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A note to teachers and students

The authors have wri<en this text to closely rePect 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 
informa
on 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 sec
on 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 introduc	on to microeconomics: the market system, resource 

alloca	on and government interven	on

Key knowledge Chapter

references

Tick when

learned

1 the concept of rela
ve scarcity, including needs, wants, resources, opportunity cost and the 
produc
on possibility fron
er (PPF) model, and the three basic economic ques
ons

1.1 - 1.5

2 the meaning and signiBcance of economic eFciency, including alloca
ve eFciency, produc
ve 
eFciency, dynamic eFciency and intertemporal eFciency and their rela
onship to the PPF 
model

1.5 - 1.6

3 the condi
ons for a free and perfectly compe

ve market 2.2

4 the law of demand and the theory of the law of demand, including the income eNect and the 
subs
tu
on eNect

2.3

5 the demand curve, including movements along and shi5s of the demand curve 2.3

6 non-price factors likely to aNect demand and the posi
on of the demand curve, including 
changes in disposable income, the prices of subs
tutes and complements, preferences and 
tastes, interest rates, popula
on demographics and consumer conBdence

2.4

7 the law of supply and the theory of the law of supply, including the proBt mo
ve 2.5

8 the supply curve, including movements along and shi5s of the supply curve 2.5

9 non-price factors likely to aNect supply and the posi
on of the supply curve, including changes 
in the costs of produc
on, number of suppliers, technology, produc
vity and clima
c condi
ons

2.6

10 the eNects of changes in supply and demand on equilibrium prices and quan
ty traded 2.7 - 2.8

11 the meaning and signiBcance of price elas
city of demand and supply 2.10

12 factors aNec
ng price elas
city of demand, including degree of necessity, availability of 
subs
tutes, propor
on of income and 
me

2.11 

13 factors aNec
ng price elas
city of supply, including spare capacity, produc
on period and 
durability of goods

2.13

14 the role of rela
ve prices in the alloca
on of resources 2.9

15 the role of free and compe

ve markets in promo
ng an eFcient alloca
on of resources and 
improved living standards

3.1 + 3.2

16 types of market failure, including public goods, externali
es, asymmetric informa
on and 
common access resources

3.3

17 the role and eNect of indirect taxa
on, subsidies, regula
ons, adver
sing and direct provision 
as forms of government interven
on in the market to address market failure

3.3

18 one example of a government interven
on in markets that uninten
onally leads to a decrease 
in one of alloca
ve, produc
ve, dynamic or intertemporal eFciency

3.4

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

Tick when

mastered

deBne key economic concepts and terms and use them appropriately

construct and interpret demand and supply diagrams and a PPF model

interpret and analyse sta
s
cal and graphical data

gather, synthesise and use economic data and informa
on from a wide range of sources 

to analyse economic issues 
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Unit 3 Australia’s living standards
Area of Study 2: Domes	c macroeconomic goals

Key knowledge Chapter

references

Tick when

learned

The purpose of economic ac�vity 

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

4.1 - 4.2

20 the Bve-sector circular Pow model of income, including the role of households, businesses, 
government, Bnancial ins
tu
ons and the external sector in an open contemporary 
macroeconomy

4.3

21 the business cycle and its causes 4.4

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

4.5 - 4.6

23 the meaning and importance of aggregate supply and the factors that may aNect the level of 
aggregate supply in the economy, including quan
ty and quality of the factors of produc
on, 
costs of produc
on, technological change, produc
vity growth, exchange rates and clima
c 
condi
ons, and other events including government regula
ons and disrup
ons to interna
onal 
supply chains

4.7 

The Australian Government’s domes�c macroeconomic goals

24 the meaning of the goal of strong and sustainable economic growth 5.1

25 measurement of the rate of economic growth using growth in real Gross Domes
c Product 
(GDP)

5.2

26 consequences of not achieving the goal of strong and sustainable economic growth and its eNect 
on living standards, including environmental degrada
on, external pressures, high inPa
on if 
growth is too high, and high unemployment if growth is too low

5.3

27 the meaning of the goal of full employment, including the NAIRU (natural rate of unemployment) 5.4

28 classiBca
ons within the labour force, including employed, unemployed, hidden unemployed, 
long-term unemployed, underemployed and fric
onal unemployment

5.5

29 measurement of the labour force, including the par
cipa
on rate, the unemployment rate and 
the labour force under-u
lisa
on rate

5.5

30 the diNerence between cyclical and structural unemployment 5.6

31 the consequences of not achieving the goal of full employment and its eNect on living standards, 
including the impact on GDP and tax revenue if unemployment is too high and the eNects on 
inPa
on if unemployment is too low

5.7

32 the meaning of the goal of low and stable inPa
on (price stability) 5.8

33 the dis
nc
on between inPa
on, disinPa
on and dePa
on 5.8

34 measurement of the inPa
on rate using the Consumer Price Index (CPI), including the diNerence 
between the headline and underlying (core) rate of inPa
on

5.9

35 causes of inPa
on, including demand inPa
on and cost inPa
on 5.10

36 consequences of not achieving the goal of low and stable inPa
on (price stability) and its 
eNect on living standards, including erosion of purchasing power, development of a wage-price 
spiral, distor
on of spending and investment decisions, lower returns on investment, loss of 
interna
onal compe

veness if it is too high, and delayed consump
on and unemployment if 
it is too low

5.11

37 aggregate demand and aggregate supply factors that have aNected the level of achievement or 
non- achievement of the goals of strong and sustainable economic growth, full employment and 
low and stable inPa
on over the past two years

6.1 - 6.2

analyse how the forces of demand and supply eNect equilibrium price and quan
ty traded

analyse the responsiveness of the quan
ty demanded and the quan
ty supplied to 

changes in price

evaluate the role of free and compe

ve markets in achieving an eFcient alloca
on of 

resources
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Unit 3 Australia’s living standards
Area of Study 2:  Key Skills

Tick when

mastered

deBne key economic concepts and terms and use them appropriately

calculate relevant economic indicators using real or hypothe
cal data

construct, interpret and apply economic models including the Bve-sector circular Pow 

model of income and the business cycle

explain and interpret trends and pa<erns in economic data and other informa
on

gather, synthesise and use economic data and informa
on from a wide range of sources 

to analyse economics issues

apply economic concepts to analyse economic rela
onships and make predic
ons

evaluate the extent to which the economy has achieved the domes
c macroeconomic 

goals over the past two years and discuss the eNect of this on living standards

Unit 3 Australia’s living standards
Area of Study 3: Australia and the interna	onal economy

Key knowledge Chapter

references

Tick when

learned

38 the gains from interna
onal trade, including lower prices, greater choice, access to resources, 
economies of scale, and increased compe

on and eFciency

7.1

39 the balance of payments and its components 7.2

40 cyclical and structural inPuences on Australia’s current account balance 7.3

41 the composi
on and cause of net foreign debt and net foreign equi
es 7.4

42 the exchange rate, its meaning and measurement and the factors aNec
ng its value, including 
rela
ve interest rates, commodity prices and the terms of trade, demand for exports and 
imports, foreign investment, rela
ve rates of inPa
on, credit ra
ngs and specula
on 

7.6 - 7.7

43 the terms of trade, its meaning and measurement and the factors that may aNect the terms of 
trade, including commodity prices and produc
on costs in trading partners

7.5

44 interna
onal compe

veness and the factors that may aNect interna
onal compe

veness, 
including produc
vity, produc
on costs, availability of natural resources, exchange rates and 
rela
ve rates of inPa
on

7.8

45 the eNect of movements in the terms of trade and the exchange rate, and changes in 
interna
onal compe

veness on the domes
c macroeconomic goals and living standards

7.8 - 7.9

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

Tick when

mastered

deBne key economic concepts and terms and use them appropriately

explain key interna
onal economic rela
onships

explain and interpret trends and pa<erns in economic data and other informa
on

apply economic concepts to analyse economic rela
onships and make predic
ons

calculate relevant interna
onal economic indicators using real or hypothe
cal data

gather, synthesise and use economic data and informa
on from a wide range of sources 

to analyse and discuss economic issues
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Unit 4 Managing the economy
Area of Study 1:  Key Skills

Tick when

mastered

deBne key economic concepts and terms and use them appropriately

gather, synthesise and use economic data and informa
on from a wide range of sources 

to analyse economic issues and form conclusions

discuss the opera
on of aggregate demand policies

analyse the eNect of current factors on the se@ng of aggregate demand policies and 

living standards

predict the impact of changes in aggregate demand policies on the achievement of the 

domes
c macroeconomic goals and living standards

analyse the strengths and weaknesses of aggregate demand policies in achieving the 

domes
c macroeconomic goals and living standards

Unit 4 Managing the economy
Area of Study 1: Aggregate demand policies and domes	c economic stability

Key knowledge Chapter

references

Tick when

learned

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

8.2 + 8.10 + 
9.1 - 9.2

Monetary policy

47 the role of the RBA with respect to monetary policy as outlined in its charter 9.2

48 conven
onal monetary policy (cash rate target) and how it aNects interest rates 9.3 + 9.5

49 one example of the opera
on of an unconven
onal monetary policy tool from the past two 
years 

9.4

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

9.6

51 the stance of monetary policy: expansionary (accommoda
ve), contrac
onary (restric
ve) or 
neutral

9.7

52 the stance of monetary policy over the past two years and its likely eNect on the achievement 
of the domes
c macroeconomic goals and living standards 

9.7 + 
9.9 - 9.12

53 the strengths and weaknesses of using monetary policy to aNect aggregate demand and 
inPuence the achievement of the domes
c macroeconomic goals and living standards

9.13

Budgetary policy

54 sources of government revenue, including direct and indirect taxa
on; progressive, regressive 
and propor
onal taxes; and revenue from government businesses and the sale of government 
assets

8.3

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

8.3

56 the budget outcome: balanced, deBcit or surplus 8.4 + 8.12

57 the underlying cash balance (budget outcome), including as a propor
on of Gross Domes
c 
Product (GDP)

8.4

58 methods of Bnancing a deBcit or u
lising a surplus 8.9

59 the rela
onship between the budget outcome and the level of government (public) debt 8.9

60 the role of automa
c stabilisers (cyclical component of the budget) in inPuencing aggregate 
demand and stabilising the business cycle

8.5

61 the role of discre
onary stabilisers (structural component of the budget) in inPuencing 
aggregate demand and stabilising the business cycle

8.5

62 the eNect of automa
c and discre
onary changes in the budget on the budget outcome and 
government (public) debt

8.5 + 8.7 
+ 8.9

63 the stance of budgetary policy: expansionary or contrac
onary 8.8 + 8.12

64 the eNect of the budgetary policy stance and budgetary ini
a
ves over the past two years 
and their likely eNect on the achievement of the domes
c macroeconomic goals and living 
standards 

8.10 - 8.11 
+ 8.13

65 the strengths and weaknesses of using budgetary policy to aNect aggregate demand and 
inPuence the achievement of the domes
c macroeconomic goals and living standards

8.14
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Unit 4 Managing the economy
Area of Study 2:  Key Skills

