is also seen as
important for Australia’s international competitiveness. When firms in Australia can boost production with fewer inputs,
then the average (or per unit) costs of production fall and firms are able to charge lower prices. This helps to reduce
prices below those offered in other countries, which increases both export sales as well as sales of local import competing
products. For those goods in the non-tradables sector (i.e. they are neither exported nor imported), the higher productivity
growth and lower prices will also result in greater affordability for domestic customers, further helping to boost AD and
economic growth.

The link between productivity and living standards is clear in material terms. Ultimately, when households have access
to cheaper goods and services then their material living standards should increase because they are able to purchase
more goods and services with any given level of income. This is borne out in economic statistics over time, with growth
in productivity being closely associated with growth in real GDP per capita (which is a common measure of material living
standards). In addition to these material benefits, productivity also has the potential to boost non-material living standards
to the extent that it can provide workers with more time to pursue leisure activities in the event that they elect to work
fewer hours than before. This enables more time to be spent on hobbies, building meaningful relationships, and allow the
body and mind time to rest and reflect. Further, productivity growth can result in less monotonous or physically demanding
workplaces if new technology is used to perform mundane and/or onerous tasks. This also has the potential to increase job
satisfaction, improve mental health and contribute to greater enjoyment of life more generally.

Unfortunately, while many economists predicted in the 1960s that we would experience an idealistic lifestyle in the future,
with advances in technology (and the associated improvements in productivity) facilitating greater automation and a
reduction in the average working week of employees, this has not eventuated. The drive for productivity growth has, in
many cases, had a negative impact upon non-material living standards. Workplaces in general have become increasingly
accountable, with greater monitoring of worker performance, and increased stress levels, which exerts pressure on health
and relationships. In addition, the growth in productivity over recent decades has not resulted in the expected reduction
in average working hours because workers, on the whole, have accepted higher wages instead of reduced hours of work.

Finally, to the extent that productivity growth has been fuelled by advances in technology, both material and non-material
living standards will be impaired if it causes an increase in structural and long-term unemployment (see Chapter 5). While
it is certainly true that technological advances and the ensuing growth in productivity has a potential to create jobs, the
net impact on employment and unemployment is less clear-cut. Some workers will be displaced by technology and a small
proportion often find it very difficult re-skill and gain alternative employment. Those who become long-term unemployed
(i.e. unemployed for more than one year) will be particularly affected, suffering both a drop in material living standards
(as factor income has been replaced by a much lower transfer income) and non-material living standards as they become
increasingly disconnected from mainstream society and become more prone to mental illness.

Questions

1. Define the term productivity and explain how it can be measured.

2. Distinguish between productivity and production.

3. Explain why an increase in productivity is likely to boost AS and examine the impact on prices, AD and living
standards.

4. Explain how an increase in productivity can be associated with a decrease in living standards.

135



Economic Fundamentals in Australia (9t ed)

4.8 Using AD and AS diagrams [EXTENSION]

Section 4.6 examined the meaning and importance of various AD factors in terms of their influence on the level of a AD
in the economy, while Section 4.7 examined the meaning and importance of various AS factors in terms of their influence
on the level of AS in the economy. These changes in AD and AS can be illustrated diagrammatically to show how the
general level of prices and/or the nation’s output are likely to be influenced when there is a change in one or more of
these factors.

The Aggregate Demand (AD) curve

Study tip

When the AD curve is drawn, AD can be redefined as the total
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total quantity of output demanded in the economy. foctors might impact on economic growth or inflation

Remember, however, that AD is not just the demand from consumers but includes each component that was discussed
in Section 4.5 (AD =C+I+G+X-M). The AD curve is downward sloping. This means that:

e Anincrease in the general level of prices will cause the total demand for goods and services to decrease

e Adecrease in the general level of prices will cause the total I\ ELABOR/ \TEDESS
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changing general level of prices.
The interest rate effect

A fall in the general level of prices is likely to mean that consumers have more of their income left over to save in
the economy. In addition, there will be less incentive to borrow given that purchasing power has risen. This fall in
the demand for money (or loans) relative to supply (savings) will exert downward pressure on interest rates, which
in turn can stimulate Investment demand in the economy.

International competitiveness

When the general level of prices in Australia decrease and it is assumed that prices in other economies remain the
same, the international competitiveness of the domestic economy improves. Exports become more attractive to
foreign buyers and local import competing products become more attractive to local buyers. As a consequence,
foreigners are likely to increase the demand for exports, and locals are likely to reduce the demand for imports (i.e.
domestic consumers substitute towards the relatively cheaper domestic alternatives). Therefore, a lower general
level of prices leads to an increase in Net Exports (X — M) and an increase in AD.
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Either a straight or a ‘curved’ line can be drawn to represent the AD curve and both examples are illustrated in Figure
4.3. The diagram illustrates the inverse relationship between the total demand for goods and services and the general
level of prices.

Figure 4.3: AD curves
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Downward sloping AD curve because of:

1. Increased purchasing power and wealth effect
2. Lower interest rates

3. Increased international competitiveness

Note that the AD curve (like the microeconomic demand curve) is drawn with a number of conditions that affect the
position of the curve. Factors that affect AD are those, other than the general level of prices, that will influence any of
the components of AD (C, |, G, X or M), which in turn results in the AD curve shifting either to the left or to the right. Each
AD curve is drawn assuming that these factors remain constant (ceteris paribus). For example if there was a decrease in
income tax rates, this would increase the disposable income of households, which encourages people to increase their
consumption at each price level. This is represented by a shift of the AD curve to the right. The effect of changing AD
and AS will be discussed later in this section.

The Aggregate Supply (AS) Curve

The aggregate supply curve represents the total real value of production that producers are willing and able to supply at
various general (or average) price levels. Generally, an in increase in prices is likely to be associated with an increase in
AS, similar to the microeconomic supply curve that we examined in Chapter 2. However, in a macroeconomic context,
the precise shape of an economy’s AS curve is open to debate. New Classical economists believed that there was a
positive relationship between the general level of prices and the willingness and ability to supply, but only in the short
run. Beyond the short run (i.e. in the long run), they argued that the AS curve was vertical.

The Keynesian AS curve

John Maynard Keynes (a famous British Economist) did not agree with the New Classical economists and contended
that, as long as the economy had spare capacity, AS would essentially be perfectly elastic — which means that AS would
increase without there being any change to aggregate prices. He argued that firms would be easily able to increase
their output and would not need an increase in price to motivate an increase in supply. A key feature of the Keynesian
model is that both wages and prices are ‘sticky’ in a downward direction, which explains why the AS line is flat when
the economy is operating below its full capacity. If, however, production reached a point where the economy operated
near full capacity, then ‘bottlenecks’ will start to appear. Labour shortages will start to develop, capital will be fully
employed and production will be unable to keep pace with (aggregate) demand for goods and services. This operates
much like the narrowing at the neck of a bottle - which slows the flow of liquid from the bottle. When bottlenecks
appear due to lack of spare capacity, the firms would need to be offered higher prices to motivate them to increase
supply (because it might be harder to attract the resources needed to increase supply). So, the Keynesian AS curve
actually has three distinct sections, which are highlighted in Figure 4.4.
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Figure 4.4: Keynesian AS curve
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Section 1: This section of the AS curve is relatively flat. The level of GDP is low and the economy is assumed to be
operating below its full capacity. The level of unemployment is assumed to be high and firms have other resources
that they are not fully utilising. Firms have the capacity to increase their output easily and it is assumed that this
would not require an increase in the general level of prices in order to do so.

Section 2: In section 2, some shortages develop in the market, as the economy gets closer to its productive capacity.
Bottlenecks might start to appear and the workers may be able to bargain for higher wages (and may not increase
their efforts unless wages are increased). This increases the costs of production, so at this stage the firms will only
increase aggregate supply if they are able to sell their products at a higher price. This area looks a little like an ‘elbow’
because, as AS rises in this section, average prices are also beginning to rise.

Section 3: Once the economy reaches section 3, it has reached its current productive capacity. It will be impossible
for firms across the economy to increase their output even if they can generate more revenue from doing so. This is
sometimes referred to in economic commentary as a very high degree of capacity utilisation. When this figure gets
closer to 100%, then the economy faces serious capacity constraints, which make it very difficult (and in the case of
100% capacity utilisation, impossible) to boost aggregate supply.

When the Keynesian AS curve is drawn it is also assumed that all of the factors that affect AS are held constant. For
example, if there is an increase in labour productivity, then this effectively means that more output is being produced for
each hour worked. This means that at each price level firms are able to supply the market with more output, resulting
in a shift of the aggregate supply curve to the right. Higher productivity also reduces the cost per unit which may mean
that firms are willing and able to supply goods and services to the market at a lower price (also represented by a shift of
the AS curve to the right). The implications of movements of the AS curve will be discussed in the next section.

Note how the AS curve is horizontal when the economy is operating below full capacity and transitions to a vertical curve
when the economy has reached full capacity. In between there is a phase where skills/labour shortages and bottlenecks
develop that cause an upward sloping section of the AS curve. It is within in this section of the AS curve that economies
mostly operate. As a consequence, it is natural for economists to draw AS curves that are continually upward sloping.
This is common practice when demonstrating the impact that various AD/AS factors might have on economic growth
and/or inflation and is an approach that students can readily use.
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How changes in AD and AS affect economic growth, employment and the general
level of prices

Figure 4.5: AD and AS

The equilibrium level of output that occurs in the economy is determined
where the AD and AS curves intersect, which is illustrated in Figure 4.5.
The equilibrium level of output and general price level is determined
by the intersection of the AD and AS curves. Therefore the economy is
operating at GDP1 and P1 in the scenario where AD1 represents AD at all
possible prices.

Prices AS
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Given that the AD1 curve intersects the AS curve at a position that is well 3
below productive capacity (i.e. the level of real GDP at which the AS curve
becomes vertical) this indicates that the economy is producing well below

full capacity, which is consistent with a relatively low price level (Pe) and

low inflation. The model can therefore be used to make predictions
about changes to output and prices when there is a shift in AD and/or AS. While the model does not directly show
the position of, or changes in, employment/unemployment, this is implied by the position of, or changes in, the level
of output. Accordingly, any alteration or shift in AD or AS over time will cause the relevant AD/AS curve to shift, which
results in a new equilibrium position and different outcomes for output (real GDP), prices (inflation) and employment/
unemployment. For example, at point 1 on the diagram, the economy is not operating at full capacity, which implies
that there will be idle resources (such as labour) and therefore the unemployment rate is likely to be relatively high. This
is sometimes referred to as a negative output gap, where productive capacity (or potential AS) is greater than AD and
any increase in AD will have a greater positive impact on output than on prices. In contrast, at point 2 on the diagram
(e.g. brought about when AD shifts from AD1 to AD2), the economy is operating at full capacity, with all resources fully
employed. This is sometimes referred to as a positive output gap, where AD is excessive relative to AS and any increase
in AD will have a greater positive impact on prices than on output (where there will be zero increase in output in this
example).
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Changes in AD

Figure 4.6: An increase in AD

The AD curve will shift when any of the following factors change, such
that AD increases or decreases at each average price level. These factors, ...
which were described fully in Section 4.6, are as follows:

e Interest rates

e Consumer confidence

e Business confidence

e The exchange rate

e Rates of economic growth overseas
e  Personal disposable income

Mo

A change in any of these factors that causes the AD curve to shift to the | :
right will therefore lead to a new equilibrium quantity and output in the GDP1  GDP2 REAL GoP
economy. The AD curve shifts from AD1 to AD2 as illustrated in Figure

4.6. The equilibrium level of output increases and the general level of prices increases (but only by a small amount
because the economy is moving from a position where it was operating below full capacity). A specific example is
discussed in Box 4.3 to enhance your understanding of this model.

Changes in AS

The AS curve will shift when any of the following factors change, such that AS increases or decreases at each price level.
These factors, which were described fully in Section 4.7, are as follows:

e Quantity of factors of production

e Quality of factors of production

e Costs of production

e Technological change

e Productivity growth

e  Exchange rates

e Government regulations

e Climatic conditions and other disruptions (‘supply shocks’)
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Imagine that Australia experienced a favourable year in terms of
weather conditions. This led to bumper crops for farmers and an
increase in the nation’s aggregate supply. This could potentially
increase the quantity and quality of the resources available for supply
and lead to lower costs of production for firms who use these goods
as inputs in the production process. The aggregate supply curve would
shift right (as depicted in Figure 4.7). The total supply being made
available in the economy has been shown to increase at each price
level. In order to encourage extra demand in the economy, however,
the firms may need to offer their products for sale at a lower price. The
increase in the nation’s AS therefore leads to a reduction in the general
level of prices, which causes AD to expand (a movement along the AD
curve). For example, the lower prices offered for these goods could
encourage greater demand from overseas buyers. The new equilibrium
level of output has increased at a lower general level of prices (in
this case the increase in AS has been somewhat deflationary). Given
that the economy is now producing more goods and services, it can
also be expected that the increased level of economic activity will be
associated with an increase in the number of people who are gainfully
employed.

In contrast, a decrease in AS (which might be caused by a depreciation
of the AUD as discussed in Box 4.3) is likely to cause the equilibrium
level of output to fall. The AS curve will shift to the left (and upwards),
from AS1 to AS2 (as depicted in Figure 4.8). The general shortage of
goods and services in the economy causes an increase in the general
level of prices and a contraction in demand (people will feel poorer
and may not be as willing and able to spend). The fall in production will
be associated with a decreased need for resources so the demand for
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Figure 4.7: An increase in AS
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Figure 4.8: A decrease in AS
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labour is also likely to decrease (causing a fall in employment/increase in unemployed persons).

Review cuestions 443

1. Distinguish the reasons for the AD curve sloping downwards from those relating to the downward sloping demand

curves for specific products.

wn

Explain why the Keynesian AS curve is first flat and then upward sloping.
Explain the significance of the vertical part of a Keynesian AS curve. In your answer refer to capacity constraints.

4. Explain why Keynes believed that the AS curve was horizontal when the economy was operating with some degree

of spare capacity.

vl

Explain why the second section of the Keynesian AS curve is upward sloping.

6. Explain how output and prices respond in the event that there is an increase in AD, assuming that the economy is

operating on the upward sloping section of the Keynesian AS curve.

7. Using the Keynesian model, explain how output and prices respond in the event that there is an increase in AD when
the economy is operating at full capacity.

8. Explain how it is possible for a large increase in AD to have minimal impact on output.

9. Explain how it is possible for a large decrease in AD to have minimal impact on output.

Activity 4f Factors affecting AD and AS

This activity is designed to test your understanding of the AD/AS model and the factors that affect both Aggregate Demand and
Aggregate Supply. For each factor, you are required to illustrate, using a fully-labelled diagram, how the movement (shift) in the
AD and/or AS curve will affect the level of economic output (GDP) and the general level of prices. You should also predict how the
changes may affect employment in the economy. While you are just beginning your study of this areas, your knowledge and skills
in this area will improve as you progress through the next two chapters, and this is a good place to begin practising. You may use
either the New Classical model or the Keynesian model.

Questions
1. Areduction in interest rates

2. Anincrease in the rate of economic growth in China

3. Asevere drought across Australia

4. A warning by the IMF about the excessive debt that has built up in the economy

5. The government grants tax cuts across all income levels INTEREST
6. The Victorian government increases spending on new road and rail infrastructure

7. A depreciation of the Australian dollar against a wide range of foreign currencies

8. The introduction of artificial intelligence into the production process n
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) Box 4.3 Using the AD/ AS model to make predictions

 In late August 2020, the AUD was a relatively high 0.73USD, after appreciating from a relatively low 0.56USD in mid- '

) March, and much of the appreciation was attributed to the decline in the value of the US dollar. Policymakers in |

) Australia were keen for the value of the AUD to depreciate in order to provide additional support to an economy
going through the 2020 recession. A depreciating currency would boost Australia’s international competitiveness
and thereby increase the ability of Australian producers to sell exports to foreigners and encourage Australians to
purchase domestic goods and services instead of imports. This would increase net export demand and result in a
shift of the AD curve to the right. Producers should notice the increase in AD because they are likely to be busier, |
receiving more orders and experience falling stock levels. To meet the increase in demand, they will look to replenish
stock levels and increase production volumes. In doing so, their demand in factor markets will also increase because
they need resources to produce additional products. Therefore, the derived demand for labour should increase and
the unemployment rate should fall to lower levels. However, the depreciation will also have negative supply-side
effects given that more than 50% of imports are either intermediate goods (e.g. raw materials) or capital goods (e.g.
machinery). Those firms using imported materials/capital would need to exchange more AUD to buy their supplies
from overseas, which raises production costs and causes a shift of the AS curve to the left.