Tick when

mastered

deBne key economic concepts and terms and use them appropriately

gather, synthesise and use economic data and informa
on from a wide range of sources 

to analyse economic issues and form conclusions 

discuss the opera
on of aggregate supply policies

analyse the eNect of budgetary, immigra
on and trade liberalisa
on policies on aggregate 

supply, interna
onal compe

veness, the achievement of the domes
c macroeconomic 

goals and living standards

analyse the eNect of an environmental policy on aggregate supply and living standards 

over 
me

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

Key knowledge Chapter

references

Tick when

learned

66 the use of aggregate supply policies to complement aggregate demand policies in promo
ng 
non-inPa
onary economic growth over 
me

10.1 - 10.2

67 the opera
on of aggregate supply policies in improving supply-side condi
ons through their 
impact on the quan
ty and quality of the factors of produc
on, the costs of produc
on and 
produc
vity, and the eNect on Australia’s interna
onal compe

veness, produc
ve capacity and 
aggregate supply

10.3

68 how one of the following budgetary policies is designed to aNect aggregate supply, Australia’s 
interna
onal compe

veness, the achievement of domes
c macroeconomic goals, and living 
standards::
• training and educa
on
• research and development
• subsidies
• infrastructure
• tax reform

10.4 - 10.5

69 the eNect of skilled immigra
on policy on popula
on, produc
vity and par
cipa
on and the 
subsequent eNect on produc
ve capacity, aggregate supply, interna
onal compe

veness, the 
achievement of domes
c macroeconomic goals, and living standards

10.6

70 trade liberalisa
on and its short-term and long-term eNects on Australia’s interna
onal 
compe

veness, the alloca
on of resources, aggregate supply, and the domes
c macroeconomic 
goals and living standards

10.7

71 one market-based environmental policy and its short-term and long-term eNects on aggregate 
supply, intertemporal eFciency and living standards

10.8

Proposed 	meline

Unit 3 – Australia’s economic prosperityUnit 3 – Australia’s economic prosperity Unit 4 – Managing the economyUnit 4 – Managing the economy

Area of Study 1:Area of Study 1:   approximately 6 - 7 weeks approximately 6 - 7 weeks Area of Study 1:Area of Study 1:  approximately 8-9 weeksapproximately 8-9 weeks

Area of Study 2:Area of Study 2:  approximately 6 - 7 weeks  approximately 6 - 7 weeks Area of Study 2:Area of Study 2:  approximately 6-7 weeksapproximately 6-7 weeks

Area of Study 3:Area of Study 3:  approximately 3 - 4 weeks  approximately 3 - 4 weeks Revision:Revision:  2 - 4 weeks.2 - 4 weeks.
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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 speciBed in the Study Design. These outcomes for each unit are linked to the key 

knowledge and skills as speciBed in the Study Design and re-produced on the previous pages.

Teachers must select two diNerent 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 examina
on will contribute the Bnal 50 per cent to the student’s study score.

Unit 4 Assessment

Outcome statement Marks 
allocated*

Assessment tasks

Outcome 1

Discuss the operation of aggregate demand policies and analyse their 

intended e�ects on the achievement of the domestic macroeconomic goals 

and living standards.

60
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.

Outcome 2

Discuss the operation of aggregate supply policies and analyse the e�ect of 

these policies on the domestic macroeconomic goals and living standards. 40

Total marks 100
*School-assessed Coursework for Unit 4 contributes 25 per cent to the study score.

Unit 3 Assessment

Outcome statement Marks 
allocated*

Assessment tasks

Outcome 1

Analyse how markets operate to allocate resources and evaluate the role 

of markets and government intervention in achieving e*cient outcomes. 35
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

Outcome 2

Analyse key contemporary factors that may have a�ected domestic 

macroeconomic goals over the past two years, evaluate the extent to 

which the goals have been achieved and discuss the e�ects on living 

standards.

40

Outcome 3

Analyse the factors that may a�ect 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

Total marks 100
*School-assessed Coursework for Unit 3 contributes 25 per cent to the study score.
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CChapter 1   
Fundamental Economic concepts

1.1 What is Economics all about?

Consider the following quote from The Reserve Bank of Australia’s Jacqui Dwyer:

“Economics is about how individuals and socie�es choose to allocate their limited resources to meet their 

needs and wants. It’s about how we respond to incen�ves, make trade-o1s, weigh up costs and bene2ts – and 

how we decide what is e4cient and [some�mes] what is fair.”

This speech focused on the declining number of people who are choosing to study Economics. This might be seen as 

an unfortunate development, as the study of Economics will assist in the development of your analy
cal skills and 

an understanding of the theories that can be used to explain many of the challenges facing the modern world. The 

recent increase in the fees that students will now have to pay to study Economics at university may further exacerbate 

this poten
al shorWall. But as we progress through the next two chapters, you may start to appreciate some of the 

consequences of the decision, one of which could be higher salaries for economists.

Economics is all around us. Each person makes what might seem to be 

small and insigniBcant 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 aNect decision making and analyses and 

evaluates the short-run and long-run consequences of these decisions. 

Given the complex nature of the human mind and the inBnite number 

of interac
ons that could take place, it is not surprising that economists 

o5en make mistakes with their predic
ons. One would hope that your 

on-going economics educa
on will give you a be<er understanding of 

both the costs and beneBts associated with your own decision making, 

as well as more insight into the diNerent perspec
ves that can be held on 

what might at Brst appear to be one-sided issues.

Economics is essen
ally a social science. Social sciences focus on human behaviour and social interac
ons. Like other 

social sciences, Economics tries to explain aspects of the way socie
es func
on; both the causes and consequences 

of human behaviour. Economics has evolved over 
me as con
nued research and inter-disciplinary inves
ga
on has 

resulted in a deeper understanding of the ways humans behave. Theories about how the economy operates that were 

once well regarded in the past have subsequently been tested using empirical research, resul
ng in a dismissal of some 

of these theories and the development of new ones.

As you con
nue to develop your knowledge of Economics, you may be faced with a number of key ques
ons that 

economists have a<empted to answer. Try to think deeply and crea
vely about possible solu
ons to some of these 

problems and create ques
ons 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 o5en disagree, and are engaged in 

regular debate. By the 
me you have Bnished Units 3 and 4, you are likely to think diNerently 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 
me, 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 ques
ons and issues that economists have considered:

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

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

• How are these choices inPuenced by new discoveries and technological change?

• Why are some people paid signiBcantly more than others?

• What factors inPuence the level of income earned?

• Why do some people become unemployed?
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• Why do prices change for goods and services? 

• Why do governments intervene in markets and how are living standards aNected by such interven
on?

• What factors inPuence world trade and how does interac
on with the rest of the world inPuence Australia’s 

living standards?

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

• How do government’s respond to global economic shocks, such as the disrup
on caused by COVID-19 since 

2020?

Economics as a discipline o5en faces much cri
cism. The 

models developed by economists are o5en based on a number 

of simplifying assump
ons 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 some
mes conPict 

with your own experience and understanding of the world. You 

are encouraged to ques
on the nature of these theories and the 

assump
ons that underpin them. Unlike a tradi
onal science 

subject, the outcomes are not, for the most part, absolute 

facts, and cri
cal thought and crea
ve thinking  are therefore 

encouraged in the study of Economics. 

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 Brst 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 inPuence buying and selling decisions.

Macroeconomic analysis builds on this founda
onal knowledge developed in microeconomics and a<empts 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 produc
on, the percentage of those who are considered unemployed and how quickly the general level 

of prices is rising. In Unit 4, the policy interven
ons used by the government will be considered in terms of their eNects 

on the key macroeconomic goals. 

Ac	vity 1a:  Ac	vity 1a:  Macro or micro?Macro or micro?
Complete the table to indicate whether the issue is predominantly a microeconomic or macroeconomic one:

Concepts/factors/eventsConcepts/factors/events MicroMicro MacroMacro

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 Brst home 

buyers

An increase in the inPa
on rate above the target of 2 to 3% on average over 
me

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 produc
on due to Poods on the east coast

A decrease in the price of Economics textbooks

The closure of a local bookshop due to increased compe

on from online sellers

An increase in the alloca
on of resources to the produc
on of avocadoes due to their 

perceived health beneBts

The opening of new urgent care health clinics

Why don’t economists agree?

Economists, as noted earlier in this chapter, o5en disagree on key economic rela
onships and how events might aNect 

an economy. At the 
me of wri
ng, the world economy was experiencing rapid increases in the general level of prices 

caused by a range of factors including the war in Ukraine, lockdowns in China, record low interest rates, Poods on the 

east coast of Australia and government spending programs. Not surprisingly, there was much disagreement about how 

to best tackle the combined eNects of these, and other factors. 
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Despite the healthy debate amongst economists about a wide range of conten
ous 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 star
ng point for any discussion about the economy. The principles outlined by Mankiw rePect 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.

Table 1.1 Mankiw’s “Ten Principles of Economics”Table 1.1 Mankiw’s “Ten Principles of Economics”
1 People face tradeoNs In order to get something you like, you usually have to give up something else.

2 The cost of something is what you 
give up to get it

Whenever a decision is made the decision maker looks at the explicit costs but also 
include the value of what they have given up.

3 Ra
onal people think at the margin This is another way of saying that a ra
onal person will do something if the extra 
beneBt of doing so exceeds the extra cost associated with the ac
on.

4 People respond to incen
ves The behaviour of people will change when the costs and beneBts associated with any 
ac
on change.

5 Trade can make everyone be<er oN Trade allows people and countries to specialise in what they do best. By trading, a 
country’s ci
zens are generally able to buy more goods and services and therefore 
increase living standards.

6 Markets are usually a good way to 
organise economic ac
vity

In his 1776 book An Inquiry into the Nature and Causes of the Wealth of Nations, 
Adam Smith observed that households and Brms interac
ng 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 some
mes 
improve market outcomes

In some cases markets are unable to eFciently allocate resources (referred to as 
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 
depends on its ability to produce 
goods and services

Income is derived from the produc
on of goods and services, so producing a greater 
volume of goods and services will increase living standards. Increases in produc
vity 
will mean that more goods and services can be produced from a na
on’s resources 
thereby increasing income and living standards.

9 Prices rise when the government 
prints too much money

When the government creates large volumes of its money, its value will fall. If this 
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 
trade oN between inPa
on and 
unemployment

Reducing inPa
on o5en results in a temporary increase in the unemployment rate 
because it may require policies that reduce the ability of consumers to spend.

As you proceed through this book and gain a deeper understanding of economics, keep Mankiw’s principles in mind. Try 

to regularly rePect upon and ques
on 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 star
ng point for any discussion of Economics and economic decision making. Other economists, who 

ques
on 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 socie
es and threaten the planet. If you have studied 

Unit 1 Economics, you may also ques
on the nature of the ra
onality principle as you will have inves
gated instances 

where humans make seemingly irra
onal choices (see Box 1.1). 

One of the challenges associated with learning about Economics is that the media and poli
cians o5en 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 jus
Bed. This means that when you access 

any media report on Economics, it is important to consider the mo
va
ons of the writer and their level of understanding 

of key economic issues. Where possible, try to access an alterna
ve viewpoint, especially when considering conten
ous 

issues. Be wary of simplis
c (populist) solu
ons 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 rePect constantly on what you are learning. While this may appear challenging at Brst, the rewards will come as you 

develop a deeper understanding of the human  condi
on and our role in the world.
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You are therefore encouraged to begin your studies of Economics with an open mind. Future genera
ons will need 

solu
ons 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 intergenera
onal equity, how to reduce the manipula
on and 

exploita
on of consumers, how to avoid a future economic crisis, how to make property more aNordable and how to 

reduce government debt. 

Box 1.1 Economists make assump
onsBox 1.1 Economists make assump
ons

When economists develop their models and theories, they o5en make simplifying assump
ons 
about human behaviour and the way variables might interact with one another. As we progress 
through the textbook, it might be useful to rePect upon and regularly challenge these assump
ons 
to deepen your understanding of the relevant theories. You may also gain some insight into why 
it is o5en diFcult for economists to make accurate forecasts and predic
ons. Four of the key 
assump
ons that economists make are outlined below.

1. Ceteris Paribus

Economists o5en want to know how one variable (such as price) aNects another (such as the 
demand for a par
cular 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 rela
onship is made using the assump
on ceteris paribus, which 
means that all of the other factors that might aNect the decision to buy the product at a point in 
me are held constant. The 
ceteris paribus assump
on is unlikely to rePect the real world but it helps to isolate key economic rela
onships. Econometric 
programs can test the validity of economic theories by isola
ng the eNect of the two (or more) relevant variables.

2. Ra	onal economic decision making

Economists also assume that humans are ra
onal decision makers. This assumes that whenever a decision needs to be 
made, an economic agent will consider all of the relevant informa
on and weigh up the poten
al costs and beneBts. This 
assump
on inherently implies that consumers (in par
cular), have access to perfect informa
on and know exactly what they 
are buying. It might also suggest that humans are devoid of emo
ons and that they can process the informa
on necessary 
to make the decision. Behavioural economists have devoted years of research to the ques
oning of this key assump
on. 

3. Consumers are u	lity maximisers and Brms are proBt 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 u
lity. This means that they  will, for example, purchase those goods and services that 
they believe will generate the highest level of individual sa
sfac
on. The models also assume that Brms will make decisions 
that maximise their proBts (which is equal to their revenue minus their expenses). Inherent in this assump
on also is that 
economic agents are ac
ng in their own self-interest.

4. Diminishing marginal u	lity

The consumer is assumed to beneBt from greater (rather than less) consump
on of a good or service. This is why products 
may be described as goods (rather than bads!). It is generally assumed, however, that each addi
onal unit of a good does not 
necessarily generate the same degree of sa
sfac
on. Economists argue that the more of a good or service that is consumed 
per period, the smaller the increase in total u
lity (sa
sfac
on) that is generated from the last unit. This is referred to as 
diminishing marginal u	lity.

1.2 Rela	ve Scarcity: needs and wants

Scarcity is the fundamental economic problem

If you ask someone who may have studied Economics what it is about, they may ini
ally struggle to provide you with 

a concise explana
on. As we have seen in Sec
on 1.1, there are a vast array of issues that could be considered in an 

economics course. Economics is o5en described as a subject about incen
ves, choices, and consequences. It is essen
ally 

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 rela	ve scarcity. Something is seen as scarce when it is desired but access to it is 

limited. We start by making the (perhaps challengeable) assump
on that our collec
ve needs and wants can never be 

fully sa
sBed (they are therefore considered inBnite). In contrast, the resources needed to meet all of our needs and 

wants have physical limits (they are therefore Bnite). If humans could a<ain all of their desires, would the concept of 

scarcity exist?

All economies face the problem of rela
ve scarcity, no ma<er how wealthy or resource-rich they are. Therefore 

Economics studies how diNerent economic systems a<empt to allocate scarce resources (discussed in Sec
on 1.3) to 

meet the needs and wants of their people. In fact, one could argue that the problem of scarcity is likely to get worse over 


me as more and more of the world’s Bnite resources are consumed and the size of the human popula
on increases.

Economic Fundamentals in Australia
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Economists o5en dis
nguish between needs and wants when they discuss rela
ve scarcity. A need is seen as good or 

service that is deemed to be necessary for one’s survival. As socie
es evolve over 
me, what is considered a need by 

some individuals (in rich industrialised na
ons like Australia) may be seen by others as a want (those who may be living 

in a less developed na
on like Zimbabwe). A want is therefore a good or service that is not necessary for one’s survival, 

but consump
on 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 telecommunica
ons services, electricity and healthcare? Are these needs or 

wants? Like many areas of Economics, there is no deBni
ve answer and each person will express a diNerent opinion on 

how they perceive each of these ’products‘. The economic models that are discussed throughout this book are based on 

another key economic assump
on; households seek to maximise  their needs and wants through their interac
ons in 

the economy and that for most people, these needs and wants cannot be fully sa
sBed. In other words, as one need or 

want is sa
sBed, another will emerge in its place. For example, you might be about to each lunch, but you will need to 

access more resources tomorrow and the next day, etc.

Economics as a discipline tries to improve the experience of humanity 

by seeking (constantly) to overcome the problems created by rela
ve 

scarcity. Scarcity makes it necessary for economic decision making 

to allocate resources to best meet the needs and wants of society.  

Economic agents cannot have everything they want and usually have 

a limited income they can use to meet their desires. They also cannot 

work 24 hours per day and therefore need to allocate their scarce 

labour resource to that area of produc
on that a) is within their skills 

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 con
nually 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.

Relative scarcity

Wants/needs Resources>

1.3 Resources and the key economic ques	ons

An economy is a place where scarce resources are allocated among compe
ng uses. Economists dis
nguish 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 produc	on, where the quan
ty and quality 

of these factors of produc
on has a big impact on na
onal living standards or welfare. The three factors of produc
on 

are as follows:  

• Land or natural resources refers to all those resources that occur in nature. These can be u	lised in the produc
on 

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 produc
on ul
mately 

depends on natural resources.

• Labour refers to the mental and physical eNort by humans in the produc
on process. For example, your teacher 

is currently exer
ng eNort to provide you with an educa
on and your doctor has to think deeply when presented 

with the challenges associated with diagnosing a pa
ent. A construc
on worker may be involved in more 

physical eNort than some other professions. In some cases people will become unemployed or leave the labour 

Study tip

Many of the theories and models that will be 
investigated in this course will be based on key 
assumptions. Assumptions are o1en needed to 
develop a theory and to explain key relationships 
between economic variables. While it might seem 
like an obvious assumption that ’needs and wants can 
never be satis2ed’ there will be some theorists and 
some individuals around the world who would openly 
question the validity of such a viewpoint. Therefore, 
as you progress through the course, pay particular 
a3ention to the assumptions that are explicitly stated 
and how these might a�ect the validity of economic 
predictions.  [Also see Box 1.1 ‘Economists make 
assumptions’]
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force (covered in Chapter 5) and may therefore be unable (or unwilling) to contribute their labour resource to 

the produc
on process. 

• Capital refers to those resources that have been made by combining labour and natural resources to create a 

more sophis
cated input in the produc
on process. Capital goods are made with the inten
on of making more 

goods and services in the future, and generally these will increase the eFciency with which natural resources 

can be converted into end-use products for consump
on. Examples of physical capital include machinery, tools, 

factories, infrastructure and ar
Bcial intelligence.

 

In some texts you will see reference to a fourth type of resource (or 

factor of produc
on) referred to as entrepreneurship or enterprise.  

This refers to the skills of those individuals who combine resources 

to produce goods and services.  They take Bnancial risks to establish 

enterprises and are extremely important to wealth crea
on for 

every na
on.  They not only include high proBle entrepreneurs like 

JeN 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 exper
se or skills to the business 

sector of the economy.

Due to the existence of rela
ve 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 ques
ons: 

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

All economies must decide on the diNerent goods and services that should be produced. For example, the Australian 

economy produces more educa
on services than it does television sets. Economic theories have been developed 

to explain why this occurs. In a predominantly market-based economy (such as Australia), the ques
on of what and 

how much to produce is assumed to be answered through the interac
on of demand and supply of independent 

self-interested consumers and producers. What to produce will also be aNected by government decision making. For 

example, during the COVID-19 pandemic, the Australian Government purchased millions of faces masks to protect 

medical professionals, and later purchased millions of Rapid An
gen Tests to increase the likelihood that educa
on 

services could con
nue to be provided.  However, there were a host of temporary measures that were introduced 

which limited the produc
on of goods and services, such as laws preven
ng live venues from opening and the 

forced closure of some ‘high risk’ manufacturing facili
es (such as meat processing plants). 

2. How will the goods and services be produced?

This key economic ques
on looks at the methods of produc
on that are employed to meet the needs and wants of 

society. Producers need to decide on the degree to which the produc
on process is labour intensive or how eNec
ve 

it might be to replace labour with technology, such as ar
Bcial intelligence. This decision is likely to be aNected by 

the rela
ve 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 produc
on process. Generally speaking, 

these decisions will be made by businesses to maximise their proBts (another key assump
on). How to produce 

will therefore be heavily inPuenced by the costs and beneBts associated with diNerent produc
on methods. In 

some cases, the government will inPuence how goods and services are produced. For example, governments o5en 

require that Brms alter their produc
on processes to meet occupa
onal health and safety standards. Alterna
vely, 

governments will typically legislate for  minimum wages to apply across the country. These types of interven
ons 

will tend to increase the cost of labour rela
ve to capital, and inPuence how Brms produce goods and services.

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

The Bnal key ques
on that all economies must consider is associated with the distribu	on of the beneBts derived 

from produc
on. 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 when answering this ques
on is 

the cause of much debate, and like many areas of economics there is not a deBni
ve solu
on that will sa
sfy all 

relevant economic agents. In Australia, this ques
on is largely answered based on who can aNord to buy what is 

Study tip

A note about language. In Economics, you will come 
across a lot of new terms. One term you will see o1en 
is ‘utilise’. Some students assume this is just a fancy 
way of saying ‘use’. Technically, in Economics, we talk 
about ‘utilising’ our resources or ‘capacity utilisation’ 
to signify that we mean they are being used for some 
bene2t or being used e�ectively.  

Study tip

In economics, we o1en use the expression ‘economic 
agents’ to refer to any entity (such as a person, 
household, government or business) that makes 
economic decisions.
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produced (which is aNected by the value of their economic contribu
on to the produc
on process). It is therefore 

heavily linked to markets. In most countries (and in varying degrees), the government will redistribute incomes (via 

taxes and transfers) to alter the access to goods and services as 

well as provide some essen
al items at reduced or zero prices. 

As you will discover in Chapter 3, the government will produce 

those goods and services that beneBt society but may not be 

proBtable for businesses in a free market (i.e. one without 

government interven
on).

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 op
ons available to countries 

when deciding which economic system will deliver the best outcome.

 

Relative scarcity Limited resources
Unlimited 

wants + needs

What 

to produce

  For whom 

  to produce

Choices

Figure 1.1

Relative scarcity and choices

How

 to produce

Box 1.2 DiNerent systems used to allocate resourcesBox 1.2 DiNerent systems used to allocate resources

Market capitalismMarket capitalism

A market is  any place that allows buyers and sellers to interact and exchange goods and 
services. This interac
on 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 inPuence the behaviour 
of these buyers and sellers. Capitalism refers to an economic system where the majority of 
produc
ve resources are owned by private individuals and Brms. Capitalists will therefore 
use their assets to generate revenue which mo
vates them to provide the goods and 
services that are demanded.