Notice how the depreciation causes the AD and AS curves to shift in opposite directions and, without some
understanding of the likely magnitude of the shifts, it would be difficult to determine whether real GDP would increase
or decrease. However, both the AD and AS effect will place upwards pressure on prices (the degree to which depends
once more on how close the economy is to producing at productive capacity). Overall, the AD effect will be greater
than the AS effect, in part because on the demand side the price of the whole good/service is affected, but on the
supply side, only part of the cost of production is affected. This means that a depreciation of our exchange rate will
increase both economic growth and the general price level. The size of the effect on economic growth and the price
level will ultimately depend on where the economy is operating in terms of its productive capacity. Two possible
scenarios will be considered, each predicting different outcomes for the magnitude of the changes in output and

Diagram A Diagram B
Possible effect of exchange rate depreciation over 2020-21 Possible effect of exchange rate depreciation assuming
the economy was not in a recession
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The c!epreciation I:|as helped to increase in AD and real GDP. The depreciation has helped to increase in AD and real GDP.
But the. lmpact on prices is relatively minor because the economy But the impact on prices is relatively large because the economy
is in a recession and operating below full capacity. is operating closer to full capacity.

2020. The initial equilibrium position occurs where the AD curve intersects the AS curve at relatively low levels, such
that the economy is operating well below productive capacity (as a consequence of the COVID-19 pandemic) at GDP1
and P1. The increase in AD that occurs as a consequence of the depreciation will not cause excessive price increases
because firms can easily increase production to meet demand and do not need an increase in price to provide this
incentive. Therefore, the AD effect of the depreciation on real GDP was relatively significant, even in spite of the
relatively small negative AS side impact, and the overall impact on inflation is relatively minor.

Diagram B depicts the impact on economic growth and prices if we assume that the economy was not in a recession
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Activity 4g Debt and economic activity

We have examined a number of AD and AS factors that can influence the level of
economic activity. Up until the 2020 recession, Australia had not experienced a
technical recession since the early 1990s, despite the existence of a number of
world-wide shocks that caused other economies to experience severe economic
downturns. There were a number of factors that may have contributed to this
positive outcome, but this activity looks closely at how the changes in debt levels
affect economic activity and how they might constrain future growth potential.

A number of economists suggest that growth in economies over the past couple
of decades leading into 2020 were primarily driven by the increased ability of
households, businesses and governments to take on debt. Central banks (such as
the RBA and the US Federal Reserve) implemented policy changes that resulted in
very low interest rates, and governments around the world (including Australia)
deregulated financial markets such that access to cheap credit increased
significantly. However, the onset of COVID-19 resulted in even further reductions
in interest rates as central banks employed more expansionary settings in order
to reduce both the severity and the length of the 2020 recession. Interest rates
were reduced to the lowest level on record, and this stimulus to the economy was supported by huge budget deficits that
resulted in large scale net injections into the economy.

With interest rates in Australia approaching zero, it encouraged households to borrow more, adding to the already high
level of household debt. It is these high debt levels, which persist into 2024-25 despite the increase in interest rates since
2022, that potentially sets the stage for serious declines in material and non-material living standards in the future. This
is further exacerbated by the development of new forms of technology that both encourage and facilitate the ability of
consumers to bring forward future consumption, including apps such as Afterpay, ZipPay and ZipMoney. Surprisingly, these
apps effectively perform the function of ‘credit’, without technically being defined as credit (because they do not charge
interest and instead levy fees and charges). As a consequence, the apps ‘effectively’ add to household debt without being
recorded as an increase in ‘actual’ household indebtedness.

One of the key consequences associated with increased access to ‘easy cash’ in the economy is that the prices of key assets
rise by more than individuals’ incomes. House prices in Australia have undergone rapid increases in the last 30 years,
despite the falls experienced over the course of 2022, with many younger Australians facing the real prospect of never
being able to own their own home. This has negative consequences for both material and non-material living standards. It
obviously reduces the capacity to access housing for some individuals (because it also causes rent prices to increase) and
can lead to anxiety and other mental health issues. Those who are lucky enough to borrow from ‘the bank of mum and dad’,
or who benefit from an inheritance, will be in an advantageous position compared to others, creating real concerns about
(intergenerational) inequality. Those who can access a loan from a commercial bank can easily become heavily indebted
and feel burdened and stressed about their debt levels. [The 2018 Financial Services Royal Commission also highlighted
how incentive structures within the banking system promoted the sales of excessive loans to people who may not have
had the capacity to pay them back, especially if interest rates were to increase in the future. The Royal Commission also
suggested that many people had been granted ’liar loans’ because they effectively provided misinformation about their
‘capacity’ to repay loans. This resulted in the signing of loan contracts that increased the vulnerability and stress levels of
households.]

The accumulation of debt can limit the ability of the economy to grow in the future because an increased proportion of
future income will be allocated towards the servicing of debt — particularly if the debt has been used to fuel consumption
rather than investment. With respect to households, a decision to borrow by consumers effectively increases current
consumption at the expense of future consumption (which is negative for intertemporal efficiency as explained in Chapter
3). With respect to governments, each time the government runs a budget deficit, it will increase government debt and
generally reduce its ability to allocate funds for future programs or to protect the economy in the event of future negative
economic shocks — particularly if the deficit is largely driven by current expenditure as opposed to capital expenditure (See
Chapter 8).

Higher debt levels also make the economy more vulnerable in the event of an unexpected shock, such as the COVID-19
pandemic. Australia’s house prices remain very high by international standards and some economists believe that a market
correction is inevitable, manifesting in a potentially protracted and painful reduction in house prices in the future. This
would have the potential to significantly destabilise the economy as Australians experience falling wealth and the potential
for negative equity (where they owe more to the bank than the value of their house).

As you progress through the course and look more closely at the factors influencing the ability of Australia to achieve
domestic economic stability (i.e. strong and sustainable rates of economic growth, low inflation and full employment) look
out for news articles on stricter borrowing requirements’, ‘falling house prices’ and a need for households to ‘repair their
balance sheets’. These topics are related to how high accumulated debt levels affect Australia’s economic performance
and living standards.

Questions
1. Describe two separate factors that might account for the growth in Australian debt levels over the past couple of
decades.

2. Explain how increasing access to ‘cheap money’ may have influenced economic growth. Use the circular flow

model of income to support your explanation.

3. Explain the relationship between access to cheap credit and Australian house prices.

4. Explain how continuing high household debt levels might influence living standards in Australia. Refer to the short

run and the long run in your response.

5. Explain why very high budget deficits can reduce the capacity of governments to respond to any future economic
crisis.

6. Explain a factor that might contribute to a fall in house prices and examine the implications this has for Australian

living standards.
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Activity 4h Using AD/AS model to illustrate the effects of the COVID-19 pandemic

As we already know, the COVID-19 pandemic caused major disruptions to
the Australian economy over the course of 2020, ultimately resulting in the
deepest recession Australia experienced since the 1930s. In the June quarter
of 2020, real GDP declined by 7% (i.e. an annualised rate of 28%) and the
general price level fell by 1.9%. These macroeconomic effects of the virus are
diagrammatically illustrated by the AD/AS diagram below.

The virus resulted in negative supply-side effects on the Australian economy
given that supply chains around the world were negatively impacted by
workers being unable to contribute to production. In addition, Australian
governments implemented measures designed to slow down the spread of
the virus (i.e. physical/social distancing and lockdown measures), which had
an immediate negative impact on the ability of numerous businesses to supply
goods or services to markets. For example, restaurants and cafes were either
forced to close down or restrictions were imposed that limited their capacity
to service customers. This is represented by the AS curve shifting to the left
from AS1 to AS2.
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In addition, the physical/social distancing measures introduced by governments, as well is the fall in consumer and business
confidence, caused the demand for most goods and services to decrease significantly, which is represented by the AD curve
shifting to the left from AD1 to AD2. Overall, the large reductions in both AD and AS resulted in a large fall in the production of
goods and services, which is depicted in the diagram by real GDP falling from real GDP1 to real GDP2 and the general price level

falling from P1 to P2.

Questions
1. Explain why the COVID-19 pandemic shifted the AD curve to the left.
2. Explain why the COVID-19 pandemic shifted the AS curve to the left.
3.
4.

were developed and distributed throughout the world.

Multlple cholice review questions

A study of macroeconomics is likely to focus on:
a) the causes of unemployment
b) the impact of a depreciation of the AUD on the rate of inflation

c) the effect of the government’s budget on the rate of economic growth

d) all of the above

2. The level of economic activity is unlikely to be measured by:
a) Gross Domestic Product

b) Gross State Product

c) Gross National Income

d) Gross National Happiness

3. Atransaction that is likely to cause the Investment component of AD to increase is:

a) the purchase of a new laptop to complete your homework

b) the building of a new set of townhouses

c) therenting of a hotel room to a Chinese tourist

d) the purchase of a significant piece of artwork by Pablo Picasso

4. The purchase of a new Mini Cooper by an Uber eats contractor would be classified as:

a) C
b) |
¢ G
d) X

Explain why the general price level fell in the March quarter 2020 despite the fact that the AS curve shifted to the left.
Describe how the use of an AD/AS diagram can be used to demonstrate the macroeconomic outcomes after vaccines

5. Which of the following is likely to lead to the smallest negative effect on AD if the economy was already in a

recession?
a) A 10% fall in Consumption expenditure
b) A 10% fall Investment expenditure
c) A10% fall in Government spending
d) A10% fall in import spending
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‘Leakages’, in the circular flow model of the economy, are likely to increase if:
there is an increase in employment in the economy

the government reduces the tax burden

the Reserve Bank of Australia reduces interest rates

the AUD appreciates

Injections, in the circular flow model of the economy, are likely to increase if:
the savings rate increases

there is an increase in economic growth in China

the government increases the size of the budget surplus

banks make it more difficult to obtain a home loan

Average material living standards are likely to increase if:

national income increases by more than the population growth rate
national income increases

the population growth rate increases

the population shrinks, and the economy goes into a recession

Which of the following will have an effect on non-material living standards that is different to the other three?
An increase in crime rates

A decrease in the incidence of positive externalities

An increase in the provision of public goods

An increase in the unemployment rate

. The willingness and ability of businesses to increase AS is likely to be the result of:

rising real unit labour costs

a reduction in company taxes

a depreciation of the AUD

an increase in extreme weather conditions caused by climate change

. Anincrease in the regulatory burden faced by businesses is likely to:

increase AS, boost economic growth and reduce prices
decrease AS, reduce economic growth and increase prices
decrease AS, reduce economic growth and decrease prices
decrease AS, increase economic growth and decrease prices

. AD is likely to fall if:

productivity increases

oil prices increase

more artificial intelligence is used in the production process

rainfall increases across Australia, reducing the severity of the drought

. The AD and AS are likely to increase if:

minimum wages are increased

the Australian dollar depreciates

the Australian government places tariffs on all imported goods
interest rates decrease

. Material living standards are likely to improve if:

population increases, GDP increases, and the price received for commodity exports decreases

productivity increases, population falls, and the price received for commodity exports falls

productivity remains unchanged, Real GDP per capita remains unchanged and the prices received for commodity
exports increases

productivity increases, Gross National Happiness increases, and the price received for commodity exports falls

. Real GDP per capita is an unreliable indicator of material living standards because:

It tells us nothing about production values per person on average

It does not take into account changes to the rate of inflation

It does not take into account inequality in the distribution of income
It does not take into account changes in population size
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. In relation to the boom phase of the business/economic cycle, which of the following variables is likely to be

falling?

Inflation
Unemployment
Interest rates
Economic growth

. A drought is likely to:

shift the AD curve and the AS curve to the right

shift the AD curve to the left and the AS curve to the right
shift the AD curve and the AS curve to the left

shift the AD curve to the right and the AS curve to the left

. Which of the following statements is correct in relation to a depreciation of Australia’s exchange rate?

The AD curve will shift to the right, the AS curve will shift to the left, prices will fall and output will rise
The AD curve will shift to the right, the AS curve will shift to the left, prices will rise and output will fall
The AD curve will shift to the right, the AS curve will shift to the left, prices will rise and output will rise
The AD curve will shift to the right, the AS curve will shift to the right, prices will rise and output will rise

. Australia’s potential output is likely to decrease if:

workers are placed on performance-based contracts

firms and governments invest in human capital

businesses receive tax benefits when engaged in research and development
there is an increase in tariffs on all imported goods

. The general level of prices is likely to increase if:

the US dollar appreciates

the government decreases spending on public servants’ wages
there is a decrease in injections in the circular flow model

the interest rates on business loans are increased

Chapter summary

1.

10.

11.

12.

13.

14.

15.

Macroeconomic analysis involves an investigation and evaluation of those factors that influence aggregate economic
variables such as unemployment, inflation and economic growth.

Macroeconomic theory is derived from the models developed in Microeconomics.

The level of economic activity refers to the volume of production, employment, incomes and expenditure in an
economy.

Material living standards are related to the ability of households to purchase goods and services.

The most common way to measure material living standards is real GDP per capita as this is a measure of average
purchasing power.

Real GDP per capita is an unreliable indicator of material living standards.

Non-material standards may be more difficult to measure as they are influenced by non-monetary factors and is
linked to ‘quality of life’ which is multifaceted.

Both material and non-material living standards can be affected by access to goods and services, environmental
quality, physical and mental health, life expectancy, literacy rates and crime rates.

COVID-19 caused a large decrease in Australian living standards during 2020.

The circular flow model can be used toillustrate how different sectors of the economy interact to generate economic
activity.

The flows of income and money between the households and businesses forms the core of the circular flow model.
Households provide businesses with the factors of production and in return they are compensated with income. The
households then spend their income and in return get goods and services.

The leakages (outflows from the core of the economy) include taxes paid to governments, savings deposited in
financial institutions and imports purchased from overseas nations.

The injections (inflows back into the core of the economy) are government spending, loans received from financial
institutions and the revenue generated from sales of exports to foreign nations.

The level of economic activity can fluctuate and empirical research has suggested that there is a cyclical pattern,
which has been described as the business cycle.

The business cycle is said to go through four identifiable stages: the trough when the rate of economic growth is at
its lowest in the cycle, the expansion phase, moving into a peak when economic growth rates are at their highest
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and this is followed by a contraction.

A range of psychological and external factors that influence the ability and willingness of economic agents to spend
can cause the business cycle. Supply side shocks can also result in changes in the level of economic activity

The most common measure of economic activity is Gross Domestic Product (GDP), which measures the total value
of goods and services produced in a given time frame (usually 3 months and 1 year).

Aggregate demand (AD) is the total spending on new final domestically-made goods and services.

AD is broken up into 5 components to facilitate more detailed analysis of changes in the level of economic activity.
Consumption expenditure (C) is the largest component of AD and includes spending by households on a range of
durables and non-durables.

Investment expenditure (1) is the most volatile component of AD and includes spending by businesses on new plant
and machinery.

Government spending (G) is the sum of all spending by Federal, State and Local Governments on consumption and
investment.

Exports are those goods and services that are made in Australia and purchased by foreign residents.

Imports are those goods and services purchased by Australians that are made overseas.

An increase in the general level of prices may be associated with a decrease in AD because it reduces the value of
accumulated wealth, may lead to higher interest rates and can be linked to lower international competitiveness.
An increase in disposable income across the economy is usually associated with an increase in AD, as recipients will
spend some of their extra income (i.e. the MPC>0).

Lower interest rates generate increased aggregate demand via a number of transmission mechanisms.

When consumer confidence increases, households are more willing to take on new debt and may reduce their
savings rate, leading to an increase in consumption.

If businesses believe that their profitability is likely to increase in the future, this will be reflected in higher business
confidence and this will boost investment.

A depreciation of the Australian dollar will usually boost spending on exports and decrease spending on imports,
helping to raise the level of AD in the nation.

When Australia’s major trading partners experience strong rates of growth, they may be more likely to purchase its
exports because theirincomes are higher and they may need the commodities to facilitate their expansion activities.
Aggregate supply represents the total value of goods and services available for sale in an economy.

Aggregate supply will tend to increase if businesses and governments within the economy have access to a greater
volume of productive resources.

Improvements in the quality of resources, through better land management techniques, access to education and
healthcare and improvements in technology can help increase a nation’s aggregate supply.

Productivity growth occurs when a greater volume of goods and services can be produced using existing or fewer
inputs. This helps to boost the productive capacity of a nation.

The total AS can be affected positively or negatively by unpredictable changes in weather patterns. This can affect
the ability to grow a range of natural resources and may disrupt supply through the destruction of infrastructure
and businesses.

Government regulations will influence AS to the extent that the regulations impose costs on businesses.

The COVID-19 pandemic is a perfect illustration of a general ‘supply shock’ which negatively impacts on the
economy’s productive capacity and/or ability to supply goods and services.

The level of economic activity can be represented using an AD/ AS model. Each of these curves is drawn with the
general level of prices on the vertical axis and the level of output on the horizontal axis.

The AD is downward sloping indicating that when the general level of prices increases the total spending in the
economy decreases.

There are two opposing views on the AS curve because the Keynesian economists and the New Classical economists
based their theories on different assumptions about human behaviour.

The Keynesian economists believe that the relationship between the general level of prices and real GDP is
dependent upon the stage of the business cycle. When the economy has plenty of spare capacity the AS curve is flat
but as the economy approaches its productive capacity, the curve gets gradually steeper until it is vertical (at which
point extra output is not possible, even if prices rise).

The AD/ AS model can be used to show how changes in AD and AS factors lead to changes in the general level of
prices (the inflation rate) and changes in real GDP (economic growth).
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Chapter 5

Domestic macroeconomic goals

5.1 Strong and sustainable economic growth

Economic growth for a country refers to any increase in the amount or level of national production that has occurred
over time. The government’s goal is to enjoy continued or sustained economic growth and avoid periods of slow or
negative growth, such as that which occurred during the recent 2020 recession. The government does not set a specific
‘target’ rate of economic growth, but it does outline broader growth objectives. In particular, budget documents have
revealed that the government aims to ‘promote an economic climate conducive to high levels of sustainable economic
and employment growth....” The key term is ‘sustainable’, where sustainability in this context is underpinned by three
important considerations that place an upper limit on any growth rate. In particular, the economic growth rate cannot
be so high that it:

e  causes inflation to climb to unacceptable levels (which are
levels above the Reserve Bank’s target range of 2-3% over an
economic cycle);

e results in significant external pressures on the economy
(namely an excessive current account deficit and/or net
foreign debt); and

e leads to an over use of the nation’s natural resources (and
therefore unfairly burdens future generations). ._

The government’s goal for strong and sustainable economic growth is to achieve the highest growth rate
possible, consistent with strong employment growth, but without running into unacceptable inflationary,
external or environmental pressures.

A sustainable rate of economic growth is generally considered to be within the range of 3 —3.5% per annum. This was
confirmed by a former RBA Governor, Glenn Stevens, when he said the following:

‘The economy’s potential to supply probably rises at about three per cent a year, give or take a bit. If demand
is rising at four, five or six, which in various years it has, sooner or later you are going to reach the point where
you are stretching that supply capacity.... You want to grow above trend to use up the capacity, but once you
have done that you have to slow down to something more in line with the economy’s medium-term growth of
potential supply, and that probably has a three at the front at the most—three, 3% or something like that. You
cannot have demand growth at five and expect that that will not give you a problem on inflation.’

It is important to remember that what is considered to be a sustainable rate of growth can vary over time. During
periods when productivity growth is strong (such as during the 1980s), it is possible for growth to be above 4% and
remain sustainable. This is because the nation’s productive capacity is being expanded by productivity growth, allowing
stronger demand and production to take place without inflationary or external concerns. However, if productivity growth
is slow, or if the nation’s productive capacity is being stretched, even growth rates below 3% may be unsustainable. For
example, over the five or so years leading into the 2020 downturn, economic growth was sometimes below 3%, but the
government was reasonably happy with the outcome considering productivity growth was relatively low, unemployment
rates consistently fell and there remained skills shortages in some sectors of the economy. The same scenario was
playing out in 2024, with persistently slow rates of productivity growth and limited spare capacity in the economy
exerting upward pressure on inflation and limiting the ability of the economy to achieve a rate of economic growth
above 2-3%.

The government will also take into account international growth rates when determining the acceptability of given
growth rates in Australia. For example, between the years 2009 and 2020, Australia’s rate of economic growth averaged
less than 3%, but it was generally considered a strong rate of growth in the context of many advanced economies
experiencing low or negative rates of growth over the same period. Infact, Japan, the USA and many European economies
experienced negative rates of economic growth during a period while rates of growth in Australia were mostly above 2%.
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5.2 Measuring economic growth

In Australia, Gross Domestic Product (GDP) is used to measure the amount of production taking place in the economy
and it is defined as the final market value of all goods and services produced in Australia over a given period. GDP is
made up of the total ‘value added’ during each stage of the production process and it is calculated every quarter by
the Australian Bureau of Statistics (ABS) and is quoted in both dollar terms as well as the percentage change from one
quarter (or year) to the next.

Each day there are millions of transactions taking place in the
Australian economy. The value of these transactions is calculated
by multiplying the relevant price of individual items sold by the
prices paid. The total of all these transactions will be recorded as
nominal GDP (or GDP at current prices). Given that the Australian
Government and economists are concerned about economic
activity in terms of its impact on employment, incomes and
living standards, statisticians have devised ways to remove the
price effect so that any increase in GDP is real in the sense that it
represents an increase in the volume (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. Accordingly, when growth in real GDP is
above zero, it means that the economy has experienced increased production/output in real terms (after removing the
effects of inflation) and that economic growth has been positive. In contrast, when growth in real GDP is below zero,
it means that the economy has experienced a decrease in production/output in real terms, such that economic growth
has been negative. This is precisely the scenario that played out in 2020, with Australia recording the largest quarterly
decline in real GDP since the Great Depression of the 1930s. The huge negative growth rate of 6.7% experienced in
the June quarter of 2020 followed a March quarter growth rate of -0.2% to ensure that Australia experienced its first
recession (i.e. two consecutive quarters of negative economic growth) since the early 1990s.

Interpreting GDP statistics

The ABS releases statistics for growth in real GDP on a quarterly basis (see ABS Catalogue 5206.0) and the figures can be
reported by economists or the media in a number of ways. The ABS will provide figures for the chain volume measure of
GDP (i.e. real GDP) in dollar terms for each quarter. Table 5.1 and Chart 5.1 present the figures between June 2020 and
June 2024 in original and seasonally adjusted terms.

The seasonally adjusted figures are based on the original figures, but statistically manipulated to ensure they provide a
more accurate reflection of the state of the economy (or more
specifically, the level of economic activity) during each quarter.

For simplicity, the media and economists typically focus on e W ;\rllaeta)\lsirz'ijDPSmillion

the seasonally adjusted figures, which take out the effects of

seasonal factors, which tend to hide the underlying changes BSSCUEl Original Seasonally
in GDP from one quarter to the next. For example, this can adjusted

clearly be seen within Table 5.1 by comparing the original and | Jun-2022 598713 595132
seasonally adjusted GDP figures for the December and March Sep-2022 595071 595920
quarters for each year. During the peak trading period every

year, which of course is the December quarter, AD and real | Dec-2022 620760 599904
GDP will be inflated by the effects of Christmas shopping. In | Mar-2023 579942 603105
contrast, during the next three months (i.e. the March quarter), Jun-2023 609215 606272
AD and real GDP will be relatively subdued. The ABS attempts

to remove these ‘seasonal’ patterns to effectively ‘smooth out’ Sep-2023 608376 608353
the figures and arrive at ‘seasonally adjusted’ figures — ones | Dec-2023 629847 609708
that do not record large increases in real GDP for the December | \1ar-2024 587414 610808
quarter of every year and decrgases in real GDP for t.h.e March 1un-2024 615310 612180
quarter of every year. The difference between original and

seasonal figures are also highlighted in Chart 5.1 below.
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Chart 5.1: Real GDP
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Whenever GDP figures are reported without a reference to whether
it is the o_rlglnal qr seasonally -adjusted figure, it |§ best to assume Study tip
that the figure being reported is the seasonally adjusted one.
. . . Students are not expected to know how the ABS
Figures for economic growth are rarely reported in absolute dollar | R R s e e A AT A Lol A o)
terms as they are shown in Table 5.1. Instead of referring to V\}hy each of the ﬁg;;fehs are used. ZOf th?’( PUFIIJOdseS
. . . of VCE Economics, all that is required is a knowledge
thgse dollar values, the-medla will typically report the (seasonally o sl @5 (7 G et veluee e o G0
adJUSted) movements in percentage terms. For eXample, the what it means and how Changes in its level can
change in real GDP (i.e. economic growth) for the June quarter ||l Ig NN e SN )2l [leiale o TR 11
2024 was 0.2%. This is derived in the following way: cConoimy:

Quarterly growth GDP jun- GDP mar 612180 - 610808 X100 = 0.2
(JuneQtr2024) = GDP var - 610808 o

This means that there was a 0.2% increase in the volume (or real value) of goods and services produced over the three
month period (in seasonally adjusted terms).

Note that the above growth rates are quarterly rates of growth in real GDP. These will include any short-term volatility
of economic activity which may be hidden from annual figures. This fact is highlighted when calculating annual growth
rates for the year ended 30 June 2024 from the figures in Table 5.1. The annual rate of economic growth is most
commonly derived by using the real GDP dollar values for the latest quarter and comparing them to the values for the
quarter one year earlier. This is also called the ‘year-on-year growth rate’. The calculation for the year to end 30 June
2024 is done as follows:

Annual th une 24 - une 612180 - 606272
nnual grow _ GDPune24 - GDP June 23 _ X 100 = 1.0%
(year on year) GDP Jjune 23 606272

This means that economic growth for the year ending June 2024 Study ti
was 1.0%, which provides a clear indication of an economy that is yup
growing at a slow rate.

A ‘key skill’ listed in the study design is the requirement

. . . . to calculate relevant economic indicators using real or
Some economists will multiply the quarterly rate of economic (VR e Nele te LN ele it Rt A L e el

growth by four (quarters) to arrive at an annualised growth rate. | lullRNTgele Vo=l RolRigICY oJole[ Mol i=l ] & Nel21 8
The annualised growth rate for the June quarter 2024 is simply (4 -

x 0.2%) = 0.8%, which is close to the year-on-year rate of 1% which

equally reflects a slow and sub-optimal rate of economic growth.

Annualised growth
(June Qtr2024) ~

Quarterly growth X 4 0.2 X4= 0.8%

149



Economic Fundamentals in Australia (9" ed)

More often than not, the annualised rate will differ from the year-on-year rate. For example, an annualised figure of
0.8% based on June quarter figures compares to a year-on-year rate of 1.0%. While the annualised rate of growth
provides the best indication of the economy’s most recent performance (and the ‘current’” macroeconomic pressures

in

the economy), it is a less meaningful indicator of the performance of the economy beyond the most recent quarter.

Activity 5a: Calculating economic growth

Assume that GDP figures for the years 2024-2026 were as follows :

Chain Volume Measure of GDP (Sbillion)

Quarter

Hypothetical figures

Dec-2024

Mar-2025 655
Jun-2025 660
Sep-2025 670
Dec-2025 665
Mar-2026 670
Jun-2026 675
Sep-2026 680
Dec-2026

Questions

1
2.
3.
4

G A

Calculate the ‘year on year’ growth rate for the year to end December 2026.

Calculate the rate of growth for the December quarter 2026 and the annualised rate of growth for the same quarter.
Explain why there is a difference between the rate of growth calculated in Question 1 and the rate of growth calculated in
Question 2.

Calculate the percentage change in the real value of production over the March quarter of 2026 and comment on its
significance in relation to the government’s goal for strong and sustainable growth.

Calculate the quarterly and annualised rate of economic growth for the December quarter 2025.

Explain why Australia’s annual rate of growth is not negative at any stage over the two years despite the negative growth
rate experienced in the December quarter of 2025.

Describe the trend in the annual rate of growth in real GDP between 2024 and 2026.

Chart 5.2 highlights the quarterly growth in real GDP since 2010 in both dollar terms (the blue line plotted against the
left hand axis) and in terms of the ‘year-on-year growth rate’ (green line plotted against the right hand axis) compared
to Australia’s long term (30 year) average rate of growth of 3.0% which is shown by the red dashed line in the chart.
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Between June 2010 and June 2024, quarterly real GDP has increased from $437.9 billion to $612.2 billion, an increase
of $174.3 billion or 40% over the 14 years, which equates to an average growth figure of 2.8% per year (slightly below

the
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30 year average of 3.0%).
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Since 2010, real GDP declined three times, first in the March quarter
of 2011 (due primarily to the effects of Cyclone Yasi that caused Study ti
major destruction to agricultural crops in north eastern Australia) tu y tip
and again during 2020 (due to the effects of COVID-19) and once

: f The current VCE Economics Study Design (2023-
more in late 2021 (due to further lockdowns). However, the decline 2027) only requires students to have knowledge of

key statistics ‘over the past two years’. Accordingly,

in real GDP in 2011 and 2021 did not extend for more than one

quarter, which accounts for the green ‘year on year growth’ line [BGi /2 Laie i Tl e e et I e a= el ) Y A leo g Lo e
never falling below zero percent even when the blue real GDP line glgowth rates prior to 20124'22 ZOYVe‘fﬂha_ 'ke); sk/l/’h/s
fell slightly. Of course, this was not the case in the first half of 2020, the requirement to ‘explain trends, which involves the

. i . ability to explain the trend movement in statistics over
when real GDP eXperlenced its Iargest ha|f—yeal’|y fall since the a /onger time frame’ such as Ident-,fylng or exp/ainjng

1930s, resulting in Australia recording its first ‘technical recession’ (R{ZRTUT NIl NNl Tyl f el e )
(two successive quarters of negative growth in real GDP) since the \GLUEE2
early 1990s.

The chart also highlights that Australia’s rate of economic growth had been running below trend (e.g. the 30 year average
of 3.0%) for most of the period, which is consistent with an economy that emerged from a global economic slowdown
in 2008-9 before experiencing the recession of 2020. Despite this, the annual growth rates remained relatively high by
international standards, due mainly to a terms of trade boom and the associated growth in mining export volumes.
Export volumes from mining also accelerated after years of Investment and expanded capacity as Australia enjoyed the
benefits of the third phase (production phase) of the mining boom. The declining rate of growth over the past couple
of years (since 2022), evidenced by growth falling to a low of 1% in the year to end June 2024, is due largely to the
effects of ongoing COVID-19 supply constraints, continuing global conflicts, the eventual fall in commodity prices/terms
of trade, low levels of consumer confidence and the tightening of monetary policy (e.g. higher interest rates) that was
indeed designed to reduce aggregate demand (and economic growth) as a means of returning inflation back into the
RBA's target range of 2-3%. In Chapter 6, we will examine a range of demand and supply factors that have influenced
Australia’s rate of economic growth over the past two years.

Chart 5.3 includes the annual (year-on-year) rate of growth as depicted in Chart 5.2, but also includes the annualised rate
of economic growth (based on quarterly figures) over the past few years. Note that both rates of growth are derived
from the same raw figures, yet they tell a slightly different story. The annualised quarterly figures are more instructive
in terms of their ability to isolate turning points and capture the volatility occurring within any given year. For example,
the annualised figures clearly highlight the period before 2020 in which Australia experienced negative economic growth
(i.e. 2011), whereas this is not discernible when examining the annual growth rates. Equally interesting is a comparison
of the annualised rate of growth for the June quarter 2020 and the annual rate of growth for the year to end June quarter
2020. Given that the decline in real GDP in the June quarter alone was a huge 6.7%, this equated to a historically high
annualised fall of 26.7%. When viewed on the chart, it captures the essence of what many economists referred to as ‘the
economy falling off the cliff’ during 2020. While the decline is also evident when looking at the annual figures (decline
of 6.0%), it is nowhere near as stark and does not capture the importance of the June quarter figures in explaining the
downturn in economic activity over 2020.

Equally instructive is the negative growth in annualised real GDP recorded for the September quarter of 2021 (i.e. -7.1%),
followed by the huge growth in the December quarter (14.8%) which is not revealed in the annual (year on year) growth
figures of 4.8% and 5.0% respectively. This highlights the effects of the prolonged lockdowns across NSW and Victoria
that caused a large fall in Consumption and aggregate demand during the September quarter only.

Chart 5.3: Real GDP (annual vs annualised growth)
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5.3 Why pursue strong rates of economic growth?

All governments pursue economic growth as it is the primary means by which nations can maintain and/or improve
living standards over time.

Growth in real income

As we learned in Chapter 4, when discussing the circular flow
model of income, growth in production typically means that
there has been growth in incomes that accrue to the factors of
production, such as wages, interest and dividends. These higher
income levels will enable some members of society to have a
greater ability to purchase goods and services that satisfy their
wants, thereby having a positive impact on material living
standards. Economic growth can also provide individuals and
groups with the opportunity to enjoy an increase in non-material
living standards, encompassing more intangible factors that shape
our ‘quality of life’. These factors can include things like general
happiness, freedom of expression, freedom of movement, self
esteem, a feeling of making a difference to others, and so on.
This is because higher incomes can provide individuals with a greater opportunity to become philanthropic or charitable,
helping to improve the quality of life enjoyed by others, as well as their own.

Lowering the unemployment rate

Economic growth is also pursued because of its positive relationship with employment growth and the ability of
employment growth to reduce rates of unemployment. If economic growth exceeds the rate of growth in productivity,
it will tend to result in a larger ‘derived demand for labour’ (because the demand is derived from, or stems from, a larger
demand for goods and services) and will tend to increase employment levels. Provided that the rate of economic growth
and employment growth are strong enough to absorb growth in the size of the labour force (or a growing participation
rate), economic growth should therefore help to reduce the rate of unemployment. To the extent that unemployment
worsens both material and non-material living standards, strong rates of economic growth will therefore help to further
improve living standards. In addition, higher employment levels will involve a greater sharing of the income gains from
economic growth, further contributing to material living standards or welfare.