Planned SocialismPlanned Socialism

A completely diNerent type of economic system is one in which the government is primarily responsible for resource alloca
on. 
Governments may make long-term and short-term plans about what to produce, how to produce it and who receives the 
produc
on a5er it is produced. This is referred to as a planned economy. Socialism indicates that the majority of produc
ve 
assets are state owned (owned by the people of the country collec
vely) and therefore no one can beneBt excessively from 
producing goods and services.
 

Planned CapitalismPlanned Capitalism

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

Market SocialismMarket Socialism

Under this system the government owns most of the resources (socialism) but markets determine what goods and services are 
ul
mately produced (market system).  For example, the businesses may be owned by the government but their opera
ons would 
be le5 to independently appointed management who would try to maximise proBts based on what consumers wanted most.

Study tip

In the VCE 3/4 Economics course, we focus on the 
role of the Australian Federal Government and how 
it inBuences resource allocation. In reality, all levels 
of government (which includes State and Local 
governments) play an active role in re-allocating 
resources to areas considered to be in the national 
interest. They inBuence each of the key economic 
questions, which is further discussed in Activity 1b.
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Review Ques	ons 1.1 - 1.3Review Ques	ons 1.1 - 1.3
1. Explain why Economics is oGen 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 predic	ons made by economists will oGen be diHerent to the predic	ons made by other 

social scien	sts.
4. DeBne the term rela	ve scarcity. Explain why this is such an important concept when studying Economics.
5. Discuss the concept of rela	ve scarcity with respect to the 	me you have available to undertake all of the 

ac	vi	es you want to complete today.
6. Dis	nguish between microeconomics and macroeconomics.
7. Provide examples and explain the importance of each of the ‘factors of produc	on’.
8. Iden	fy the three essen	al economic ques	ons that each economy seeks to answer. Using Australia as an 

example, explain how the economy might answer each of these ques	ons.

Ac	vity 1b:  Ac	vity 1b:  Quick Thinking Ac
vity?Quick Thinking Ac
vity?
Consider a dairy farm. Iden
fy and classify factors of produc
on that might be used to produce a range of dairy 
products.

Natural Natural LabourLabour CapitalCapital

Ac	vity 1b:  Ac	vity 1b:  COVID-19, supply chain disrup
ons and scarcityCOVID-19, supply chain disrup
ons and scarcity
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 sani
ser and paper towels were virtually impossible to buy in 
some neighbourhoods. Once Rapid An
gen Tests (RATS) were made available, people would 
go to their local chemist and Bnd that there were none available for purchase. This might 
be described as a situa
on where there is a temporary increase in the degree of scarcity, 
with most economists believing that it was unlikely to persist for an indeBnite 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 inPated prices). Others simply chose to go without un
l 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 diNerent approaches taken by governments to the COVID 19 pandemic also had an impact on rela
ve 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. A5er two years 
of the pandemic, Shanghai, a city of 26 million people was again forced to lockdown. This not only had repercussions for local 
ci
zens, who faced a scarcity of food and essen
al medicines, it also caused major disrup
ons to supply as factories were forced 
to close down and truck drivers were not available to transport products to ports. This resulted in supply disrup
ons around the 
world and highlighted the interconnectedness of na
ons and how government decisions in one country can aNect 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 disrup
ons 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 
me 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 no
ceable 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 ques
ons – for whom to produce? The higher prices highlight how economies typically ra
on the scarce products, 
with those willing and able to pay the highest prices being the ones in the best posi
on to enjoy the consump
on of the relevant 
goods and services. 

Ques	ons
1. What is meant by the term rela	ve scarcity?
2. Iden	fy 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 rela	ve scarcity in the 

economy.
4. With reference to a relevant example, explain the link between rela	ve 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 

a cost (this relates to Mankiw’s Brst and second principles). By 

devo
ng this minute to wri
ng these words, the author is intrinsically 

sacriBcing their ability to allocate their 
me to their second-best 

alterna
ve. While the authors see the wri
ng of this book as their 

best choice, they also acknowledge that there is a cost in doing so 

(which is how economists tend to think). For example, the second 

best choice might be the design of a highly engaging lesson plan.

Whenever you are faced with a choice, there may be a myriad of 

alterna
ves available to you. Consider the alloca
on of your 
me on 

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

chat with a poten
al love interest online, eat dinner with your parents or sit in your room and learn more about the 

interes
ng theories developed by economists on human behaviour. Once you have made a choice, you have essen
ally 

foregone (given up) the ability to undertake the alterna
ves. Economists are generally only interested in the second best 

alterna
ve which is seen as the opportunity cost. It can be deBned as the value of the next best alterna
ve foregone 

whenever a choice is made.

To make this a li<le clearer, consider your decision to read this chapter, in prepara
on for your Brst assessment task at 

school. Assume that you have wisely decided that this is the ’best‘ use of your 
me. While you might not agree, the fact 

that you are actually reading these words is evidence that you have made this your Brst choice. In doing so, you may have 

sacriBced many alterna
ves such as those men
oned in the previous paragraphs. Let’s assume that you are reading this 

book late into the evening so your second best choice may be ge@ng a good night’s sleep so that you can concentrate 

be<er in class tomorrow. By choosing to read the book, you may in fact 

be foregoing the beneBts that are associated with deep restora
ve 

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 

s
ll 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 aNord to take an overseas holiday. The beneBts associated with 

this holiday is the real cost of the purchase, if it was the next best 

alterna
ve. If the person has a mortgage, then the opportunity cost might be the beneBts associated with paying oN 

their home loan sooner . It is important to remember that there can only be one opportunity cost, and that is the value 

of the next best alterna
ve, which has been foregone.

1.5 The produc	on possibility fron	er

One way of illustra
ng 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 produc	on possibility diagram (or produc
on possibility fron
er or 

curve – PPF or PPC.) Given that an economy must decide what goods and service it will produce to sa
sfy its ci
zens’ 

needs and wants, it would be reasonable to assume that there are an excessively large number of combina
ons of goods 

and services that could be produced in a na
on. The combina
on that is ul
mately chosen can be rePected using this 

simpliBed model. Whenever a combina
on of goods/services is produced using the available resources, it follows that 

another combina
on will no longer be achievable (i.e. there will be an opportunity cost).

Generally speaking, a produc
on possibility diagram is a simpliBed model that looks at the trade-oH between producing 

two par
cular goods or services. For example, we could assume that an economy could devote all of its resources to the 

produc
on of goods or services (or a combina
on of both goods and services). The model could be simpliBed further 

Study tip

When students are asked about the opportunity cost 
of a particular decision they sometimes create a long 
list of all the possible alternatives. Remember that the 
opportunity cost is only referring to the value of the next 
best alternative and there is no need to mention the 
3rd, 4th or subsequent choices as part of your answer. 
It is also important to remember that the value of the 
choice foregone is not the choice itself, but rather the 
bene2t you would have gained by making that choice 
(instead of the choice you made.)
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to show the decision to produce computers or guitars (or any other conceivable alterna
ves). The PPF could be used to 

illustrate a range of trade-oNs including:

• The alloca
on of hours in a day between working and leisure ac
vi
es

• How an economy allocates resources towards consumer versus capital goods (which might shi5 the PPF outwards)

• How a farmer allocates her scarce land between the produc
on of strawberries and raspberries

• 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:

• the economy has a Bxed amount of land, labour and capital

• the resources are being used in the most eFcient way to maximise produc
on.

Table 1.2Table 1.2

Produc
on combina
onsProduc
on combina
ons Produc
on of computersProduc
on of computers

 (units per year - million) (units per year - million)

Produc
on of guitarsProduc
on of guitars

 (units per year - million) (units per year - million)

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 Produc
on Possibility Fron
er (PPF), then it would appear like Figure 1.2, with the 

produc
on of guitars on one axis (in this case the y-axis) and produc
on 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 produc
on 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 

eFciently allocated their resources (using one measure of eFciency called technical eFciency which will be discussed 

in Sec
on 1.6).
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Figure 1.2:  Production Possibility Frontier

Guitars

Computers

A
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C

D

E
F

The PPF indicates that any point could be chosen and in doing so there would always be trade-oNs. 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 shi5 – a realloca
on 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 Brst 175 guitars. By producing more guitars and fewer computers, 

the economy has eNec
vely changed its alloca
on of resources (there is a realloca
on of resources because more land, 

labour and capital will be devoted to the produc
on of guitars and less will be devoted to the produc
on 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 combina
on of guitars and computers that is chosen will usually be determined through 
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the interac
on of demand and supply and therefore be heavily inPuenced by the needs and wants of consumers and the 

supply condi
ons that prevail in the market.

Important informa
on to note about this PPF:

• A movement along the PPF to the right and downward means a country is alloca
ng more to the produc
on 

of computers and less to the produc
on of guitars. To increase produc
on of computers the economy must 

sacriBce the produc
on of guitars. The opportunity cost of producing extra computers is therefore measured 

in terms of the lost produc
on of guitars.

• Produc
on points outside the PPF are not achievable today. This highlights the economic problem of rela
ve 

scarcity and the need for choice. The economy simply does not have enough resources to reach a produc
on 

point outside its PPF, since its PPF represents the maximum possible output using all its resources eFciently. 

However, an economy could manage to consume at a point outside its PPF if it chose to specialise in the 

produc
on of one good, such as guitars and traded some of these in exchange for computers, which may be 

produced cheaper/more eFciently 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 

consump
on levels in the future. These op
ons will be discussed further in Chapter 7.

• Over 
me, a country may expand its produc	ve capacity and therefore the PPF will shi5 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 u
lised in the produc
on 

process  (such as land, labour or capital), or people develop more eFcient produc
on techniques, whereby 

more output can be generated from the exis
ng resources (the inputs). This will be discussed in Chapter 4.

• Points inside the current PPF indicate that the economy is not alloca
ng its resources eFciently. It may 

also mean that some resources are either underemployed or unemployed (see Chapter 5) as the maximum 

poten
al produc
on levels are not being a<ained.

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 produc
on) will not always be u
lised in the most eFcient manner. The PPF can also be 

used to discuss the concept of eFciency and the diNerent ways that economists can measure the eFciency of resource 

alloca
on.  This is covered in Sec
on 1.6 below.

Review Ques	ons 1.4 - 1.5Review Ques	ons 1.4 - 1.5

1. DeBne the term opportunity cost and explain how it is intrinsically linked to the concept of rela
ve scarcity.

2. Consider the 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 cri
cal 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:

• purchasing a lo<ery 
cket

• ea
ng an apple

• going for a run

• smoking a cigare<e.

5. Explain how a produc
on possibility diagram demonstrates the trade-oN between producing two products. 

What are the key assump
ons associated with the construc
on of such a model?

6. Refer to Figure 1.2, which highlights the produc
on possibili
es for a small hypothe
cal economy.

a. If the 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. An economy seeks to achieve the most eFcient alloca
on of resources. In your own words, describe 

what this would mean for the hypothe
cal economy shown in Figure 1.2.

d. If the people valued guitars and computers equally, what would be the most eFcient alloca
on 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? 
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1.6 The nature and types of economic e8ciency
This Brst chapter has focused on the nature of the economic problem and how economies a<empt to answer the three 

key economic ques
ons of what to produce, how to produce and for whom to produce. Ul
mately the economy will need 

to allocate its scarce resources to produce the goods and services that best meet the needs and wants of its ci
zens. The 

alloca	on of resources that is achieved is therefore a discussion of where land, 

labour and capital are u
lised in the produc
on process and which par
cular 

combina
on 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 ques
ons for any economy and economists are also interested how 

eFciently resources are allocated. They want to know not only if produc
on is 

being maximised, but also whether eNorts 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 mee
ng the needs and wants of current 

genera
ons come at the expense of future genera
ons? Each of these ques
ons 

can be evaluated by looking at the diNerent measures of e8ciency discussed 

below.