Increased ability of government to provide essential services

Economic growth leads to an increase in revenue for the
Federal Government in the form of taxes, such as the GST
and incomes taxes, along with state government taxes, such |
as payroll taxes and stamp duties. Increased amounts of
revenue allows governments to spend more on essential
services, including more funding for hospitals, schools and/or
infrastructure more generally, such as new or improved roads,

rail, port or telecommunications infrastructure. The provision ‘

of these services helps to increase living standards in material ®

terms, as the higher quality of human and physical capital (e.g. .

more highly trained graduates and faster telecommunications % ,

services) provides a further stimulus to economic growth. ‘ k

In addition, stronger rates of economic growth enable governments to improve the living standards of those less
well off via welfare spending or other forms of transfer income, as well as the provision of other essential services to
disadvantaged members of society. The increased tax revenue that will be received from higher incomes can be used
to help reduce the incidence of social ills such as poverty, homelessness, drug addiction, problem gambling, alcoholism,
smoking, Indigenous disadvantage, child abuse, violence against women and crime more generally.
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Why is a growth rate of approximately 3.00 - 3.50% our ‘target’?

Consequences if economic growth is too low

The government pursues a relatively strong rate of economic growth to ensure that a number of things happen. Firstly,
the government is keen to ensure that the growth rate exceeds the rate of growth in productivity (output per unit of
input) over time. Governments and business continue to invest huge amounts in research and development in order to
achieve the technological progress that helps to boost productivity. While these advances have helped to expand the
nation’s productive capacity and permit higher sustainable growth rates, they can have a negative impact on employment
growth. For example, rates of productivity growth in the order of 1% means that a 1% increase in economic growth
is likely to be insufficient to generate an increase in employment. This is sometimes referred to as ‘jobless growth’,
where higher output is achieved via greater productivity of existing inputs, negating the need to hire additional labour.
Accordingly, if economic growth is insufficient relative to productivity growth then it can lead to a reduction in the
demand for labour, lower levels of employment and a higher unemployment rate. The relationship between economic
growth and employment growth over the last 14 years is shown in Chart 5.4.

Chart 5.4
Economic growth and employment growth
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The chart highlights the generally positive correlation between economic growth and employment growth, where growth
in jobs is highest during those periods of strong economic growth (e.g. early 2022) and lowest when economic growth
is weaker (e.g. 2020). A low rate of economic growth will therefore make it difficult for the economy to experience
employment growth and will most likely result in the rate of unemployment increasing to unacceptable levels.

Secondly, the government is keen to ensure that the rate of growth
is sufficient to cater for a continually growing population. For )
example, ignoring the period where Australia closed its borders StUdy t|p
due to COVID-19, Australia’s annual population growth had been —
approximately 1.4% for three decades. This meant that economic Zeﬂegglpﬁl\’fnrgcgz%:r;ge ﬁg;gigg"ﬁ?:;gfu‘fﬁ;eng{
growth needed to be at least greater than 1.4% in order to avoid a ([N NIt gl el ae I3 A el T gelsle i Ne felols e el
reduction in real GDP per capita. When real GDP growth falls below (g S TRl e ol TR T
population growth it signifies that Australians, on average, are gsrzglagifr{e;giomfogfr ggg ﬁgm%ga;b’? e[;'\%d;.nuc';%(z
materially worse-off than in the previous period. In addition, higher |NeIazte AN Rial e Nae il ko

population growth will also increase the size of the labour force and
make it more difficult for employment growth to have a favourable
impact on both the level of unemployment and the unemployment rate (at least in the short to medium term). This is
because more of the new jobs will be taken by new entrants to the labour force, such as skilled migrants, leading to a
relatively muted impact on the numbers of unemployed. [Over time, however, this will be reversed to the extent that the
new migrants contribute to aggregate supply side benefits for the economy - this is explored in Chapter 10.]

Chart 5.5 compares the quarterly growth in real GDP (i.e. economic growth) with the level and growth in real GDP per
capita since 2008. It highlights the rise in real GDP per capita (the blue line) from $17,865 per quarter in June 2008
to $19,771 per quarter in December 2019, which suggests that living standards increased over this period by 10.6%.
However, an examination of the quarterly growth rates in real GDP and real GDP per capita reveals a less flattering story
about the economy and material living standards in the period up to the recession of 2020.
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Chart 5.5
Real GDP vs real GDP per capita $
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The chart shows that there is a clear correlation between the growth in real GDP or economic growth (pink line) and real
GDP per capita (green line), with growth in real GDP per capita rising and falling with economic growth. The huge
disruption to the economy caused by both COVID-19 and government efforts to protect the health and well-being of
Australians via lockdowns stand out as periods where real GDP per capita (or material living standards) experienced the
largest falls. The large 6.7% reduction in real GDP for the June quarter of 2020 resulted in real GDP per capita falling in
absolute terms by $1,483 (i.e. an annualised $5,932), highlighting that Australians, on average, experienced the largest
quarterly fall in material living standards since the 1930s. [Note that the period 2020-21 highlighted a virtual one for one
relationship between economic growth and real GDP per capita. This is due to the fact Australia’s borders were closed
for the bulk of this period, resulting in minimal population growth.]

However, there are periods when real GDP per capita fell (indicating lower material living standards) despite the fact
that economic growth was positive over the same time. [These instances are indicated by the shaded areas in Chart 5.5.]
This means that over these periods, economic growth was not high enough to counter the effects of a rising population,
or that growth in the economy was lower than population growth, resulting in average production/income per person
falling. The data therefore clearly indicates that material living standards declined a number of times since 2010, with
the most recent 18 month period of negative growth in real GDP (to the end of the June quarter 2024) representing what
many economists describe as a per capita recession.

Consequences if economic growth is too high

By definition, the goal of strong and ‘sustainable’ growth implies that economic growth that is too high can create
problems for the economy or society. If growth is excessive it runs the risk of environmental degradation to the extent
that it contributes to a depletion of natural resources or damage to the environment more generally. This is particularly
the case if economic growth is not accompanied by advances in technology and/or improvements in productivity/
efficiency. For example, growth in the production of goods and services by 5% each year is likely to lead to the extraction
of natural resources (such as forests and fisheries) at a rate that cannot be replenished. Similarly, excessive growth in the
production of goods and services is more likely to lead to pollution levels (e.g. carbon emissions) that create irreversible
damage to the planet (e.g. climate change).

Excessive rates of economic growth can also have undesirable consequences for Australia’s balance of payments. For
example, continuing growth in the level of national spending and real GDP beyond approximately 4% has the potential
to cause a large current account deficit and growth in net foreign debt (or net foreign liabilities) to such a level that
it imposes an unacceptable burden upon future generations of Australians. [An examination of issues related to the
current account balance and levels of net foreign debt are considered in detail in Chapter 7.]

Excessive rates of economic growth will also be associated with high and unacceptable levels of inflation. This was
examined earlier when covering the business cycle, where peaks in the business cycle were consistent with strong/
excessive rates of economic growth and high rates of inflation. If economic growth increases too strongly, such that
the capacity of the economy to supply goods and services is constrained, it necessarily leads to growth in prices and
inflation. Inflation rates consistently above 3% for Australia are considered excessive because it creates a number of
problems for the economy which will be explored later in this chapter.
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Activity 5b: [Extension] An income recession vs a technical recession vs a per
capita recession ?

Up until the start of 2020, Australia boasted the enviable record of not recording a ‘technical recession’ (defined as two consecutive
quarters of negative growth in real GDP) since 1990-91. While economic growth rates during this time were generally below the
government’s unofficial target of approximately 3.25%, they were ‘relatively’ strong given the economic turmoil experienced
around the globe over the same time period. For much of the time between 2008 and 2019, Australian governments boasted
about the resilience of the economy, highlighting the fact that we were able to avoid a ‘recession” when advanced economies,
such as the USA, Japan, and the Eurozone all experienced recessions. Since the 2020 recession, once again Australia has once
again been able to avoid a technical recession, despite the very low rates of growth over 2023-24. This is where a focus on GDP
as a measure of the health in the economy, or living standards more generally, can become a little misleading. A focus on Real
Gross Domestic Income (GDI) and real GDP per capita tells a different story.

Real GDI effectively measures the income we receive from the production and sale of goods and services and it reveals that
between 2008 and 2019 Australia went backwards on two significant occasions. First, quarterly real GDI fell over four consecutive
quarters during 2008-9, and again it fell for three consecutive quarters over 2014. These periods are highlighted in the chart
by the green real GDI line falling below zero. This means that over these periods, production of goods and services in the
economy continued to grow (i.e. the black real GDP line remained above zero), while incomes earned from that production fell.
This means that although the economy grew in terms of the volume of goods and services produced, the income we received
from those goods and services actually fell. Accordingly, Australia didn’t have a recession if we focus on production, but it did
have a recession if we focus on income. This was referred to by a number of economists as an ‘income recession’ because we
experienced a decline in GDI for more than two quarters. Itis in this respect that a focus on GDP as a measure of material living
standards can be misleading. Given that material living standards ultimately derive from our ability to purchase goods and
services, a fall in income (rather than production) is a better guide as to how our material fortunes have changed.

Real GDP vs Real GDI vs Real GDP per capita
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But why was there a relatively large difference between production (GDP) and income (GDI)? The answer lies primarily in the
changes in the terms of trade (TOT). During any TOT boom, rising prices for commodities results in the incomes earned by mining
and related industries climbing, which raises real GDI but has minimal (direct) impact on real GDP because the conversion of
nominal to real GDP strips out the effect of higher commodity prices. However, as the saying goes, ‘what goes around comes
around’. This means that any fall in commodity prices (e.g. 2008-9 and 2014-15), results in lower incomes and means that real
GDI falls below real GDP. The general rebound in commodity prices between 2016 and 2023 once again resulted in income (GDI)
rising faster than production (GDP) in most quarters, which of course is a factor that helped to protect Australian living standards
during the COVID-19 pandemic.

Now, if we focus on the movement in real GDP per capita (which is another way of measuring changes in material living standards),
it is once again evident that a focus on real GDP in isolation is inadequate. This is particularly evident over 2023-24, where
Australia has been able to avoid a technical recession because the rate of growth in real GDP has remained above zero. However,
if we focus on real GDP per capita, it is apparent that Australia recorded six consecutive quarters of negative growth in real GDP
per capita, leading many economists to agree that Australia has experienced a per capita recession. This was due to population
growth exceeding economic growth and is highlighted in the chart with the red real GDP per capita (growth) line falling below
zero at the start of 2023 and remaining there until the end of June 2024, despite the black real GDP growth line remaining above
zero over the same period.

The large decrease in all three indicators during 2020 highlights that Australia experienced a technical recession, an income
recession, and a per capita recession. The coronavirus induced reduction in economic activity during this time was unrelated to
both changes in the terms of trade and changes in population growth (which was virtually zero given Australia’s closed borders),
causing real GDP, real GDI and real GDP per capita to fall by similar magnitudes.

Application questions

1. Explain why a rate of growth in real GDP less than 2% might not lead to an increase in material living standards.

2. Distinguish real GDP from real GDI and real GDP per capita.

3. Explain why real GDI fell over 2008-9 and/or 2014-5 when real GDP increased.

4. Distinguish the following terms: ‘technical recession’, ‘income recession’ and ‘per capita recession’.

5. Discuss why changes in real GDI and real GDP per capita are better measures of material living standards compared to
real GDP.

6. Using the chart provided above, describe and account for the movement in real GDP in comparison to real GDP per capita
since 2022.
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Review questions 5.1 - 5.3

1. Define what is meant by ‘strong and sustainable economic growth,” referring to inflation, external pressures and

natural resources.

Explain what could happen to long term economic growth if growth rates are above 5% or 6% in the short term.

Outline the relationship between productivity growth and sustainable economic growth.

Define gross domestic product (GDP).

Distinguish nominal GDP from real GDP.

Explain why the government is keen to arrive at an estimate for real GDP instead of relying on nominal GDP.

Explain why the ABS seasonally adjusts real GDP figures.

Describe the different ways of interpreting GDP statistics, focusing on the quarterly, annual and annualised rates

of growth.

9. Explain how it is possible for Australia to record positive annual growth in real GDP yet record a negative rate of
growth for two quarters of that year.

10. Discuss why the government pursues a ‘strong’ rate of economic growth making reference to real incomes, the
unemployment rate and the provision of essential government services.

11. Discuss the consequences of achieving a rate of economic growth that is considered too low. In your answer refer
to the terms ‘jobless growth’ and ‘real GDP per capita’

12. Outline how material living standards or incomes on average can decline despite positive rates of economic growth.

13. Discuss the consequences of achieving a rate of economic growth that is considered too high. In your answer refer
to the environment, net foreign debt and inflation.

14. Describe how the coronavirus pandemic of 2020 impacted on real GDP and material living standards. Use Chart
5.5 to support your description.

15. Explain why minimal population growth resulted in virtually zero divergence between growth in ‘real GDP’ and
‘real GDP per capita’ during 2020-21.

16. Explain why some economists argue that Australia experienced a per capita recession over 2023-24 despite
economic growth remaining positive.
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5.4 Full employment

Study tip

A definition of employment and unemployment
While the overriding emphasis in this chapter will be a
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some form of income or reward. In this respect, employment is
a key component of economic activity and provides the impetus
for growth in the economy and improvements in living standards. While there are many examples of people being
‘employed’ in all manner of pursuits, the statistical definition of employment is quite specific.

To be classified as ‘employed’ by the ABS, one needs to be over 15 years of age and working more than one hour per
week in return for some form of measurable remuneration (such as wages). To be classified as ‘unemployed’, one
needs to be over 15, without work or working for less than one hour per week, and actively looking for (more) work.
Based on these ABS definitions, there are countless examples of people who would consider themselves to be gainfully
‘employed,” but may be considered unemployed (such as people working voluntarily for charities and simultaneously
seeking paid employment). Similarly, there are numerous examples of people who perform valuable roles in society
who are neither considered employed nor unemployed, such as stay at home parents or people caring for others with
illnesses.

The goal of full employment

The ideal of every government in the world is to have a situation where every person that wanted a job is actively
employed in the economy. This ideal, however, is rarely achieved in a market-based economy because the most efficient
allocation of resources may actually require that some unemployment exists at any particular time — this is sometimes
called the ‘natural rate of unemployment’ (see below). Accordingly, full employment has traditionally been regarded
as that level of unemployment that exists when the government’s economic growth objective is achieved and where
cyclical unemployment is non-existent. This means that when the economy is growing at its maximum ‘sustainable’
rate, unemployment should be at its lowest point, and everybody who wants a job should be able to find one without
a prolonged seach.
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The Government’s ‘White Paper on Jobs and Opportunities’, published in late 2023, broadened Australia’s full
employment objective from one that was more narrowly focused on achieving the maximum sustainable level of
employment consistent with low and stable inflation. This effectively meant that, prior to 2023, the government’s goal
centred around a desire to achieve the maximum sustainable rate of reduction in unemployment by lifting the pace at
which economic growth could be maintained without running into inflationary and external pressures. Or more simply,
trying to reduce the rate of unemployment to its NAIRU level (see below).

The White Paper makes it clear that the full employment goal now has two components:

Sustained full employment: ensuring that employment is as close as possible to the current maximum sustainable
level of employment that is consistent with low and stable inflation.

Inclusive full employment: broadening labour market opportunities, by lowering barriers to work, and reducing
structural underutilisation to increase the level of employment that can be sustained in our economy over time.

The first component is very similar to the goal as previously declared, with a focus on ensuring that cyclical unemployment
is kept to a minimum (ideally reduced to zero). It is also consistent with the RBA’s notion of full employment, as
enunciated by the now RBA Governor, Michele Bullock, in the middle of 2023:

‘We think of full employment as the point at which there is a balance between demand and supply in the labour
market (and in the markets for goods and services) with inflation at the inflation target ... full employment
[also] means that people are able to find a job without having to search for too long. This does not mean an
unemployment rate of zero. There will always be frictions in the labour market that mean it takes time to find a
suitable job, including because the skills required do not match the candidates available or there are structural
impediments to employment.”

The second component of the Government’s new focus represents an attempt to address the structural factors, referred
to by the RBA Governor, that are preventing people from gaining employment . In other words, the Government intends
to focus on those labour market factors that are structural in nature (as opposed to cyclical) and result in labour market
underutilisation (i.e. unemployment plus underemployment). For example, the Government is not only focused on
the rate of unemployment (or even employment growth) when determining whether full employment is achieved, but
also on the level of labour force underutilisation (e.g. underemployment), the existence of structural unemployment,
the types of unemployment (e.g. youth and long term unemployment) and frictional factors that may be preventing or
delaying people from finding a job.

Typically, when cyclical unemployment is reduced to zero, it implies that any (natural) unemployment that still exists in the
economy will ordinarily be structural in nature, and made up of a combination of the following types of unemployment,
which will all be investigated more thoroughly in Section 5.6.

e  Structural unemployment — where the skills of the unemployed do not match the skills required by industry (i.e.
the skills required for the jobs that are available).

e Seasonal unemployment —where a person is unemployed because their skills are only demanded during certain
times of the year. The most common examples are fruit pickers and ski resort workers.

e  Frictional unemployment - where a person is unemployed for a period of time while they are moving from one
job to another.

e Hard core unemployment - where a person is unemployed due to mental, physical or other characteristics that
prevent them from receiving a job offer.

Government policies that attempt to reduce these types of unemployment relate to the second component of its full
employment goal —that is, to achieve inclusive full employment. This will necessarily require the use of budgetary policy
(see Chapter 8). Government policies that focus on the first component of its full employment goal (i.e. sustained full
employment) will necessarily require the use of both monetary policy (see Chapter 9) and budgetary policy.

NAIRU and the natural rate of unemployment

Sustained full employment typically involves the attainment of the lowest unemployment rate possible before inflation
begins to accelerate or the rate of unemployment that is consistent with low and stable inflation. This is sometimes
referred to as the Non Accelerating Inflation Rate of Unemployment (NAIRU). The NAIRU is also commonly referred
to as an economy’s ‘natural rate of unemployment’, where a healthy rate of economic growth (in the order of 3-4%
per annum) will still be accompanied by some unemployment. Indeed, this ‘natural rate of unemployment’ may
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be symptomatic of an efficient economy, where some levels of unemployment actually help to drive more efficient
outcomes over time, particularly if they are more transitory (temporary) in nature. For example, it is healthy and natural
for individuals to move from one job to another in order enhance their careers or seek new challenges, which is good
for efficiency. In addition, and somewhat controversially it is equally possible for some individuals to make a negative
contribution to efficiency when they are employed, and it might be in the national best interest that they remain
unemployed until education and training can boost their skills and/or employability.

Importantly, the natural rate of unemployment will be determined largely by the level of long-term unemployment
(i.e. those unemployed for more than one year), who are mostly made up of those suffering from either structural
unemployment or hard-core unemployment.

Commonwealth Treasury and the RBA previously estimated that Australia’s NAIRU was approximately 5%. However,
changes to the labour market and the economy more generally have caused the government to revise NAIRU estimates
downwards. First, Treasury published new NAIRU estimates in 2019, highlighting that NAIRU was closer to 4.5%, but
more recently the government has revised these estimates even lower to 4.25% as the unemployment rate continued to
decline to very low levels without any discernible increase in wages growth and inflation. Factors in the economy that
may be contributing to a lower estimate for NAIRU include the following:

° increasing labour market flexibility

° growth in casual/part-time work (due in part to growth in the gig economy)
° rising underemployment

° the reduced bargaining power of workers

° greater competitive pressures in product and labour markets

In the presence of these influences, the unemployment rate in the economy has been able to fall before labour market
tightness sets in and upward pressure is exerted on wages. In other words, spare capacity in labour markets (or excess
supply of labour) now exists at lower rates of unemployment. For example, over recent years, the growth in the gig
economy has enabled people to more easily offer their labour on digital platforms such as Airtasker, Uber, Deliveroo, etc.
Some of these people may have been structurally (or long term) unemployed in the economy, but are now included in
the definition of employed despite working relatively few hours. This ultimately allows the rate of unemployment to fall
further (i.e. structural unemployment falls) without any additional pressure on wages.

The relationship between the rate of unemployment and inflation over recent years suggests that the NAIRU is at least
4.25% (see Activity 5c). However, given the absence of any significant wages growth for a number of years (in fact real
wages growth was negative for a number of years prior to 2023), when the unemployment rate fell to as low as 3.4%, it
is indeed possible that NAIRU resides at 4% or even lower. The important point to note is that no one knows precisely
where NAIRU exists, and government estimates are typically backward looking given that they rely on the relationship
between past rates of unemployment and wage/inflation outcomes.

BoxiSHiSnhelPhillipsicunve

The Phillips curve depicts the relatively short run relationship or trade-

off that sometimes exists between inflation and unemployment. When

inflation increases in response to pressures from a growing economy, it is

usually associated with lower unemployment. Accordingly, government

efforts to reduce cyclical unemployment via demand management tools

(e.g. by increasing interest rates to reduce AD) typically results in inflationary

pressure. In contrast, lower inflation that accompanies lower economic

growth will usually be associated with higher unemployment, as the low rates

of economic growth rates lead to job losses. Any efforts by governments to

reduce inflation (e.g. by increasing interest rates to reduce AD) will then have

the potential to increase unemployment and jeopardise the achievement of

full employment. This relationship that is captured by the Phillips curve has

important implications for the use of macroeconomic demand management policies, which will be explored
in chapters 8 and 9. Note that the Phillips curve cannot account for the existence of stagflation, where low
economic growth and high unemployment exist alongside high rates of inflation. Similarly, it cannot account for
more ideal economic conditions where high economic growth and low unemployment occur alongside low rates
of inflation. Continual efforts by governments to exploit the ‘trade off’ between inflation and unemployment
result in a vertical long run Phillips curve, but this is beyond the scope of the VCE course.
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Activity 5c¢: Economic implications of a changing NAIRU?
The following is an edited extract from the March 2022-23 Budget.

The Non-Accelerating Inflation Rate of Unemployment (NAIRU) Chart 2.21: Implications of the NAIRU assumption
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%, tty %, %,
stable [i.e. non-accelerating] growth in wages and prices. The 45 Weone i conmumer prices 4%
difference between the NAIRU and the unemployment rate is 49 | NAIRU "-, - o et 40 40 b g™ ‘; NAIRU 4% 40
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economic forecasts in this Budget is 4% per cent. Treasury has 30 | alee | 30 30 Budget N\ =~ o 30
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historical economic data and econometric analysis. However, the ., | ¢ - [ 50 20 NARU 3% | 50
unemployment rate has fallen faster and lower than previously v NAIRU 3%
expected, without generating substantial wage increases. 15 118 15 15
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present in the economy may not have been captured in the ;
previous NAIRU assumption. Additionally, structural changes O =  mar w21 w22 2m23 2020
may have altered the wage and price setting dynamics in a way Source: ABS Wage Price Index, Australia Souce: ABS Corslimer’ Pricd delt Aktraia

which was not fully reflected in earlier estimates. [For example, and Treasury and Treasury
less secure forms of employment and the declining influence of
trade unions may have reduced the ability or capacity of workers to achieve pay increases during times of strong labour demand.]

One way to understand the influence of the NAIRU on the forecasts is through a concept known as the Phillips curve. It explains
the trade-off between the unemployment rate and stable wages or inflation. An unemployment rate below the NAIRU is
associated with higher wage and price growth, while an unemployment rate above the NAIRU is associated with lower wage and
price growth.

[We present three] ...scenarios to illustrate the impact the NAIRU assumption has on the [budget] forecasts [for wages growth
and inflation]. One scenario has a higher NAIRU of 4% per cent and the other a lower NAIRU of 3% per cent (Chart 2.21).
The scenarios hold the unemployment rate at the Budget forecast to illustrate the impact on wages and prices. As illustrative
scenarios, these results assume there is no change in monetary policy that would offset some of these price changes.

With the lower NAIRU assumption of 3% per cent, there is more spare capacity in the labour market compared to the Budget
forecast. This reduces annual wages growth to be % of a percentage point lower in 2022-23 and % of a percentage point lower in
2023-24. Over time lower wages growth leads to lower consumer price inflation, as firm costs are passed on to consumer prices.
CPI growth in the scenario is % of a percentage point lower in 2022-23 and % of a percentage point lower in 2023-24. In the June
quarter of 2024, through the year growth in both wages and CPl is [forecast to be] 2% per cent. A higher NAIRU of 4% per cent
results in an opposite impact, with through the year wages growth of 4 per cent in the June quarters of 2023 and 2024, and
through the year CPI growth of 3% per cent in the June quarter 2024.

There is limited recent experience in Australia with an unemployment rate below 5 per cent, adding to uncertainty around how
wages respond in such an environment. Regardless of the NAIRU assumption, it will take time for tightening labour market
conditions to become a key driver of inflation. The large degree of uncertainty around technical estimates of the NAIRU suggests
a degree of caution is required in framing fiscal and monetary policy. Overestimating the NAIRU could see policy tighten
prematurely and prevent Australia from attaining the goal of full employment. Source: www.budget.gov.au BP No. 1, Statement 2, page 60

Questions

Define NAIRU.

Identify the rate of unemployment that was considered to be consistent with NAIRU.

Describe how NAIRU could be used by policymakers to determine how much spare capacity exists in labour markets.

Explain why Treasury is likely to have reduced its estimate of the NAIRU over time.

Explain the relationship between unemployment and wages/inflation as described by the Phillips curve.

Draw a [Phillips curve] diagram to illustrate the relationship described in Question 5, with inflation on the Y (vertical) axis

the unemployment rate on the X (horizontal) axis.

Analyse whether the Phillips curve, as drawn in the diagram from question 6, can theoretically extend below the X axis.

Explain the impact that a lower NAIRU assumption [i.e. a NAIRU of 3.75% instead of 4.25%] has on the forecasts for wages

and prices. Use Chart 2.21 to illustrate your response.

Explain what might happen in the economy if the government attempts to expand the economy and achieve an

unemployment rate that is below the NAIRU. Distinguish the short run impact from the long run impact.

10. Explain what might happen to the NAIRU if casualisation of the labour force increased significantly and union influence
on wage settings deteriorated.

11. Discuss the implications for policy makers in the event that NAIRU is overestimated.

12. Discuss the implications for policy makers in the event that NAIRU is underestimated.

DICI BN
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Review cuestions 5.4

1. Define the term ‘employment’

2. Explain what is required for a person to be classified as ‘unemployed’ according to the ABS definition.

3. Define full employment and describe how the government’s goal for full employment has changed. In your
answer, refer to sustained full employment and inclusive full employment.

4. Define the ‘non-accelerating inflation rate of unemployment (NAIRU).

5. Describe how NAIRU relates to the government’s goal for full employment.

6. Describe one reason that might explain the fall in the NAIRU estimate from 5% to 4.25%.

7. Describe the relationship that is likely to exist between inflation and unemployment.

8. Explain what is meant by the ‘natural rate of unemployment.’
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5.5 Labour force measurement

The ABS collects labour force statistics via its monthly Labour Force
Survey. It surveys approximately 0.32% of the civilian population Study ti
(which includes 26,000 houses, flats, etc.) and ascertains the yup
‘employment status’ of those surveyed. From these results, it
‘extrapolates’ the figures to arrive at labour force statistics that are
typically representative for the entire country. To be classified as ||zl Bl il ae) A eelaxtel]leTaNa]del e kit oo e ii2a L]
employed, a person must be over 15 years of age and working for [[RUEEN eI g 7 B A RN 5 R e N

than one hour per week. To be classified as unemploved those workers on strike. Knowledge of these intricacies
more P - p Yea, | required for you to develop an understanding of
a person must be over 15, without employment (or working less [ R i1 ai gl e RN Lel T A Tzale] e bate ot Lk i
than one hour per week) and actively looking for work. be covered in later chapters.

The ABS definitions for employment and unemployment
are slightly more involved as they attempt to account

From the July 2024 figures, the ABS calculated that the total civilian population of working age (i.e. over the age of 15)
amounted to 22,499,607. We can separate this working age population into the following three categories:

A. Employed persons 14,469,571
B. Unemployed persons 637,073
C. Persons not in the labour force but of working age (over 15) 7,392,963

The ABS defines the labour force as all those people aged 15 and over who are willing and able to work. The labour force
therefore comprises both those who are employed and those who are unemployed (i.e. willing and able to work but
unable to find a job). Accordingly, (A) + (B) represent the labour force. As at July 2024, the size of the labour force was
15,106,644 people, made up of 14,469,571 employed and 637,073 unemployed.

The unemployment rate

The unemployment rate represents the percentage of the labour force that is unemployed. It is calculated by dividing
the number of unemployed by the total labour force. It is therefore calculated as follows:

U/E rate for month of July 2024 = __Unemployed X 100/1
[Seasonally adj figures] Employed + unemployed
Unemployed X 100/1
- Labour force
B This means that during July 2024,
- _ X 100/1 4.2% of all Australian civilians who
A+B were able and willing to work, were
unsuccessful in gaining employment
- _ 637073 X 100/1
14,469,571 + 637,073
- _ 037073 X 100/1
15,106,644
= 4.2%

The participation rate

The participation rate is defined as the percentage of the total ‘working age’ population (over 15) who are members
of the labour force - who are participating in the sense of either working or willing and able to start work, and actively
seeking work. The working age population is A+B+C (22,499,607 people) and it really represents Australia’s ‘potential’
labour force. Accordingly, the labour force participation rate tells us what proportion of our potential labour force is
actually in the labour force.
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The participation rate is therefore 67.1% as at July 2024 and was calculated as follows:

Participation rate (PR) Labour force Y100/
icipati - ——anourioree
for month of July 2024 Working age population
—Aa X 100/1
B A+B+C
15,106,644

15,106,644
22,499,607

= 67.1%

Hidden unemployment — discouraged job seekers

There are a group of potential workers who are not classified as members of
the labour force despite the fact they would like to work and would accept a
job offer. They are excluded from unemployment statistics because they have
become discouraged about their job prospects and are not actively seeking
employment. In this respect they are referred to as ‘discouraged job seekers’
or the ‘hidden unemployed’. Typically, people in this situation include those
who are considered too old by employers, those lacking necessary skills (e.g.
those who initially became structurally unemployed before they stopped
looking for work) and those who consider that labour market conditions
are extremely poor. These discouraged job seekers include those who may
have stopped looking for work during the 2020 recession and the associated
decrease in the demand for labour and rise in both the official rate of
unemployment, as well of the ‘effective rate of unemployment’ (See Box 5.2).

\

X100/1
14,469,571 + 637,073 + 7,392,963

This means that during July 2024,
67.1% of all Australian civilians who
were ‘capable of working' (i.e. people
over the age of 15) actively offered
their services to labour markets.
In other words, 67.1% of our potential
labour force were members of the actual
labour force.
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During 2020, the impact of the COVID-19 induced recession on labour markets was significant. The demand
for labour fell significantly as many businesses were forced to close or reduce operating hours. However, one

of the government responses to the disruption was the delivery of fiscal support in the form of a wage subsidy ¢
given to employers — referred to as the JobKeeper program. In short, the program was designed to provide |
many Australian businesses (those experiencing a 30% drop in revenue) with the necessary funds to maintain
employees ‘on the books’. This involved eligible businesses receiving a cash subsidy that effectively paid for |
some (or all) of the wages of their employees, regardless of the number of hours worked. This resulted in many
employees continuing to receive wages despite the fact that some of them worked zero hours. The effect on
labour force statistics of continuing to pay workers while they work zero hours was significant. It meant that
these workers retained the status of being employed and resulted in the official rate of unemployment being kept (
lower than otherwise.

To provide a more realistic indication of how the economic downturn was affecting ‘unemployment’, the Treasury
Department started to produced a statistic that focused on the ‘effective rate of unemployment’. This was '
defined as unemployment that includes those who have recently withdrawn from the labour force (i.e. those
entering the pool of ‘hidden unemployed’) and those still connected to their employer but working zero hours. (
For example, in testimony to the July 2020 Senate Select Committee on COVID-19, the secretary to the Treasury |
highlighted that the effective rate of unemployment for the months of April, May and June was approximately
15%, 14%, and 11% respectively, when the official rate of unemployment for those same months was 6.9%, 7.3%, |
and 7.4% respectively.

While the effective rate of unemployment eventually fell towards the official rate of unemployment, there was |
considerable anxiety about the plight of the ‘unemployed’ leading into 2021, as the government progressively (
withdrew its stimulus measures, such as the JobKeeper program. Many feared that the official unemployment
rate would increase towards 10% as some businesses would be forced to close in the absence of continuing (
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Underemployment and the underutilisation rate

Unemployment figures commonly featured in the press and quoted in Parliament do not capture the incidence of
underemployment (or disguised unemployment). The underemployed are those individuals that are classified as
employed, but who are at least partly ‘unemployed’ in the sense that they would prefer to be working more hours.

Itisimportantto understand the difference between these workers and those people considered the ‘hidden unemployed’
- the discouraged job seekers referred to in the previous section. They were the potential job seekers who were no longer
actively seeking employment, usually because of poor labour market conditions. However, underemployed workers are
very different. This measure will typically include those individuals who are working part-time (or casually) when they
prefer to work full-time (more than 35 hours per week). Alternatively, they may be underemployed because their
employer is operating below full capacity due to a downturn in economic activity, such as the 2020 recession.