Alloca�ve e4ciency

The most e8cient alloca	on of resources will be one that is able to maximise the sa
sfac
on of the needs and wants 

of society. If resources are allocated eFciently, the goods and services that people gain the highest level of u
lity from 

will be produced in the best possible way (i.e. the right goods and services will be produced, using the most eFcient 

produc
on methods).  Goods and services will be made in the right quan

es and will generally go to those people 

who value them the most.

When alloca
ve eFciency occurs, no resources will be wasted, and it will be impossible to make someone be<er oN 

without making someone else worse oN. From a produc
on point of view, the cost of producing a given output is 

minimised (or maximising the output from a given quan
ty of inputs) and from a consump
on point of view, the goods 

and services produced by society will provide the highest level of ‘collec
ve’ sa
sfac
on.

While this ideal may never be achieved in reality, it is certainly possible to make assessments about whether resources 

are being allocated more eFciently over 
me. A reduc
on in waste or higher living standards for a society may be 

some of the indicators used to assess whether a society is alloca
ng its resources more eFciently. 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 alloca	vely e8cient. This will occur when the alloca
on of 

resources chosen maximises society’s wellbeing. In a market economy this will be determined through the interac
on 

of demand and supply (which will be discussed in Chapter 2). Prices, which are assumed to be a measure of the 

addi
onal beneBts that consumers generate from each unit of consump
on, provide producers with a valuable signal 

that can help determine where they allocate their scarce resources. It would be unrealis
c to expect that any economy 

will be able to achieve alloca
ve eFciency, but it provides a benchmark against which the current alloca
on may be 

measured. 

Technical (or produc�ve) e4ciency 

This type of eFciency is said to occur when it is not possible to increase output without increasing inputs (resources). 

Therefore the most technically e8cient point of produc
on occurs where produc
vity is at a maximum and where 

average costs are at a minimum. Technical eFciency could therefore be improved if workers are able to produce more 

goods or services per hour worked (an increase in labour produc
vity). With reference to Figure 1.2, it is assumed that 

all points on the PPF are technically eFcient because all resources are fully employed and being u
lised eFciently.

Dynamic e4ciency 

This refers to how quickly an economy can reallocate resources to achieve alloca
ve eFciency or how quickly an 

economic en
ty can reallocate its resources from one ac
vity to another. This type of eFciency 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 eFcient market 

would be one where the movement of resources from the produc
on 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 Pexible 

workforce whose skills are transferrable.
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Because prices are o5en seen as ‘s	cky’ (i.e. slow to adjust) it takes some 
me 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 

ineFcient because it is not possible to quickly reallocate resources. If there was a week of horrible weather that 

resulted in fewer people a<ending the movies, it would be very diFcult for the movie theatre operators to change 

how they allocate their cinemas. They may s
ll 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 produc
on to another area that suddenly experienced 

an increase in demand.  As men
oned earlier, some producers of alcohol were quickly able to alter their produc
on 

process to meet the demand for hand sani
ser.

Successive Federal Governments from both sides of poli
cs have encouraged Pexibility in a range of markets to 

promote dynamic eFciency, for, by example, deregula
ng markets or removing subsidies that distort the price signals 

that alter the alloca
on of resources. Reforms to the way wages and condi
ons are determined in labour markets have 

also been designed to reduce rigidi
es that would otherwise slow down the rate at which organisa
ons can respond 

to changing market condi
ons.

 

Inter-temporal e4ciency

This type of eFciency focuses on balancing the alloca
on of resources between 

diNerent 
me 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 propor
ons by 

current genera
ons then future genera
ons may suNer a rela
ve decrease in their 

living standards (therefore sacriBcing alloca
ve eFciency in the future). Altera
on 

of the earth’s delicate ecosystem due to our current ac
ons, could also create 

greater problems associated with rela
ve scarcity in the future. This may mean that 

a cost is being imposed on future genera
ons and one could argue that this is not 

inter-temporally eFcient. 

An alterna
ve way to look at inter-temporal eFciency is to look at the balance between the level of consump
on and 

savings over a period of 
me. If inadequate savings are available in the current period, then  investment  opportuni
es 

may be sacriBced (the opportunity cost of excessive spending). Current investment is likely to create future 

consump
on opportuni
es, 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 sacriBce future consump
on because an increasing por
on of their income will be devoted to servicing and 

paying oN previously accumulated debt.

Given that the tradi
onal economic models are based on 

ra
onality, one might also consider the consump
on decisions 

made by individuals in terms of inter-temporal eFciency. A 

decision today to consume excessive volumes of alcohol (which 

might increase immediate u
lity) is likely to reduce u
lity in 

the future (both short run and long run). It might therefore be 

considered inter-temporally ineFcient.

Links between the diHerent types of e8ciency

There may in many cases be a complementary rela
onship between diNerent types of eFciency. For example, if the 

economy is able to generate more goods and services at a lower cost, then it is likely that technical eFciency will be 

achieved. By producing more at the lowest possible cost, more goods and services can be a<ained which is likely to 

maximise society’s needs and wants (i.e. improve alloca
ve eFciency). A society that is dynamically eFcient is also more 

likely to achieve alloca
ve eFciency. When market condi
ons 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 eFciency, however, does not guarantee that another type will also be achieved. For example, 

an economy could be technically eFcient by reducing costs and boos
ng produc
vity. But if this involves producing 

goods and services that nobody wants, then it will not be seen as alloca
vely eFcient. Producing at the lowest cost 

might also mean taking shortcuts with safety and increasing the level of pollu
on that is emi<ed into the atmosphere. 

If more people are hurt in the workplace and there are higher levels of pollu
on, then this could be an indica
on that 

society’s collec
ve sa
sfac
on is not being maximised. Similarly a decision by the Federal Government to subsidise solar 

Study tip

When discussing the impact on e*ciency of a change in 
economic conditions or government policy, try to focus 
on one or two of the types of e*ciency discussed here.
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panels will help to promote inter-temporal eFciency because it will reduce greenhouse gases. Experts have agreed, 

however, that it might be one of the most ineFcient ways for an economy to reduce carbon emissions. In this respect, 

the improvement in inter-temporal eFciency is not matched by an improvement in alloca
ve eFciency.

Ac	vity 1cAc	vity 1c: :   Types of eFciencyTypes of eFciency
Examine the scenarios described in the le5 hand column. In the right hand columns, iden
fy a kind of eFciency that is likely to 
be aNected and iden
fy if there is likely to be an improvement (↑)or a worsening (↓) of eFciency.  In some cases, more than 
one type of eFciency will apply and you should be prepared to jus
fy your choice(s).

ScenarioScenario E8ciency type(s) E8ciency type(s) ↑ or ↑ or ↓↓

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 consump
on demand

Supply disrup
ons 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 An
gen 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 fees higher for Economics degrees and lower for 
Teaching degrees

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

Ac	vity 1d: Ac	vity 1d: A link between food choices and eFciencyA link between food choices and eFciency
Much of the focus of Chapter 1 has been on the concepts of rela
ve scarcity and choices. As we have seen, 
each choice we make usually has a number of consequences. Before any choice is made, economists might 
(unrealis
cally) assume that all of the consequences (including the opportunity cost) will be ra
onally 
considered. But how do our food choices aNect our ability to achieve an eFcient alloca
on of resources? 
To answer this ques
on, we might want to look at some of the diNerent ways we measure eFciency and 
Bnd a link between each of these and our food choices.

To achieve alloca
ve eFciency, it is assumed that the combina
on of goods and services that are 
produced and consumed will lead to a maximisa
on of society’s wellbeing. Economists generally assume 
that the consumer knows what is best for them and therefore they have tradi
onally  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 quan

es  
to the people who wanted it the most. It is assumed that the consumer has weighed up the costs and 
beneBts using the available informa
on. However, in the case of ea
ng a bowl of ice-cream, the decision  
to consume the ice-cream may have been made without suFcient considera
on of the costs and beneBts 
and may not, in fact, be the most ra
onal choice available to the consumer. 

If they had rePected on their decision over a longer 
me frame (rather than ac
ng on their immediate needs and wants), then 
they may have been able to make a be<er decision that  could have enhanced wellbeing and led to a more alloca
vely eFcient 
outcome. Ask yourself next 
me 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 alloca
vely eFcient if 
scarce resources are being allocated to products that provide li<le nutri
on 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 
me) to eat 
the ‘wrong’ types of foods then their cogni
ve func
on might decline and the number of sick days that he/she needs to take 
might increase. This will decrease their produc
vity in the workplace and result in a decline in technical eFciency over 
me, 
higher prices and fewer needs and wants being met (and hence the decline in technical eFciency is also associated with a decline 
in alloca
ve eFciency).

The current consump
on of the ‘wrong’ food could also be associated with a decline in inter-temporal eFciency. 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 genera
ons and governments, because 
they will need to spend more on medical expenses for the people who become unwell. Is it therefore inter-temporally ineFcient 
for the consumer to focus on the consump
on of those foods that provide the most immediate gra
Bca
on, if, in the future, it 
is associated with a decline in human performance and increasing medical costs (which will be par
ally borne by all of society)?

Ques	ons
1. How does alloca	ve e8ciency diHer from technical e8ciency?
2. With reference to the consump	on of food, explain why choices made by individuals may lead to a decrease in technical 

e8ciency. What food choices might enhance technical e8ciency?
3. The deBni	on of alloca	ve e8ciency makes reference to the idea of ‘maximising society’s wellbeing’. Evaluate whether 

a free market society will arrive at an e8cient alloca	on of resources when it comes to food consump	on. (Note: to 
‘evaluate’ means to weigh up arguments for and against the proposi	on.)

4. With reference to a par	cular type of food, explain how food choices in the current period might lead to a decline in 
inter-temporal e8ciency.

5. Based on your own experience and your knowledge of e8ciency, discuss whether the government should intervene in 
the market for food to in;uence 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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Ac	vity 1e: Ac	vity 1e:   Should you go to university? Should you go to university? 
As a Year 11/12 student, you have probably no
ced one of the many adver
sements 
generated by the large number of universi
es in opera
on in Australia. In many 
cases, these universi
es promise their prospec
ve students many beneBts. The 
adver
sements appeal to our inherent desire to achieve our human poten
al and 
the mul
tude of career opportuni
es that are available upon gradua
on.

Each year academics and journalists repeatedly ask ‘Is going to university really 
worth it?’ In 1971, only 2% of the popula
on had a ter
ary qualiBca
on, compared 
to nearly 50% today. With increasing numbers of people a<ending university and 
gradua
ng (especially since the deregula
on of the industry has led to an increase 
in the number of places available), there are poten
al beneBts and costs that 
might be considered at the individual level and from the perspec
ve of the whole 
economy.