In July 2024, there were an estimated 956,692 people who were underemployed, compared to 637,073 people who
were unemployed for the same period. These figures taken together (1,593,765) represent the number of people who
are ‘underutilised’. As a percentage of the potential labour force, this represents by an underutilisation rate of 10.5%.
This has been calculated as follows:

Unemployed + Underemployed

Underutilisation rate = g X 100/1
(uly 2024) Labour force

637,073 + 956,692 This means that during July 2024,

= X100/1 there were 1.6 million Australians

15,106,644 (or 10.5% of the labour force) who
_ . were underutilised in the sense that

- 10.5% they were either without work or

OR wanting to work more hours

= Unemployment rate + underemployment rate

4.2% +6.3%
= 10.5%

The existence of underemployment of over 1.5 million people in Australia
has highlighted a shortcoming of the government’s focus on unemployment
statistics as a measure of its success in managing the economy or achieving ‘full
employment’. The increase in the use of casual and part-time labour (e.g. the
casualisation of the labour force) reflects the increased flexibility within labour
markets, as well as the ongoing digitalisation of the economy (as discussed
earlier in the context of NAIRU) with people increasingly being able to offer
their labour services in the digital economy. While the provision of some of
this more casual labour is voluntary, there are many instances where workers
have been forced into a position of accepting casual or part-time employment
when full-time employment was the preferred option. In this respect, the
very low rate of unemployment underestimates the extent of labour market
spare capacity that is likely and overstates the success of government efforts
to achieve full employment. This relates to a falling NAIRU as discussed earlier.

JOBLESS

The recession experienced in Australia during 2020 and its impact on labour market statistics, as well as the ongoing
low rate of unemployment over 2023-24 in spite of very low rates of economic growth highlights how a sole focus
on unemployment statistics can be misleading. Chart 5.6 below shows the correlation between unemployment,
underemployment and the underutilisation rate since 2018. Over the first half of 2020, the unemployment rate
only rose from approximately 5.1% to 7.5%, when the economy experienced the largest economic contraction since
the 1930s. However, a far more useful indicator of the labour market impact at the time was the movement in the
underemployment rate, which increased from 8.2% to 13.8%, or the underutilisation rate, which increased from 13.3%
to 20.3%. Since the middle of 2023, the unemployment rate has risen relative to the underemployment rate, resulting
in an overall increase in the underutilisation rate.
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Chart 5.6
Unemployment, underemployment and underutilisation rates over last 4 years
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Accordingly, when determining the degree of spare capacity in labour markets it is necessary to look beyond the
unemployment rate in isolation, with the underemployment/underutilisation rates providing a more useful guide, in
addition to other data, such as hours worked, job vacancies and the length and duration of unemployment.

The movement in the three rates over the course of the 2020 recession is indicative of what typically occurs during
an economic downturn, with businesses retaining labour (or hoarding labour) and reducing hours worked rather than
dismissing employees outright. While businesses were provided with JobKeeper incentive to retain workers on their
books during the 2020 recession (see Box 5.2), the steep rise in the underemployment rate relative to the unemployment
rate, as seen in the chart, is a typical occurrence during an economic downturn. This is largely because businesses are
generally loathe to dismiss employees, as the costs of training new employees, combined with the loss of years of
experience, is a major disincentive. As the economy recovered over 2021-22, the underemployment rate fell more
quickly than the unemployment rate because the increased demand for labour by many businesses was satisfied first by
the existing ‘underutilised” workforce. For example, the growth in output resulted in businesses asking workers to work
more hours, which reduces underemployment (and the underutilisation rate) rather than the unemployment rate. Of
course, as the economic recovery gained increasing momentum over 2022-23, more and more of the increased demand
for labour was being satisfied by the employment of additional workers, which helped to reduce the unemployment rate
to 3.4% by July 2022. Since then, the economy has slowed somewhat, resulting in an increase in the unemployment rate
to 4.2% (and an increase in the underutilisation rate to 10.5%) by the middle of 2024.

Overall, the underutilisation rate provides a better indicator of the state of the labour market. In particular, it provides a
more accurate account of how changes in economic growth will, or have, impacted on both the demand for labour and
spare capacity in labour markets, which then has implications for employment, wages and inflation.

Relationship between participation and unemployment rates

When examining the relationship between the participation rate and the unemployment rate, it is necessary to
focus on how a change in the participation rate can impact on the unemployment rate and then how a change in the
unemployment rate can impact on the participation rate.

On the one hand, an increase in the participation rate is likely to cause a short-term increase in unemployment as the
new job seekers (i.e. the new entrants to the labour market) are immediately classified as ‘unemployed’ until they find
work. Over the longer term, however, a higher participation rate can lead to a reduction in the unemployment rate.
This is because a higher participation rate usually reflects a growing labour force, which means that the labour supply
increases, exerting downward pressure on wages (as there is greater competition for jobs) and/or upward pressure
on labour productivity (as a larger labour supply can force workers to increase effort). As a result, these factors can
increase the demand for labour, creating additional employment and reducing the unemployment rate.

On the other hand, a decrease in the unemployment rate is likely to induce a rise in the participation rate. This is
because some job seekers become encouraged about the prospects of finding work and enter the labour force. In other
words, workers who were previously classified as ‘discouraged job seekers’ (or hidden unemployed) are now more likely
to seek employment as the likelihood of success is greater.
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These relationships are highlighted in Chart 5.7 below.

Chart 5.7 Participation and unemployment rates (seas adj)
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The recession during 2020 resulted in large changes in both the unemployment rate and the participation rate as labour
market conditions deteriorated significantly. As highlighted earlier, the official unemployment rate climbed above 7%
[while the effective rate of unemployment climbed towards 15% - see Box 5.2] as the demand for labour decreased
in response to lower aggregate demand and production volumes across the economy. In this environment, many
Australians who lost their jobs (as well as those previously unemployed) lost faith in their ability to gain employment
and simply stopped looking for work. This partly explains the huge fall in the participation rate to 62.2% by May 2020.
However, it was compounded by the fact that many people who lost their jobs during this time did not search for a
new job because social distancing/quarantining/lockdowns made it either difficult or impossible for people to remain
engaged in the labour force. In addition, the Federal Government introduced a temporary relaxation of the job search
requirements that are ordinarily tied to the receipt of unemployment benefits. This caused a large-scale exodus from
the labour market, reducing the participation rate significantly and preventing the ‘official’ unemployment rate from
climbing towards 10%.

The fall in the participation rate and rise in the unemployment rate
during the latter part of 2021 largely reflects the effects of COVID-19
lockdowns in some states (e.g. Victoria and NSW). As many people
stopped looking for work, it caused the participation rate to decrease and
the unemployment rate to fall over 2020-21. This highlights the short
term relationship between the participation rate and the unemployment
rate that was referred to earlier, with decreases in the participation rate
triggering a short term statistical fall in the unemployment rate as the
exit of people from the labour force (or more specifically from the pool of
unemployed) causes the number of unemployed to fall as a proportion
of the labour force. However, once the lockdowns ended in October
2021, people re-entered the labour force, causing the participation rate
to rise and the unemployment rate to temporarily increase (as there are
more people looking for work which inflates the number of unemployed
people as a percentage of the labour force).

UNEMPLOYMENT

The rebound in the participation rate since then, to 67.1% by July 2024 partly reflects the reinstatement of the mutual
obligations requirement for job seekers (to actively look for work) after COVID-19. In addition, it reflects a return of some
degree of optimism following the continuing federal and state government fiscal stimulus programs, combined with
monetary policy support up until 2022 (see chapters 8 and 9). The fall in the unemployment rate to very low levels since
then is once again likely to be a key contributing factor behind the large growth in the participation rate. Importantly,
however, the higher participation rate is also attributable to the effects of deliberate attempts by governments to
increase the size of the labour force. This includes policy initiatives such as an increase in the retirement age, increased
funding for childcare, more generous paid parental leave, a return to higher levels of skilled immigration and subsidies
to employers taking on older (50+) Australians (See recent Budgetary Policy initiatives in Chapter 8 and Aggregate Supply
initiatives in Chapter 10).
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Review cuestions 5.5

1. Distinguish the unemployment rate from the participation
rate.

2. Define hidden unemployment and distinguish it from
underemployment. 1
3. Explain why the existence of ‘discouraged job seekers’ f ._ _“_.: a._,_.
makes ‘unemployment’ statistics misleading. Eﬁ i []h |8h[lll[§ §emu!oyeeca[%[ 51 %
4. Refer to Box 5.2 and explain why the ‘official’ rate of -"_’:s 'ills' umﬂmnlmuwmvﬂlawﬂﬂuvﬁmual'mcﬂhﬂﬂ : ~ experience

unemployment did not climb above 7.4% during the first = =N g"‘""d“ i ""'ﬂ“‘w:e g m»
half of 2020 when the economy experienced its largest ?f"l“!ﬁmef'f; :,m”
decline since the 1930s. ;

5. Definethe underutilisation rate and explain the difference
between underemployed and underutilised labour.

6. Explain what is likely to happen to the level of both hidden unemployment and underemployment when the
economy experiences an economic downturn.

7. Explain why the unemployment rate did not rise as quickly as expected over 2020 as the economy entered the
recession. In your answer, refer to changes in the rate of underemployment.

8. Explain why the rate of underemployment fell by a greater margin than the unemployment rate since 2020.

9. Define ‘casualisation of the labour force’ and outline how it can make unemployment statistics less relevant than
the underutilisation rate.

10. Discuss how a large rise in the participation rate may impact on the unemployment rate. Distinguish the short and
long term impacts.

11. Discuss how a large fall in the unemployment rate is likely to impact on the participation rate.

12. Explain how the ending of COVID-19 lockdowns in October 2021 influenced the participation rate and the
unemployment rate.

13. Provide some reasons to explain the rise in the participation rate to more than 67% by July 2024.
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Activity 5d: Calculation exercise [Labour force statistics]

From the following hypothetical labour force statistics, complete the tasks below. (Show your calculations and
beware - not all of the figures in the table are required for the answers!)

Labour Force statistics/data (hypothetical)

Item/category Numbers (000)
Population aged over 15 200,000
Labour force 150,000
Employed people full-time 100,000
Employed people part time and casual 35,000
Part time/casual workers wanting more work 4,000
(included in the 35,000)
People who would love to work but have 3,000
stopped looking
Unfilled vacancies 6,000
Unemployed people 15,000
Questions/tasks:
1. Calculate the unemployment rate.
2. Calculate the participation rate.
3. Calculate the underutilisation rate.
4. Calculate the number of people of a working age who are neither employed nor unemployed.
5. Identify the number of persons who are classified as ‘hidden unemployed’.
6. Assume that the economy improves and all of those previously ‘hidden unemployed’ start to look for work. Calculate a

new unemployment rate and participation rate.
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Activity 5e: True or False exercise [Labour force]
Answer true (T) or (F) to the following statements:

Statement T F

An increase in employment will always result in a decrease in the unemployment rate

An increase in immigration will cause the participation rate to rise

An increase in the pension age to 67 will cause the participation rate to fall

Anne Teak, an experienced school teacher, injured her back at work after slipping on a wet path. She has
been home recuperating for 5 weeks and is therefore unemployed

The ‘discouraged worker’ effect refers to those workers in the workforce who are working below potential
due to dissatisfaction with their job

Unemployment will usually peak during a boom in economic activity

Voluntary unpaid workers are considered employed for the purposes of the ABS

An increase in the unemployment rate will most likely result in a lower participation rate

Hidden unemployment and disguised unemployment are the same thing

The underutilisation rate will usually be below the unemployment rate

Activity 5f: Classification exercise [Labour force]

Categorise each of the following persons as either employed(E), unemployed (U) or not part of the labour force (N).

Description E U N

Syd Dowen, a proud father of 7, has been desperately trying to find work and refuses to accept
social security payments (e.g. unemployment benefits)

Bill Loni is a full-time student who is looking for a part-time job

Ima Hogg has been disciplined by his employer, Hungry Jack, for eating a few too many hamburgers
during his shift. His hours have been reduced from 40 per month to two hours per month

Anita Little is a 16 year old student who would like to leave school and get a job

Amanda Lynn was the music teacher at Ding Dong College before taking stress leave due to
repeated issues with her partner Al Coholic

Horace Cope has decided to quit work and travel overseas with her best friend Chrystal Ball

Dinah Mite is currently on strike from the Victorian police bomb squad in search of better wages
and conditions

Dick Tate is an English teacher at a private school who was promoted to the Commerce Faculty in
search of greater prestige and the coolest faculty members

Gladys Canby won Tattslotto with her friend Jack Pott and has simply not turned up to work for 3
months. Her American boss, Doris Shutt, has laid her off

Joe King is a Melbourne comedian who has not had a gig for several months. He continues to seek
gigs at local pubs in order to earn some money

Jim Naysium works at the Fitness Centre for 2 hours per week without pay in order to gain some
experience. He would dearly love to work more hours and be paid

Myra Manes is a qualified funeral director who sent her final job application in the mail more than
3 months ago. She is fed up with trying to get a job as she considers that the job market is pretty
much dead
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5.6 Causes and types of unemployment

When defining unemployment in Section 5.4 earlier, we introduced a number of different types of unemployment, such
as cyclical unemployment and structural unemployment. In this section, we will examine in closer detail the causes
of these, and other, types of unemployment. In general terms, there are two major causes of unemployment. First,
unemployment that is caused by insufficient levels or growth in aggregate demand (cyclical unemployment). Second,
unemployment caused by structural, seasonal, frictional and hard-core factors, which is often referred to as ‘natural
unemployment’.

Cyclical unemployment

Aggregate demand (AD) revisited

As was discussed in detail in Chapter 4, AD measures the total spending on Australian made goods and services. It
is worth recalling, here that the Australian Bureau of Statistics likes to break up aggregate demand into a number of

components. This helps economists and researchers to isolate changes in spending patterns and the information can be
used to develop policy initiatives. As was explained previously, the AD equation is:

AD=C+I1+G+X-M

Consumption demand
Investment demand
Government demand
Exports

Imports

ZX0~N
NN

What is the relationship between a lack of aggregate demand and unemployment?

As discussed earlier, the demand for labour is considered a derived demand because it is derived from the demand
for goods and services. Therefore a fall in AD, or slow growth in AD, will typically mean that production targets for
future periods will be reduced. Lower sales and provision of services will mean that producers will need less labour in
the production process. As a result, the lack of AD will cause cyclical unemployment. In other words, the demand for
labour will fall and, given that wages are unlikely to fall, there will be a surplus of labour in the market, which causes
unemployment.

John Maynard Keynes, author of The Means to Prosperity and The General Theory 7 S
of Employment, Interest and Money, suggested that the effects of a decrease in
demand in one section of the economy could have ripple effects through the
rest of the economy. He described this as the multiplier effect, which can be
both positive and negative. If there is a decrease in consumer confidence for ﬁ
example, households may choose to save a greater portion of their income

because they are concerned about their future employment prospects. In doing

so, their spending on goods and services will decrease. Shopkeepers and the /
providers of services will notice a decline in business activity and look to reduce N

production levels. This will lead to a decrease in the derived demand for labour =

and should result in an increase in the unemployment rate and/or a decrease

in the number of hours worked. As a result, disposable incomes are likely to fall

which will initiate another round of decreased spending, and the initial effect is multiplied throughout different sectors
of the economy.

N

Cyclical unemployment is generally associated with economic downturns, such as the 2020 recession, which are
typically part of the business cycle (see Chapter 4). During these periods, confidence and AD decrease significantly and
the unemployment rate rises sharply. Unemployment during the Great Depression, for example, was estimated to be
30%, during the recession of the early 1990s it was 11% and during the 2020 recession it would have climbed above
14% without the government wage subsidy (JobKeeper program) that prevented hundreds of thousands of people from
joining the unemployed pool. As noted in Box 5.2, Treasury calculated that the ‘effective rate of unemployment’ almost
reached 15% in April 2020.
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What might cause aggregate demand to decrease?

There are a range of demand-side factors that can cause aggregate demand to fall. Some of them are influenced by the
government and others are outside the government’s control. Government policy responses to unemployment will be
discussed from Chapter 8. Some common AD and AS factors affecting AD were covered in a theoretical setting in Chapter
4 and the impact that these factors have had on the unemployment rate over the past two years will be examined in
Chapter 6. However, it is worth focusing on a few key factors that impact on cyclical unemployment.

Consumer confidence (sentiment)

Consumer confidence aims to measure the general feeling of positivity or
negativity about the future state of the economy. Households will tune into
the information contained in the media and make an assessment about
their future employment prospects and whether they are likely to gain a pay
rise. If sentiment decreases this means that consumers may become more
cautious with their income. It is reasonable to expect that during periods
of low consumer confidence, such as during the recession of 2020, that *
households will save a greater portion of their income and be less willing to
take on new debt. As a result the demand for goods and services decreases,
and, as explained above, as AD decreases, cyclical unemployment can
increase.

Economic growth in our major trading partners

Between 20% and 25% of Australia’s AD is determined by the incomes and purchasing habits of foreign nations. If
a major trading partner such as China had a reduction in its rate of economic growth, this mean that the growth
in demand for Australian exports would also decrease. China’s continuing growth up until recently was one of
major reasons why Australia’s rate of economic growth remained positive during periods when other advanced
economies (such as the USA, Japan and the Eurozone) were in decline (e.g. following the global financial crisis of
2008-9). Chinese growth allowed the mining sector in Australia to expand at a rapid rate, fuelled by high commodity
prices and the flow on effects for investment and production. It meant that incomes from mining increased, which
eventually flowed into other sectors in the economy via the multiplier effect. As explained earlier, as AD increases,
this can cause cyclical unemployment to decrease. The much lower growth rates in China over 2023-24 are having
the reverse effect, impacting negatively on commodity prices and exerting negative pressure on Australia’s rate of
economic growth during 2024.

Interest rates

Interest rates represent the rewards from lending (saving) and the costs of borrowing. Indebted households are
very sensitive to changes in interest rates. Most households have home loans with variable interest rates, which
essentially means that the interest rate charged by their lending institution can change at any time. When interest
rates increase, the indebted households must pay more back to the bank in interest and as a result the amount
of money they have left over after paying their bills has decreased. This amount left over is sometimes called
discretionary income. A decrease in discretionary income is likely to lead to a decrease in spending on goods and
services. Interest rates in Australia are heavily influenced by the Reserve Bank of Australia’s monthly board meeting
(where the cash rate is determined), but also by the banks themselves (who take into account the cost of the money
they acquire to lend to households and businesses). An increase in interest rates can therefore increase cyclical
unemployment because it can reduce spending, leading to a decrease in the demand for labour.

The exchange rate

The exchange rate will have an influence on the demand for Australian-made goods and services because it affects
relative prices. Whenever an Australian business sells a good or service they generally want to be paid in Australian
dollars. An appreciation of the Australian dollar will mean that foreigners will need more of their currency to obtain
each Australian dollar. Therefore, the demand for Australian products will therefore decrease as they become
relatively more expensive when compared to foreign made goods and services. This results in a decrease in the
demand for exports and/or an increase in demand of imports to replace the Australian-made products which are
now relatively more expensive. For example, a high Australian dollar reduces the incentive for foreigners to visit
Australia for a holiday and at the same time it encourages more consumers to use the Internet to buy their products
from cheaper overseas suppliers online. This will reduce the AD and lead to greater cyclical unemployment.
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Natural unemployment

As discussed earlier, there will continue to be unemployment even during times of strong AD, when there is an absence
of cyclical unemployment. This ‘natural’ unemployment arises in the economy due to structural, seasonal, frictional and
hard-core factors.

Unemployment caused by structural changes - structural unemployment

There can still be a relatively high unemployment rate even when there is strong demand in the economy. Prior to the
global financial crisis, the Australian economy experienced 17 years of positive, uninterrupted economic growth and the
unemployment rate fell to as low as 4% in early 2008. This is a very low rate of unemployment, but at the time there
were still approximately half a million Australians who could not find work. The existence of structural unemployment
helps to explain why it was very hard for the unemployment rate to be reduced any further.

During the long economic boom, there were many jobs available but those who were unemployed did not have the skills
to fill the vacant positions. Generally speaking, structural unemployment is caused by a mismatch between the skills set
of the unemployed and the skills that are needed in the economy. It can be caused by a range of factors including those
factors listed below.

e The implementation of new capital and technology which
render the skills of some workers obsolete. Over time, many
occupations have disappeared because inventors have
created capital which can complete the work more efficiently
(and cheaper) than labour resources. For example, robotics
caused structural unemployment in the motor vehicle
manufacturing sector and ATMs/internet banking has caused
structural unemployment in the banking industry. Artificial &
intelligence (Al) is also creating structural unemployment |
as machines become increasingly adept at replicating some
cognitive functions of humans. This includes self-driving
vehicle technologies replacing professional drivers (e.g. at
Australian mines), advanced drone technologies replacing
couriers, and improved telecommunications technologies
replacing receptionists and telemarketers.

e Changing patterns of demand occur as tastes and fashion change. This means that demand for some goods and
services may fall while others increase. The problem is that the change in demand doesn’t necessarily mean
that those whose jobs are no longer required can move straight into working somewhere else. Retraining may
be necessary and this will take time, and in some cases the person may be too old or unable to undertake the
training, or the training may not be provided or available. For example, the decline in physical CD sales due
to legal and illegal downloading of music may have caused structural unemployment in the music industry,
and the preference for online over traditional store retailing has caused structural unemployment in the retail
sector.

e The increased use of outsourcing can cause structural unemployment, especially if businesses relocate their
core practices to another country. This has been particularly evident in the Australian manufacturing sector,
with many jobs in the textile, clothing and footwear sector disappearing as firms have outsourced activities
to lower cost offshore suppliers. Similarly, many Australian businesses have outsourced their information
technology requirements and/or call centre work to contractors in less developed economies, including India
and the Philippines, who are able to provide a ‘similar’ level of service at a fraction of the cost. Those Australian
workers previously with skills in these areas have therefore become structurally unemployed.

e  Structural unemployment can also be caused by business restructuring that ordinarily occurs in a dynamic
capitalist economy like Australia’s. Businesses will continually search for better or more efficient ways of
producing goods and services in order to reduce costs, and this can sometimes can at the expense of workers.
For example, during the 1990s, a number of companies downsized their workforces and many middle managers
became redundant. Instead, many companies chose to hire consultants rather than have permanent employees.

e Some government microeconomic reform policies may also cause short-term structural unemployment. While
large-scale reforms have largely been absent over recent years, reforms such as privatisation and corporatisation
of Government Business Enterprises (GBEs) that occurred in the past (e.g. in the telecommunications and
energy sectors) had lasting impacts on structural unemployment. To the extent that there are calls for further
microeconomic reforms in the future, including the continuation of trade liberalisation and the possibility of
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large-scale tax reform, we can expect structural unemployment to increase as a result.

As noted earlier when discussing the lower NAIRU, the rise of the gig economy over recent years has made it easier for
unemployed people (with redundant skills) to re-enter the labour market
to offer some hours of work on digital platforms, such as Uber. To the
extent that this is occurring in the economy, it serves to underestimate the
true extent of structural unemployment.

Frictional unemployment

Economists don’t worry too much about frictional unemployment. It is
caused when a person has left or finished a job and has yet to find a new
job. In some ways it can be seen as the product of an efficient economy, as
workers are seeking better opportunities in growing industries. Frictional
unemployment can also be common for those in the construction industry
whose employment may be disjointed because it is project based.
Contractors may also experience short periods of frictional unemployment
when they are between jobs.

Seasonal unemployment

Seasonal unemployment occurs for those workers whose skills are not in demand at certain times of the year. There are
certain professions where economic activity is limited to a period of the year, and therefore for the rest of the year they
may be unemployed. Therefore, seasonal unemployment may affect fruit pickers, ski-instructors and tourist operators.
Seasonal unemployment can also increase at the end of the school/university year as there is an influx of graduates who
are all looking for work simultaneously.

Hard-core unemployment

Hard-core unemployment is generally caused by individual
characteristics of the unemployed person. Some extreme
commentators have labelled people in this category as
unemployable. For some this could be true. Hard core
unemployment could therefore be caused by a criminal record,

Study tip

A knowledge of both hard-core and seasonal

o . ) o unemployment is no longer required knowledge
a drug addiction, a mental illness, a physical disability or lack of |7 NG g PAER 7)o AL T L A 1 L

desire to genuinely seek work. This final characteristic may result |[2ZZRIde0T /NI N Il 7l B0 Ha R 118 Vg ] s

examples of types of unemployment that will ordinarily

in people registered for Centrelink benefits looking for jobs they exlstwhen the economyisiat fulllemployment,

know they won’t get in order to meet Centrelink requirements
that they actively seek work in order to retain their benefit.

Review questions 5.6

Define aggregate demand (AD) and in your answer summarise the key components of AD.

Explain how a reduction in AD is related to cyclical unemployment. In your answer, refer to the multiplier effect.

Describe the relationship between the business cycle and cyclical unemployment.

Explain how each of the following can contribute to an increase in cyclical unemployment. In your answer refer

to the key component(s) of AD that are affected:

e |lower consumer confidence

e weak growth in our major trading partners

e higher interest rates

e higher exchange rate

5. Explain why unemployment can still exist in an economy despite periods of strong rates of economic growth. In
your answer refer to natural unemployment.

6. Describe five factors that can account for the existence of structural unemployment in Australia.

7. Distinguish structural unemployment from frictional unemployment.

el o
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Activity 5g: Types of unemployment

Identify the type of unemployment applicable to each situation below. You must select from Cyclical (C), Structural (S), Seasonal

(SL), Frictional (F), Hard Core (HC) as well as Hidden(HD) and Disguised unemployment (D).
Description

Gary is a sheep farmer and shearer but is finding it very difficult to get shearing work since
synthetic materials are now in such high demand compared with wool.

C

S

SL

HC HD D

Rommy works as a ski instructor at Mt Hotham each year. However, at present it is summer and
there is no snow.

Peter loves travelling around Australia with his mates in his van. He is not keen to work and
doesn’t see the point of people getting stressed over working long hours and receiving average
pay. He would rather live on unemployment benefits.

Due to the global financial crisis (GFC), the firm Cam works for lost profits due to falling demand
and falling consumer confidence. It has had to downsize and Cam lost his job.

Louisa works for a government business enterprise (GBE) that has just been privatised. The
company will retrench many workers and Louisa will lose her job.

Barbara is an accountant and after 10 years with one major accounting firm, she has left to look
for work with another accounting firm. She has been looking for work for four weeks.

With the Australian dollar appreciating so much, the domestic tourism industry has been hard
hit and Marnie has lost her job in the hospitality industry.

Juanita is a shearer but now that the shearing season is over, he has no work.

John worked for a car parts company but due to lower tariffs on imported cars and less
government subsidies to domestic car companies, the company he works for will close and he
will not have a job.

Monique is an alcoholic and despite having some work on and off, she finds it difficult to keep
jobs.

Yasmina works for a firm that has invested a lot of money in automating its assembly line, and,
as a consequence, he has lost his factory job and is no longer needed on the factory floor.

Dusty has been working part-time as a cabaret singer but would like a full-time job as a wedding
singer

Phuong has been at home for seven years raising a young family. Now that all of her children
are at school, she is keen to re-enter the workforce and earn extra income for her family. She
has applied for a few jobs, unsuccessfully, but is actively looking for work, including having her
name listed with a recruitment company.

High interest rates in Australia have had a negative impact on business costs. As a result, Frida’s
firm sacked her.

George has a criminal conviction and has spent time in jail. With a limited education and a
criminal record, he finds it hard to get work.

Isa works for a well-known shoe-manufacturing business, but due to the company’s inability to
compete with cheap imports from China, the business must close and she will be unemployed.
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5.7 The consequences of not achieving full employment
Loss of gross domestic product (GDP)

The pursuit of full employment helps to avoid the real economic losses associated with unemployment in terms of
lost production or output. With greater employment and lower unemployment, there are multiplier benefits to the
economy in terms of higherincomes earned being spent on goods and services which then creates additional employment
opportunities and income generation over time. In this respect, high unemployment makes it more difficult to achieve
strong rates of economic growth that are necessary to achieve growth in (material) living standards over time, as
measured by real GDP (or real GDI) per capita.

Unemployment also means that valuable labour resources are not being utilised in the production process and therefore
the country is not operating at its productive capacity. Accordingly, as the unemployment rate grows, particularly long
term or structural unemployment, the loss of skills over time will have negative supply side effects on the economy.
Those unemployed will simply be unable to contribute to the economy.

While high unemployment rates will result in costs to the economy, it is also true that some unemployment can result
in offsetting supply side benefits that help to minimise the net losses associated with high unemployment rates. Higher
unemployment rates will be associated with low job vacancy rates because the demand for labour will be relatively low
and excess supply of labour will exist across many industries and occupations. This can both increase labour productivity
levels, because workers know there is a greater risk of dismissal, and reduce wage costs, as some workers will accept a
lower wage to gain employment. The combined effect is to reduce real unit labour costs for businesses, which helps
to reduce prices (or inflation), boost competitiveness and stimulate both AD and real GDP. Similarly, firms will tend
to face reduced wage demands from workers (and their unions) who have less economic bargaining strength when
unemployment rates are high. These influences are likely to result in less industrial disputation (e.g. fewer strikes)
and higher productivity, once more triggering inflationary pressure and causing longer term damage to the Australian
economy.

Loss of tax revenue

Higher unemployment rates will also have a negative impact
on the government’s budget (see Chapter 8) as fewer people
will be paying income tax. Given that individual income tax
receipts are the major source of total government revenue
(approximately 50% of all government cash receipts) it
means that the government will have less money to fund
the provision of a host of government provided goods and
services that support Australian living standards. For example,
the government will have less to spend on services such as
education, health, defence and national security which all
help to improve the living standards of other Australians.
In addition, the government will be required to spend more 0

on welfare or income support as unemployment numbers

rise. If the government chooses to maintain expenditure at

previous levels, the loss of tax revenue necessarily results in a bigger budget deficit (or smaller surplus) unless the
government decides to raise tax rates. These measures will have negative effects on economic growth and further
compromise living standards because higher deficits result in more government debt which negatively impacts on the
government’s interest burden as well as interest rates in the economy more generally. These were precisely the issues
faced by the Australian government over the course of 2020-21, as the coronavirus induced recession resulted in a
significant reduction in income tax revenue, which contributed to historically high budget deficits and a large increase
in government debt (see Chapter 8).

Greater income inequality

High rates of unemployment will tend to increase 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 other
words, the gap between high and low income earners will widen. 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.
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Reductions in living standards

Ultimately, high rates of unemployment reduce living standards of Australians on a number of levels. 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. To illustrate, an individual working 38 hours per week
should receive a minimum wage of $915.90 (the federal minimum wage),
which equates to $47,627 per year before tax. While this is not a large sum of
money, it should enable the worker to enjoy a reasonably dignified standard
of living. However, if a worker became unemployed, their weekly income
will have fallen to approximately $408.45 per week (or $21,239 per annum),
which was the rate for a single person receiving JobSeeker Allowance (i.e.
unemployment benefit). This will have significantly reduced the material
living standards of those becoming unemployed as they could purchase far
fewer goods and services.

Higher unemployment (or reductions in employment) will also tend to
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-pecuniary benefits that employment brings.
This includes an improved sense of connection to the community and a higher self-esteem or self-worth. In addition, the
longer the person becomes unemployed the more likely it is they will lose their skills, and this perpetuates the problems
associated with being unemployed because people find it harder to become readily employable. This means that the
effects of long term unemployment are even more negative for a person’s overall standard of living than periods of short
term unemployment.

There are a host of other social costs that can be related to high rates of unemployment. This includes the possibility
of more 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 for long periods. The enormous impact of
unemployment on the individual is considered in detail in Activity 5h. Living standards will also be negatively affected
by those factors referred to earlier. In particular, the loss of tax revenue and the impact on the government’s ability to
provide services as well as the greater income inequality and the negative impact this could have on social cohesion.

The effects on inflation if unemployment is too low

The relationship between lower rates of unemployment and the rate of inflation was covered earlier during the discussion
of NAIRU and the natural rate of unemployment. The relationship can also be summarised by the Phillips curve, which
was covered in Box 5.1.

Essentially, as the unemployment rate falls, it generally reflects a tightening labour market, where the demand for
labour is high relative to the supply of labour. Like any market, shortages in some occupations will then develop and
employers will bid up wages in order to attract labour. Accordingly, there will be an inverse relationship between the
rate of unemployment and the rate of growth in wages such that continuing falls in the rate of unemployment are likely
to be associated with faster growth in wages. Therefore, while the government is keen to achieve full employment via
the appropriate use of budgetary and monetary policies, it is also cognizant of the problems associated with attempting
to reduce the unemployment rate to levels that are too low (i.e. to levels that are below NAIRU).

This can be illustrated with reference to what has occurred over the past couple of years, with the fall in the rate of
unemployment to less than 4% (even as low as 3.5% in 2023) at a time when NAIRU was thought to be approximately
4.25%. Despite the precise level of NAIRU being uncertain, the RBA in particular was worried that the very low rate
of unemployment reflected a tight labour market, with limited spare capacity, that would ultimately result in an
unacceptable rise in wages. Given that higher wages exert upward pressure on both demand for goods and services and
the costs of production, it results in an increase in both cost and demand inflationary pressures. The RBA was therefore
concerned that a very low rate of unemployment, one that was likely to be below NAIRU would increase both inflation
and inflationary expectations, creating a wages/price spiral that had the potential to lock in high rates of inflation for
the medium term. This is one of the reasons behind the RBA’s decision to aggressively tighten monetary policy (i.e.
increase interest rates) from 2022, despite the absence of any concrete evidence that wages growth was accelerating
to excessive levels. The RBA continued to tighten monetary policy over 2023 as inflation continued to be excessive and
annual wages growth accelerated from 2.4% in early 2022 to more than 4% by the end of 2023. [The policy implications
will be explored more fully in chapters 8 and 9.]
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Activity 5h:
The mental health impact of unemployment

This is an edited extract from Chapter 2 of a report produced by a House of
Representatives committee titled ‘An inquiry into issues specific to mature-age
workers’.