One of the key a<rac
ons associated with a university educa
on is that graduates receive, on average, higher salaries 
over their life
me. For example, degrees in Medicine, Den
stry and Economics are usually associated with future 
employment in professions where the average income is signiBcantly 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 promo
on and pay rises is enhanced. Another poten
al ‘non-tangible’ beneBt  is the personal fulBllment 
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 qualiBca
on could also reduce 
future anxiety because work security is likely to be higher. Research by the Gra<an Ins
tute indicates that the average 
life
me earnings can be nearly double for a person with a bachelor degree compared to someone with a Year 12 
qualiBca
on. 

As you will discover in Chapter 3, universi
es also provide individuals and society with opportuni
es to innovate 
and undertake meaningful research. The knowledge gained is likely to boost produc
vity in the workplace and lead 
to the development of new ways of producing goods and services, such that, over 
me, 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 tui
on can be deferred un
l the 
person starts work because the government essen
ally lends the student the money (usually through the various 
HELP schemes). Despite this ability for students to delay the costs un
l they are earning a salary, the OECD reports 
that tu

on fees in Australia are some of the highest in the OECD. 

How many students consider the opportunity cost of their decision to undertake University educa
on? Whilst 
studying, the student gives up the opportunity to engage in full-
me 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 
quan
fy) such as the stress associated with mee
ng university deadlines and facing subject material that is ini
ally 
diFcult 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 $47,014 (the threshold income 
for repaying HELP debts). Star
ng 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 beneBts in a ra
onal manner may be diFcult. There are no guarantees that the university 
qualiBca
on will lead to meaningful employment in one’s chosen profession. In an era with rapid changes in technology 
and the introduc
on of more and more ar
Bcial intelligence, it could be argued that in some cases the skills learnt at 
university might be redundant by the 
me a person graduates. Bryan Caplan, author of The Case Against Education, 
argues that students learn very li<le 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 
universi
es to become a poten
al gateway to a good career.

Following this logic, one might also conclude that resources are not being eFciently allocated because similar 
outcomes might be achieved through reduced spending on educa
on. The government pays for part of the cost 
of university educa
on 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 gradua
ng 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. 

Ques	ons
1. DeBne the term opportunity cost, with reference to a relevant example.
2. Iden	fy and explain the opportunity costs that might be associated with a university educa	on.
3. Create a T-table that iden	Bes the poten	al cost and beneBts associated with a university educa	on (be as 

crea	ve as you would like).
4. Evaluate the view that spending on certain areas of educa	on may be seen as an ine8cient alloca	on of 

resources.
5. Explain how spending on ter	ary educa	on may be associated with an increase in technical e8ciency.
6. Explain how spending on ter	ary educa	on may be associated with an increase in dynamic e8ciency. 
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Ac	vity 1f: Ac	vity 1f:   Applying opportunity cost in real life is challenging 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-
me job and 
are therefore likely to be paid by the hour. As you develop Bnancial literacy 
skills and learn to manage your own money,  remembering the concept of 
opportunity cost might be very valuable. 

A key way to increase your savings (and therefore poten
ally improve the 
balance between consump
on 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 signiBcant amounts each month. 

One sugges
on 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 op
on 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 sacriBce 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? 

Alterna
vely, you might decide to forgo the opportunity to a<end the movies and work an extra shi5 (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 
me will never be given back, this opportunity is lost forever). You may also consider other beneBts 
associated with the movie night. You may be excluded from conversa
ons about the shared experience of the movie 
and hanging out, the improvement in concentra
on and enjoyment of life that comes from engaging in recrea
onal 
ac
vi
es and you might suNer from FOMO (fear of missing out). This indicates the diFcul
es associated with being 
a ra
onal 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?

Ques	ons
1. DeBne what is meant by the term opportunity cost.
2. Explain what the poten	al opportunity cost might be if one was to spend money on the movies on a Friday 

night.
3. What might be the beneBts associated with recording all dollars spent?
4. Consider all the elements of what is foregone when you decide to stay home and study on a Friday night.
5. How might the recording of spending behaviour in;uence inter-temporal e8ciency?

Ac	vity 1g: Ac	vity 1g:   Shopaholics – opportunity cost and the link to eFciency Shopaholics – opportunity cost and the link to eFciency 
Much of the focus of Chapter 1 has been on the concepts of 
rela
ve scarcity and choices. As we have seen, each choice we 
make usually has a number of consequences. Before any choice 
is made, economists might (unrealis
cally) assume that all of the 
consequences (including the opportunity cost) will be ra
onally 
considered.

In the 2009 Blm, Confessions of a Shopaholic, Isla Fisher plays 
Rebecca Bloomwood, a consumer who cannot resist the tempta
on 
associated with buying fashionable clothes. Her behaviour is 
compulsive, and one may ques
on whether her approach to 
mee
ng her needs and wants is based on a ra
onal assessment of 
the costs and beneBts associated with her decisions. This case study 
therefore looks at the poten
al 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 situa
on 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 
me, 
Rebecca will need to allocate a por
on 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 
suFcient income, results in a high opportunity cost (which she may not fully consider because she cannot visualise 
the pain associated with paying oN 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 eFciency. Rebecca’s decision to 
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Ac	vity 1h: Ac	vity 1h:   Business decision making and opportunity cost Business decision making and opportunity cost 
When the economic models are discussed in future chapters, there will be an inherent assump
on that both the consumer and 
the producer behave in a ra
onal manner. For a Brm this means that their business decisions are guided by the goal of proBt 
maximisa
on. For those who are studying Accoun
ng, proBt 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 proBt per day would be $2,400 - $2,000 
= $400 per day. The accountant might therefore look at the proBt over a period (such as six months) and communicate this 
informa
on in the relevant Income Statement.

Economists, however, consider proBt in a slightly diNerent way. For economists, proBt 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 veriBed with receipts and are paid to non-owners of Brm. The Brm will 
also need to consider its implicit costs. For example, if the smoothie business did own the building from which they operate, they 
are sacriBcing poten
al income from ren
ng 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 proBt 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 Brst year, she declares that she has made a proBt of $60,000. This Bgure, however, is only based on her accoun
ng 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.

Ques	ons
1. DeBne the term opportunity cost.
2. Dis	nguish between the terms implicit and explicit costs.
3. With reference to the concept of opportunity cost, explain how economic proBt is calculated.
4. Use the following Bnancial informa	on to calculate the economic proBt (for one week) for the following small lawnmowing 

business:

Item Per week 

Services provided per week 25

Price charged per service $50

Petrol expenses $500

Adver	sing expenses $250

Insurance expense $12

Other expenses $18

Addi	onal informa	on: The owner of the business could earn $470 per week working in a local restaurant and the owner has 
been oHered $50 per week to rent his lawnmower to a friend.

5.Based on the informa	on calculated in Q4, should the owner con	nue with their business venture? Should it be based 
purely on economic calcula	ons or are there other factors that might be considered?

bring forward her purchase might be an indica
on that she has not eFciently balanced her consump
on today with 
her future consump
on. 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 sacriBced. Over the last 40 years, consumers 
have been able to more easily access credit facili
es, and this has resulted in exponen
al 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 
ineFcient. The alloca
on of resources has been skewed towards the current period and may come at the expense of 
future levels of individual and collec
ve wellbeing.

The increased consumerism has not only contributed to the accumula
on of debt, it could be argued that it is not 
sustainable. A wide range of resources are u
lised to make and distribute clothing for example. The rapid rate at 
which clothes are purchased and then discarded (some
mes referred to as fast fashion) means that there is increased 
exploita
on of natural resources, increased pollu
on from produc
on and shipping and an increase in the amount 
of waste that must be sent to landBll. In the past, these discarded clothes may have been reused or recycled, but the 
Pood of used clothing entering the market means that there is no end point for much of it, other than the local 
p. 

Therefore, the shopaholic not only reduces their own inter-temporal eFciency 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 
genera
ons, some of whom are yet to be born.

Ques	ons (responses may be enhanced by watching the Blm men	oned in the case study)

1. What might be the opportunity cost associated with a shopping compulsion?
2. What is meant by the term inter-temporal e8ciency?
3. Why might excessive consumerism be an indicator of inter-temporal ine8ciency?
4. Why might the average consumer fail to consider the opportunity cost when making spending decisions?
5. How might the fast fashion industry contribute to inter-temporal ine8ciency?
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Review Ques	ons 1.6Review Ques	ons 1.6

1. Explain why governments seek to maximise the eFciency of resource alloca
on.

2. Dis
nguish technical eFciency from alloca
ve eFciency.

3. Dis
nguish dynamic eFciency from inter-temporal eFciency.

4. Explain why a more technically eFcient alloca
on of resources can boost alloca
ve eFciency.

5. Explain why dynamic eFciency is intrinsically linked to the concept of alloca
ve eFciency.

6. Explain why a more technically eFcient alloca
on of resources may in some instances not lead to the achievement 

of alloca
ve eFciency.

7. Explain why every point on the PPF is considered technically eFcient, but only one point on the PPF is considered 

alloca
vely eFcient.

8. Iden
fy some factors that might promote a more eFcient alloca
on of resources.

9. Explain, with reference to an example, why an increase in alloca
ve eFciency might be associated with a decline 

in inter-temporal eFciency. 

Mul	ple choice review ques	onsMul	ple choice review ques	ons
1. Rela	ve scarcity is likely to be caused by
a) A growing popula
on
b) The deple
on of non-renewable resources
c) InBnite needs and wants and Bnite resources
d) All of the above

2. The economic ques	on of what to produce is least likely to be determined in a modern economy like Australia 
by:

a) The buying decisions of consumers
b) Surveys completed by market researchers
c) Changes in rela
ve prices
d) Changes in the availability of key resources

3. Which of the following outcomes might be inconsistent with Mankiw’s 10 principles of Economics?
a) A decision by a consumer to burn $10,000
b) A person considers the opportunity cost associated with learning economics
c) A country a<empts to contain the rapid rise in prices, but this leads to a recession
d) The central bank prints money causing the general level of prices to rise
 

4. Resources are likely to be more scarce if
a) There is an increase in the number of people re
ring
b) Output per hour worked increases
c) Humans make be<er use of solar resources
d) There is increased use of recycled products

5. Which of the following is least likely to be considered a microeconomic inves	ga	on?
a) An inves
ga
on into the economic consequences for Australia caused by the war in Ukraine.
b) A discussion of the consequences of a cut in interest rates for the market for housing
c) An analysis of the impacts of an increase in excise taxes on the market for cigare<es
d) An analysis of exchange rate movements on the demand for educa
on by interna
onal students. 

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

a) An increase in the number of deliveries that can be made per hour
b) A decrease in road conges
on
c) The government no longer being able to fund the employment of more teachers across the country
a) An increase in the price of oil used to make the freeways. 

7. The opportunity cost associated with dancing all night with your friends might be:
a) improved dancing ability
b) the loss of income from working all night instead
c) fa
gue
d) the need to purchase new shoes
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8. A country may experience an immediate shiG of its produc	on possibility fron	er to the leG if:
a) It is more diFcult for immigrants to enter the country
b) There is an increase in the birth rate
c) There is a new discovery of oil
d) There is an increase in the use of ar
Bcial intelligence in the produc
on process. 

For ques	on 9, 10 and 11, refer to the following produc	on possibili	es for a hypothe	cal economy producing only 
apples and beef (million units per year).