The psychological and social costs of prolonged unemployment during the productive
years of life impact harshly on the quality of life of affected individuals and families.
Experiences of low self-esteem and loss of self identity impact on physical and mental
health and can extend to broader consequences of social isolation and the loss of
social networks and support. The impact of redundancy causes family disruption
and breakdown. At the very least it reduces people’s sense of membership and
contribution to the life of the community.

‘For 11 years | have been working directly with unemployed people at the grassroots
levelin training and case management. | have seen, heard and felt the human misery
and suffering that unemployment has inflicted upon people...I have seen how this
savage impact can foster suicidal tendencies, marriage breakdowns, drug and
alcohol abuse and much more that will never be disclosed.” (K. Boyne, South East
New South Wales Area Consultative Committee)

Loss of self-esteem and confidence resulting from job loss can operate as barriers
to re-employment. For many people, work provides a social network and often a
reason for social interaction. Loss of income also limits the ability of people to attend social outings.

Mission Australia argued that one of the serious consequences of isolation from the workforce is that it reduces prospects
for re-employment. Contact through social networks is a very important means of finding out about available jobs. A further
consequence is a loss of social standing that increases the sense of isolation and alienation experienced through no longer
being part of the workforce. Terms such as ‘dole bludger’ abound so that not only is a person’s self image negative, it is reflected
back at them via the media and society in general...they are seen as being a burden on taxpayers.

There is a strong feeling among mature-age people that once they no longer have paid employment, they begin to become
invisible. Work was reported as being important for mental stimulation, in providing social contact for those with limited family
networks and as a means of structuring time. Loss of employment also results in people losing a sense of being in control of
their destiny.

Overall, unemployment is often psychologically and financially devastating for those who experience it and for those who are
dependent upon them. There is substantial evidence of the negative health effects, not only for the unemployed person but
also for his or her family.

Source: http://www.aph.gov.au/Parli y_Busi /Cc ittees/House_of _repr ives_C ittees?url=ewr/owk/report/chapter2.pdf.

Questions

AR S U NI

Define the term redundancy and explain how it may contribute to family disruption and breakdown.
Describe the possible link between unemployment and alcohol/drug abuse.

Outline the possible link between unemployment and self-esteem.

Explain how the loss of self-esteem can act as a barrier to re-employment.

Explain how isolation from the workforce reduces the prospects for re-employment.

‘Unemployed people are dole bludgers and a burden on taxpayers.” Discuss the validity of this statement.
Explain how loss of employment can result in ‘people losing a sense of being in control of their destiny’.

Review cuastions 5.7

1.

Explain how high rates of unemployment can have a negative impact on real GDP. In your answer refer to aggregate
supply and/or productive capacity.

Explain how high rates of unemployment can also provide some positive supply side benefits to the economy. In
your answer refer to productivity and labour costs.

Outline why high rates of unemployment are likely to result in significant reductions in the government’s tax revenue
and explain how this can negatively impact on living standards. In your answer refer to the government’s budget
deficit and the level of government debt.

Describe one way that high rates of unemployment can reduce material living standards. In your answer refer to the
effects on inequality and/or poverty

Describe one way that high rates of unemployment can reduce non-material living standards or the ‘quality of life’
enjoyed by Australians.

Outline the consequences associated with a rate of unemployment that is considered to be too low (e.g. below
NAIRU).
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5.8 Low and stable inflation (price stability)

Prices of goods and services will be changing on a regular basis in a modern market capitalist economy like Australia’s.
Some prices fall over certain time periods for a number of reasons, such as the improvement in technology that has
seen the price of motor vehicles, computers, telecommunications equipment and electronics all fall over the past 10 - 20
years. Conversely, other prices increase over time for a variety of reasons that will be explored soon. Inflation occurs
when the price rises outweigh the price falls to deliver an increase in ‘average prices’, or a sustained increase in the
general or average price level over time.

‘Inflation refers to a sustained increase in the general or average price level over time’

The Reserve Bank of Australia (RBA) is the government body with the primary responsibility for achieving ‘stability of
the Australian currency’. This means that the RBA tries to ensure that Australia has a stable value of the dollar in terms
of its purchasing power over goods and services. This is commonly referred to as the RBA’s goal to achieve a low and
stable rate of inflation, also referred to as price stability. The RBA’s specific inflation target is to contain the increase in
‘consumer price inflation’ to 2-3% on average over time, where consumer price inflation represents the rate of inflation
as it applies to Australian consumers. It therefore excludes ‘producer price inflation’ (inflation as it relates to business
costs) and it is commonly measured by the Consumer Price Index (CPI).

Why does the RBA target 2-3% growth in consumer price inflation?

The Australian Government is keen to avoid the economic costs associated with a high inflation rate, as these costs are
ultimately borne by all Australians as consumers of goods and services (see consequences of high inflation in Section
5.11). It targets a range for inflation (2-3% on average over time) instead of a specific rate of inflation (e.g. 2% as is
the case in the USA and the European Union) because it provides the RBA with the flexibility to shift its focus away
from inflation (and allow it to climb towards 3%) in an effort to achieve higher economic and employment growth. This
flexibility is required for monetary policy to properly operate within its charter and act as a key stabilisation policy of
government. A range for inflation of 2-3% also provides a more realistic target that allows for national variations in the
rate of inflation over time.

Why not target an inflation rate of zero? Study tip

There are three main factors preventing the RBA targeting an |G i 0e) Aty el Te Nzt te Lo e N e AR e el
inflation rate of zero. of policy more generally, reference to ‘currency’ in the
current context means ‘prices’. It does not mean that
the RBA’s primary aim is to ensure that the exchange

1. Small amounts of inflation actually allow for reductions in (IRl
the ‘real’ prices of some goods and services (particularly
labour services) without a reduction the ‘nominal’ price (e.g. the nominal wage). For example, during a recession
it may be necessary for some wages to decrease as demand for labour falls. However, wages are generally
‘downwardly rigid’ in nominal terms, thereby causing some unemployment. This means that if the economy is
experiencing some inflation, the real wage can reduce without a reduction in the nominal wage.

2. Some inflation is really accounted for by rising quality of goods and services, which may not be fully captured in
CPI figures. (Hence, CPl is said to overstate the extent of inflation.) For example, inflation of 4% for a year is less
of a problem if the average quality of goods and services increased by 4% over the period and the ABS was not
able to accurately account for these quality improvements in its calculations.

3. It may create other economic problems like growth rates that are too low, increases in unemployment and/or
even deflation.

Deflation versus disinflation

Deflation is the opposite of inflation. It refers to a sustained decrease in the general or average price level, which
means that prices on average are falling. It occurs relatively infrequently in Australia, with 2020 being the most recent
exception, with prices falling by 1.9% in the June quarter and by 0.3% for the year ended 30 June 2020. Deflation is
distinct from disinflation, which refers to a fall in the rate of inflation. For example, between March 2023 and March
2024, the annual rate of inflation fell from 7.0% to 3.6%. This means that prices on average still rose over the year ended
March 2024 (i.e. inflation still occurred), but they did not rise as rapidly as they did during the year ended March 2023.

While both disinflation and deflation can be beneficial for economies, helping to improve purchasing power of consumers
and increased competitiveness, a prolonged period of deflation can be damaging to an economy and employment
because some consumers will delay their purchasing decisions in the expectation that goods and services will cost less
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in future. For example, a consumer might be thinking about taking a holiday within Australia but might delay the trip
because they anticipate that it will cost less to travel in a year or two’s time. This reduces consumption and production
and has negative implications for employment, incomes and living standards. In addition, deflation is likely to encourage
firms to delay investment decisions until signs of higher prices (or a stronger economy) begin to re-emerge.

mqms.s

Define the term inflation.

Define the RBA’s inflation goal.

Explain why the RBA does not have a rigid inflation target (such as 2% per year).
Outline the problems associated with having an inflation target of zero percent.
Discuss why deflation is an undesirable outcome for an economy.

Explain the difference between deflation and disinflation.

Explain how deflation can be both good and bad for an economy.

NOUAwNE

5.9 Measurement of inflation - the Consumer Price Index (CPI)

The Federal Government requires a reliable indicator for inflation, given that many economic policy decisions are
influenced by inflation outcomes. The Consumer Price Index (CPI) is the best and most reliable indicator of consumer
price inflation. It is calculated by the Australian Bureau of Statistics on a quarterly basis to determine the change in the
prices of goods and services purchased by the average Australian household. It does this by collecting approximately
100,000 prices of more than 1,000 goods and services that are purchased by private households in the eight Australian
capital cities, where these make up approximately two-thirds of the Australian population. This is called the ‘basket’
(and is sometimes called the ‘regimen’). Each of these goods and services is then categorised into eleven larger groups
before being further categorised into sub-groups. Weightings are then attached to each group (and sub-group) to
reflect their relative importance to the typical Australian household. This is done to ensure that any price change more
accurately reflects the impact of price changes on the average household.

Chart 5.8 reveals that of the total amount of money spent on goods and services by the typical Australian household, the
largest proportion (21.7%) was spent on housing while a much smaller proportion was spent on education (4.3% ). This
relatively high weight for housing means that a 10% increase in housing costs (such as rent and other occupancy costs)
will have a much larger impact on the overall CPI (and therefore the average price level) than a 10% increase in the price
of education (such as school fees and the cost textbooks).

Chart 5.8
CPI Weightings (Feb 2024)
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In the past, the ABS would update the weighting patterns every six years. However, since 2018 it has re-weighted the
expenditure categories on an annual basis to ensure that it can more accurately capture the impact of price changes on
the average Australian household. For example, the most recent analysis of consumer spending patterns in early 2024
revealed that the weighting for the alcohol and tobacco category fell from 7.87% in 2023 to 6.98% in 2024, reflecting that
expenditure on tobacco, in particular, has fallen over the period due to declining rates of cigarette smoking. In contrast,
the weighting for Recreation and Culture increased from 10.84% to 12.55%, reflecting that an increasing number of
Australians are holidaying overseas (post the lockdown restrictions over 2020-21) and the fact that international airfare
prices remain relatively high.



Chapter 5: Domestic macroeconomic goals

Why use index numbers to calculate inflation?

Index numbers are used by statisticians to provide a meaningful
way to record movements in the price or value of items that are able 0 ar P o de
quite diverse in nature. Without the use of an index, it would be

too difficult for the ABS to calculate an average price of goods and L2008 1337
services when we have such a wide range of goods and services, Sep-2023 135.3
such as fridges, cars, cigarettes, petrol, light globes, milk, etc. Dec-2023 136.1
Once all prices are. gathered and categorised they ’Tmre ultimately Mar-2024 137.4
converted into one index number for each quarter which represents

the ‘average price’ of goods and services compared to a particular Jun-2024 138.8

‘base period’ (this is set at 100.0). An index number on its own is

meaningless. It needs to be compared to the base year index number or the index number from a previous period to
provide the rate of growth in the CPI (or inflation). For example, Table 5.2 includes the CPI figures for the most recent
five quarters and it reveals that the CPI for the June quarter 2024 was 138.8 compared to a base year figure of 100. The
number 138.8 means nothing in isolation. However, when compared to the base year (which is 2011-12) it highlights
that average prices have increased by 38.8% since then.

It is standard practice to calculate and report inflation rates for the most recent quarter or year, which requires a
comparison of the index number in the latest period to the index number in the previous period (a quarter or a year).
This is achieved by using the following formula, which calculates the rate of inflation between June 2023 (when the CPI
was 133.7) and June 2024 (when the CPI was 138.8) as 3.8% for the year to end June 2024.

138.8-133.7

Annual inflation rate = X 100
(June 2024) 133.7
5.1
- 133.7 X 100
= 3.8%

The quarterly rate of inflation is calculated by using the index numbers for two particular quarters and determining the
rate of growth between these quarters. For example, using the CPI numbers in Table 5.2 reveals that the rate of inflation
in the June quarter 2024 is 1.0%. This is derived in the following way:

Quarterly inflation rate 138.8-137.4
June 2024) = 137 4 X 100
1.4
= 1374 X 100
= 1.0%

The annualised rate of inflation for the June quarter 2024 is easily determined by multiplying the quarterly figure by
four. For the June quarter of 2024, the annualised rate of inflation was therefore 4.0% and was derived in the following
way:

Annualised inflation rate = Quarterly inflation rate X 4

1.0% X 4
= 4.0%

This clearly indicates that inflationary pressures remained relatively high in the June quarter of 2024 given that an
annualised rate of inflation of 4.0% (as well as the annual rate of inflation of 3.8%) was above the top end of the RBA’s
target range of 2-3%. In this environment, the RBA was keen to maintain its restrictive monetary policy stance by keeping
the cash rate at 4.35% (see Chapter 9). This is despite the fact that the bulk of inflationary pressures stemmed from
‘supply shocks’, such as the war in Ukraine and its effects on energy prices, as well as negative rates of productivity
growth, labour market constraints (e.g. skills shortages) and the COVID-19 induced supply constraints that, in part,
contributed to the positive output gap (referred to in Chapter 5 and again in Chapter 9) that has been the driving force
behind inflationary pressures over 2023-24. In short, this has meant that growth in aggregate supply has failed to keep
pace with growth in AD, resulting in higher prices and inflation. To the extent that these price rises are more temporary
in nature (e.g. due to one off ‘supply shocks’), it leads into a discussion of headline versus underlying rates of inflation.
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Variations of the CPI — headline and underlying rates

The inflation rates calculated above are referred to as the headline rate of inflation. This means that they capture the
price movements of all goods and services contained in the CPl. Accordingly, the 3.8% inflation rate for the year to end
June 2024 refers to the ‘headline rate of inflation’, or simply ‘headline inflation’. Governments will also seek to gain
a picture of the underlying inflationary pressures that exist in the economy in order to assist in policy formulation (see
Chapter 9). The ABS and RBA produce a set of inflation statistics that are derived from the original CPI, but exclude
various prices in order to arrive at an ‘underlying rate of inflation’. This is sometimes referred to as the ‘core rate of
inflation” and represents an attempt to remove the impact of irregular or temporary price changes that otherwise would
provide a misleading indication of both inflationary pressures and the medium-term trajectory of inflation.

The two main underlying or core measures of inflation are the trimmed mean and weighted median series. The
trimmed mean is the most commonly used underlying measure and starts with the headline CPI before removing (or
trimming away) the 15% of items whose prices increased the most and the 15% of items whose prices increased the
least (or even decreased). The trimmed mean therefore includes the average price changes of the middle 70% of the
goods and services whose prices changed over the relevant period and therefore ignores unrepresentative price changes
(such as a very large reduction in fuel prices during one quarter as a consequence of a price war amongst oil producing
nations). The weighted median involves using the price change that sits in the middle of the range (referred to as the
50th percentile), such that large price increases or decreases do not influence this measure of inflation. The RBA and
ABS also calculate an inflation figure based on the normal CPI but excluding the ‘volatile items’ of fruit and vegetables
and fuel. This underlying measure is referred to as the “CPI all groups excluding volatile items” and will be below the
CPI headline rate when the prices of these volatile items are rising and will be higher than the headline rate when these
volatile prices are falling. For the year ending 30 June 2024, the inflation rates for each measure were as follows:

CPI Headline 3.8
RBA underlying (trimmed mean) 3.9
RBA underlying (weighted median) 4.1
CPI all groups excluding volatile items 3.7

The difference between the annual headline rate and the RBA underlying rates over the year to end June 2022 was due
largely to the supply shocks referred to earlier stemming from the war in Ukraine and COVID-19 supply chain disruptions.
These shocks resulted in one off increases in the price of fuel, which caused prices within the transport category to
rise by 13.1% (despite the temporary fall in fuel prices during April as a result of the halving of fuel excise). In addition,
one off increases in the price of construction materials inflated the cost to build houses and caused the prices within
the housing category to rise by 9%. These large price rises were excluded from the underlying measures and therefore
only impacted on the headline rate. However, they were reversed over 2023-24 as both fuel prices and construction
prices return to more normal levels. This has resulted in a convergence of both the headline and underlying rates since
late 2022, while the headline rate fell more quickly over 2023-24. The most recent fall in the headline rate below the
underlying rate is also partly a result of the introduction of one-off Energy Bill Relief Fund rebates that were rolled out

from the middle of 2023. The major divergences between the headline and underlying (trimmed mean) rates of inflation
since 2014 are summarised in Chart 5.9.

Chart 5.9
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