Produc
on combina
onsProduc
on combina
ons Produc
on of beefProduc
on of beef

 (units per year - million) (units per year - million)

Produc
on of applesProduc
on of apples

 (units per year - million) (units per year - million)

A 1 000 0

B 800 1 000

C 600 1 300

D 300 1 700

E 50 1 900

F 0 2 000

9. If the people of this country value apples twice as much as beef, then the op	mal alloca	on of resources is:
a) Combina
on A
b) Combina
on C
c) Combina
on E
d) Combina
on F

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

a) the produc
on of 600m units of beef
b) the produc
on of 300m units of beef
c) the produc
on of 0m units of beef
d) the produc
on of 550m units of beef

11. If the country experiences a bushBre that results in a fall in produc	on to 500m units of beef and 0m units of 
apples, then this may create the economic problem of:

a) alloca
ve ineFciency
b) unemployment
c) technical ineFciency
d) all of the above

12. Tastes and preferences in an economy change such that more people now prefer avocadoes to to-
matoes. Dynamic e8ciency is likely to be evident if:

a) the government has to introduce a  tax on avocadoes
b) the government introduces new subsidies for those who produce tomatoes
c) more land is made available for the produc
on of avocadoes in a short period of 
me
d) the supermarkets put tomatoes on sale every week

13. Inter-temporal e8ciency is likely to improve if
a) a tax is imposed on carbon emissions
b) the price of an avocado increases
c) the price of water decreases
d) the government reduces the excise tax on petrol

14. Technical e8ciency is likely to increase if
a) the price of educa
on increases
b) there is an increase in the level of compe

on across markets
c) the government prevents the import of foreign fruit and vegetables
d) the tax on alcohol is reduced

15. An increase in the price of all university fees is likely to cause:
a) a decline in inter-temporal eFciency
b) a decline in technical eFciency
c) a decline in dynamic eFciency
d) all of the above
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16. Which of the following is not a key assump	on that economists make when construc	ng most of their mod-
els?

a) Economic agents are ra
onal
b) Consump
on of a good is associated with decreasing marginal u
lity
c) The rela
onship between two variables can be be<er determined by holding all other variables constant
d) Consumers do the best they can with limited informa
on 

17. Which of the following is not an example of capital resource for your school?
a) A teacher
b) An electronic whiteboard
c) A school building
d) A teacher’s laptop

18. Which of the following might cause an economy to operate at a point inside its PPF?
a) A reduc
on in tax rates for all income earners
b) Reduced spending on voca
onal educa
on and training
c) An increase in borrowing by households
d) An increase in export demand

19. A study of macroeconomics is likely to include:
a) an analysis of how an increase in income aNects the demand for sausages
b) the degree to which households alter their spending on mobile phones when the exchange rate depreciates
c) an analysis of the causes of a world-wide recession
d) an evalua
on of the eNect of changes in child care subsidies on the market for child-care

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

a) A movement along the PPF to the right is likely to result in a shi5 of the PPF to the right in the future.
b) The ci
zens could consume at a point beyond the PPF if they borrowed from a neighbouring country
c) If the economy is opera
ng at a point inside the PPF, there is likely to be unemployed resources.
d) The most eFcient alloca
on of resources occurs when the economy operates on the x-axis.

Chapter summaryChapter summary

1. Economics is the study of choices; the factors that inPuence choice and the consequences of these choices for the 

individual and society.

2. Rela
ve scarcity occurs because the demands on resources are assumed to be inBnite but the earth can only provide 

limited resources to meet our needs and wants.

3. A need is a good or service that is essen
al for human survival.

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

5. Economists dis
nguish 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. 

6. Land or natural resources are those inputs used in the produc
on process that are acquired from the natural world 

and which may be used in a rela
vely unprocessed state or transformed into more elaborate inputs or products.

7. Labour resources represent the physical and mental eNort of humans in the produc
on process.

8. Capital resources combine a variety of natural resources and are developed by humans (labour) so that the 

produc
on process is more eFcient.

9. 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.

10. Economists o5en disagree on a number of issues with regards to human behaviour and how economies will respond 

to diNerent events and policies. A summary of the key principles that most economists agree with can be found in 

’Mankiw’s Principles’ (Table 1.1).

11. All economies a<empt to answer the three basic economic ques
ons of what to produce, how to produce and for 

whom to produce.

12. The primary way that resources are allocated (and therefore how we answer the key economic ques
ons) 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. 

13. Whenever a choice is made there is always a cost. The existence of trade-oNs means that there will be an opportunity 

cost – the value of the next best alterna
ve foregone.

14. A produc
on possibility curve (fron
er) is a simple economic diagram that models the choices available to ci
zens 

of   an economy. It shows the combina
ons of two par
cular goods or services that could be produced using the 

available resources in the most eFcient manner.
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15. Opportunity cost can be illustrated using a produc
on possibility fron
er. Produc
on of more of one of the goods 

involves the sacriBce of some of the other good because the resources are allocated from one area of produc
on 

to another.

16. It is impossible for a country to produce at a point outside their PPF in the short term. Over 
me they may add to 

their resource pool through discoveries (which provides the na
on with more land resources), improvements in the 

quality of resources,  immigra
on (more labour resources), or Bnd ways to use their resources more produc
vely.

17. Any point inside the PPF represents an ineFcient alloca
on of resources, as some resources will be idle. This will 

make it impossible to achieve technical and hence alloca
ve eFciency

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

19. Alloca
ve eFciency is achieved when resources are directed to those goods and services that provide society with 

the highest end-use and maximises the beneBt to society.

20. Technical eFciency occurs when the society is able to produce the largest volume of goods and services from their 

given factors of produc
on. Technical eFciency is a prerequisite for alloca
ve eFciency but does not guarantee that 

it will be achieved. 

21. Dynamic eFciency can be improved when factors of produc
on can be reallocated quickly following changing eco-

nomic circumstances (such as changes in tastes and preferences)

22. Inter-temporal eFciency focuses on the balance between consump
on today and consump
on tomorrow. This type 

of eFciency looks at the impact of current economic ac
vity on resource deple
on, pollu
on and how savings and 

investment decisions made now aNect future living standards and wellbeing. It may also be aNected by consump
on 

decisions today that can reduce one’s quality of life in the future. 
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2.1 An introduc	on 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 predic
ons 

about the eNect of changing economic circumstances on prices and quan

es 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 mo
va
ons of consumers and producers (or suppliers) and how they respond to changing incen
ves in individual 

markets. We are especially interested in the role of rela
ve prices in alloca
ng the scarce resources that were discussed 

in Chapter 1. The model discussed in this chapter gives us the opportunity to inves
gate and to analyse the poten
al 

consequences associated with the changing demand and supply condi
ons 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 u
lises to answer the three 

key ques
ons of what to produce, how to produce and for whom to produce. It therefore has a huge inPuence on how 

scarce resources are allocated. 

2.2 Perfect 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-proBt organisa
ons. 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 domes
cally or interna
onally. 

Goods and services are sold in product markets, while the factors 

of produc
on (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 na
on.

As we saw in Chapter 1 (Box 1.1), when  economists develop theories about consumer and producer behaviour, they 

o5en make simplifying assump
ons. 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 compe

ve. 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 informa
on 

that follows. The word compe

on is used frequently in everyday language, especially by businesses, who would like 

you to believe that you are ge@ng a good deal. When studying economics, however, the degree of compe		on is 

intrinsically linked to a  set of key condi
ons. 

The market structure that forms the basis of demand and supply analysis (to illustrate how the market mechanism 

works) is called perfect compe		on.  It can also be referred to as a ‘perfect market’ or a ‘perfectly compe

ve market’.  

The three condi	ons required for a perfect market are as follows:

• There is assumed 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 inPuence the price. This leads to 

the condi
on of price taking in the perfectly compe

ve market.

• It is assumed that the products being sold in a perfectly compe

ve market are homogenous, which means 

that they are virtually iden
cal and easily subs
tutable. This encourages the suppliers to oNer the products at 

the lowest possible price, because this is the main way to a<ract customers (rather than, for example, being a 

be<er brand).

Chapter 2  An introduc	on to 

Microeconomics and the role of markets
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• There is ease of exit and entry into this market. There are low set up costs in the industry, which means that if 

proBt making opportuni
es 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 undercu@ng the exis
ng suppliers who 

may be making very high proBts in the short term.  These very high proBts are referred to in economics as 

‘abnormal proBts’ or ‘super-normal proBts’.  [See the Study Tip below for an explana
on of how economists 

view proBts and costs. [Economic costs were also considered in Applica
on exercise 1h in Chapter 1.]

In addi
on, the perfectly compe

ve market is based on the 

following assump	ons (some of which were discussed in Chapter 

1):

• Buyers and sellers operate with full informa	on. They are 

aware of what they are buying and selling and are able 

to easily compare prices. Based on this informa
on, they 

make fully informed ra	onal choices.

• Resources are mobile and will be reallocated towards those 

areas of produc
on that generate the greatest beneBt. 

• Both the buyer and the seller seek to maximise their own 

wellbeing. For the seller this means to maximise proBt 

and for the purchaser it means to maximise u	lity or 

sa
sfac
on.

In a perfectly compe

ve market, there is generally minimal 

interven
on by the government. If the government intervenes in 

the market, it would distort the price mechanism and lead to a 

diNerent set of rela
ve prices and a change in the way resources are 

allocated. [Rela
ve prices is an important concept that is deBned 

later in Sec
on 2.9 of this chapter.] The role of government in the 

market will be considered in Chapter 3, but for most of this chapter, the role of the government in inPuencing the market 

will generally be ignored. 

The condi
ons for a free and perfectly compe

ve market are rarely met in the real world. The markets that are o5en 

seen to be the most compe

ve are those for commodi
es such as wheat, livestock and minerals like gold and coal. 

The share market and the foreign exchange markets are also highly compe

ve because each seller is rela
vely small 

compared to the size of the market (so they are price takers), the products they sell are almost iden
cal and it is easy to 

enter and exit the market.  

The fact that the market is based on what might appear to be unrealis
c assump
ons does not mean that it cannot be 

used to analyse less compe

ve markets. Economists expand on the ideas of the model to make predic
ons in other 

market structures. A monopolist, for example, will be the only seller of a good or service, but it will s
ll consider how 

consumers are likely to react to changes in prices.

The behaviour of producers and consumers in a compe��ve market

In any market, consumers and businesses are assumed to be ac
ng in their own self-interest at all 
mes. The implica
on 

of this assump
on is that consumers will want to obtain the amount of the good or service that will maximise their u
lity 

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 diNerence between the price the consumer is willing to pay and the market price. 

The assump
on of proBt maximiza
on implies that the seller in a compe

ve market will try to sell their product  at 

the highest price possible to maximise their proBts (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 diNerence 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 compe

ve market, product homogeneity ensures that businesses compete against each other by oNering 

the lowest prices. Consumers also compete against each other to gain access to the scarce products. When there is more 

Study tip

‘Economics costs’ have a speci2c meaning that makes 
them quite di�erent to the accounting costs. Economic 
costs are intricately related to opportunity cost and 
represent both the explicit (accounting) cost and implicit 
costs associated with any investment or production 
decision. To illustrate, if a small businesses makes sales 
of $180,000 and has expenses of $80,000, then the 
accounting cost is $80,000 and a pro2t of $100,000 
is made. However, if the owner could have generated 
$100,000 in income by using her time working as an 
employee instead of owning and running the business, 
then the economic cost becomes $180,000 and the 
pro2t is zero. In this example, economists would say 
that the business owner is neither making an economic 
pro2t or loss. Instead, it is a normal pro2t and, ceteris 
paribus, is just enough to keep her in the business. If 
the owner makes less than normal pro2ts (an economic 
loss) in the long run, then she is likely to exit the 
industry.  When 2rms make economic pro2ts above 
zero, it is likely to entice other producers to enter the 
industry in search of ‘above normal pro2ts’ (also called 
super-normal pro2ts).
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demand for a product than supply, the consumers may bid up the prices which acts as a way to ra
on the scarce goods. 

Compe

on also takes place between individuals seeking to obtain the best job or between Brms that compete against 

each other to gain access to the scarce inputs that are available in the market. Na
ons, which produce a wide range of 

similar goods and services, compete in interna
onal markets. 

The remainder of this chapter is essen
ally concerned with an analysis of the market mechanism (or price mechanism) 

which describes how the forces of demand and supply determine the rela	ve prices of goods and services, which then 

ul
mately determine the way our produc
ve resources (e.g. natural, labour and capital) are allocated in the economy.

  

2.3 The law of demand and the demand curve

As men
oned in the previous sec
on, 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, resul
ng 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 excep
ons 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 rela
onship between the price (the independent variable) and the 

quan
ty demanded (the dependent variable). This rela
onship is based on the assump
on that all other variables 

that could aNect the demand for a product are held constant (the ceteris paribus 

condi
on 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 quan
ty demanded will 

respond to the change in price.

As the price decreases, the quan	ty demanded increases 

As the price increases, the quan	ty demanded decreases 

It could be argued that the law of demand is based on economists’ observa
ons 

of human behaviour.  As you read each of the following jus
Bca
ons for the law of 

demand, it is worth considering the extent to which each factor is relevant in the 

context of your own consump
on behaviour:

• As the price increases some consumers may no longer be able to aNord (as 

much of) the product because a greater percentage of income is required for its purchase. Economists commonly 

refer to this as the  ‘income eHect’. They will therefore reduce the quan
ty purchased or not purchase the 

product at all.

• 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. 

• Higher prices may also encourage consumers to look at 

the alterna
ves that are available in the market. When the 

price of one good increases (and it is assumed others do 

not), consumers will look towards cheaper subs
tutes, so 

quan
ty demanded is likely to fall. Economists commonly 

refer to this as the ‘subs	tu	on eHect’.

• Many products are subject to diminishing marginal u	lity. Diminishing marginal u
lity (also discussed in Box 1.1 

in Chapter 1) recognises that each addi
onal unit that is consumed (referred to as the ‘marginal’ unit) will add to 

a person’s level of sa
sfac
on (i.e. add to their ‘u
lity’). However, the beneBt received from each addi
onal unit 

falls with each successive unit consumed. It may s
ll be a posi
ve experience, but the level of u
lity (sa
sfac
on) 

is less for the second unit than the Brst and so on. In other words, diminishing marginal u
lity refers to the idea 

that each successive item of the product purchased yields less sa
sfac
on. This aNects a consumer’s willingness 

Study tip

 It is important for students of Economics to remember 
that, when we are talking about the law of demand, 
we are talking about the response of the quantity 
demanded to a change in price, not how changing 
demand a�ects the prices of goods and services. 
Consideration of factors other than price causing 
changes in demand will occur in the next section.
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to pay for a product. If the Brst apple you consume yields a certain amount of sa
sfac
on, it would be expected 

that a second apple consumed straight a5er that would yield less sa
sfac
on. Each successive apple will yield 

even less sa
sfac
on, so the amount you are willing 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 The law of demand in ac
on: ‘House auc
on’ Box 2.1 The law of demand in ac
on: ‘House auc
on’ 

A<ending a house auc
on is one way to witness the law of demand in 
ac
on. 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 poten
al 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 
poten
al buyers decreases. The person who places the highest bid 
may or may not win the auc
on. 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 
eNect) 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 (subs
tutes) 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 poten
al buyers.

Construc�ng a demand curve

There are a range of factors that aNect the quan
ty demanded in any market, but it is diFcult to visualise more than two 

dimensions. Economists have therefore decided that it makes sense to choose the most important factor that inPuences 

the demand for most goods and services, namely price.

The demand curve shows the rela�onship between various possible prices for a product and the quan�ty 

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 sacriBce this income) then it is not relevant for the construc
on of the demand curve. This is referred to as eHec	ve 

demand.

Consider the following hypothe
cal informa
on about the market for green smoothies, represented in a ‘demand 

schedule’. Green smoothies have become increasingly popular in the twenty Brst 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 hypothe
cal 

market. It is clear that the demand for green smoothies follows the law of demand. Lower prices result in an increase 

in the quan
ty demanded and higher prices result in a lower quan
ty 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.

Table 2.1 Demand schedule for green smoothiesTable 2.1 Demand schedule for green smoothies

Price ($AUD) per 500 mlPrice ($AUD) per 500 ml Quan
ty demanded per day Quan
ty demanded per day 

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 ver
cal (y) axis and the quan
ty 

demanded on the horizontal (x) axis. This is represented in Figure 2.1.
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Figure 2.1: 

 Demand for green smoothies

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

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 le5 along the demand curve). When prices fall, demand 

usually expands (moves right along the demand curve).

The di1erence between a movement along and a shi? of the demand curve

Economists dis
nguish between a movement along the demand curve and a shi5 of the demand curve. In both cases the 

demand for a good or service will change, but the reasons for the change diNer. 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 le5 (a contrac
on) 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 shi5 of the en
re demand curve will occur when one of the other factors of 

demand (i.e. not price) have changed, resul
ng in either an increase or decrease in the quan
ty demanded at any given 

price. This essen
ally means that the previous demand curve is no longer relevant for the new set of circumstances. 

These demand factors are explored in Sec
on 2.4.

Review ques	ons 2.1 - 2.3Review ques	ons 2.1 - 2.3
1. What are the condi
ons for a perfectly compe

ve market? How might these condi
ons inPuence the degree of 

compe

veness 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 mo
va
ng factor behind the purchase.

3. Explain how consumers might compete against each other in a compe

ve market. Give an example from your 

own experience.

4. State the law of demand. With reference to the income and subs
tu
on eNects, explain why the law of demand is 

a good explana
on of human behaviour when faced with changing prices.

5. Dis
nguish between a movement along the demand curve and a shi5 of the demand curve.

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

7. With reference to a snack you like to eat a5er school, explain what is meant by the concept of diminishing marginal 

u
lity.

8. Explain the link between diminishing marginal u
lity and the law of demand.
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2.4  Non-price factors that aHect demand

The demand curve depicts the rela
onship between price and its impact on the quan
ty demanded for a par
cular 

good or service. Other (non-price) factors that may aNect the quan
ty demanded are held constant (ceteris paribus). 

However, changes in these non-price factors do occur, and such changes will cause the demand curve to shi5 – this 

eNec
vely means that a new demand curve will now be relevant.

If the demand curve shi5s to the right, this means that for each given price there is a greater quan
ty demanded, which 

is commonly expressed as an increase in demand. A shi5 of the demand curve to the le5 means that for each given price 

there is a lower quan
ty 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 deBned as the rewards received by households from their direct contribu
on (from working) 

and indirect contribu
on (from the provision of land or capital) to the produc
on 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 beneBts).

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 shi5 the demand 

curve to the right, as consumers may be willing and able to purchase 

a greater quan
ty at any given price.  A normal good is therefore 

deBned as one where consump
on of the good increases when 

income increases. 

An increase in disposable income is likely to have a nega
ve eNect 

on the demand for inferior goods. Goods that are o5en considered 

inferior include second-hand clothes, generic (‘homebrand’ or no-

name) products sold in supermarkets and travel by bus. As income 

increases, consumers may choose to subs
tute away from inferior 

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.

This would be represented by a shi5 of the demand curve to the right and the demand informa
on might change as 

shown in Table 2.2 below.

Study tip

It is important to distinguish between disposable income 
and discretionary income. Income tax increases will 
decrease disposable income but if the individual does 
not have savings, interest rate increases won’t a�ect 
disposable income. This is because the individual will 
still receive the same rewards from their contribution 
to the production process. However, changes in interest 
rates is likely to a�ect discretionary income, especially 
for households who have loans with variable interest 
rates. Discretionary income is a measure of how much 
households have le1 over to spend on non-essential 
items a1er their core expenses have been paid.
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Table 2.2 Demand schedule for green smoothiesTable 2.2 Demand schedule for green smoothies

Price ($AUD) per 500 mlPrice ($AUD) per 500 ml Quan
ty demanded Quan
ty demanded 

per day  (D1)per day  (D1)

NEW Quan
ty demanded per NEW Quan
ty demanded per 

day a5er income tax cut (D2)day a5er income tax cut (D2)

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

1

2

3

4

5

6

7

0
20 40 60 8070 100 120 140

Quantity 

D1

Price ($)

Figure 2.2: 

 Demand for green smoothies [Shift of demand curve]

D2

Figure 2.2 shows how a personal income tax cut aNects 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 quan
ty demanded occurs at every 

other price, which is why the demand curve has shi5ed 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 consump
on of green smoothies. People who like them might be buying more or those who could not 

aNord 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 condi
ons in the market at the 
me, which 

will be considered in the next sec
on.

Interest rates and other factors a1ec�ng discre�onary 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 oNered 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 ‘discre	onary income’ a5er paying interest. This is likely to result in a decrease in demand 

and a shi5 to the le5 of the demand curve for many goods and services (especially non-essen
al items). In this case, less 

will be purchased at each price. In the case of re
rees, a fall in interest rates might result in a decrease in their disposable 

(and discre
onary income) as the interest earned on their savings will be lower.

There are a number of other ways (called transmission channels) that changes in interest rates can aNect 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 discre
onary income, economists are referring to the amount of disposable income that is le5 over 

(or available) a5er households have paid their essen
al bills. The word ‘discre	onary’ indicates that there is some degree 
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of choice involved for households. Therefore, spending on such non-essen
al items is o5en classiBed as ‘discre
onary 

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 signiBcant decrease in their 

discre
onary income. The Federal Government responded by temporarily halving the excise tax on petrol, helping to 

quickly increase the discre
onary income of those who had li<le choice but to keep driving. While their disposable 

income (income received a5er income tax) may not have changed, the increase in the petrol   price meant they had less 

to spend on non-essen
al items.

Other key bills paid by households that would also inPuence discre
onary income, in addi
on to interest on mortgages 

and fuel costs, may include u
lity bills such as gas, electricity and water, rates and rent (for those who do not live in a 

home they own).

The price of subs�tutes

A subs	tute is a viable good or service that may be used instead of 

the product in ques
on. From the consumer’s perspec
ve, this means 

that subs
tutes provide the user with a similar experience or fulBl 

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 alterna
ves. 

If a subs
tute 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, resul
ng in a shi5 of the demand curve to 

the le5 as consumers subs
tute into the rela
vely cheaper good. For 

example, tea and coNee might be seen as viable subs
tutes by some 

customers. An increase in the price of tea might therefore encourage 

some consumers to increase their demand for coNee, resul
ng in a 

shi5 of the demand curve to coNee to the right.   

You will Bnd subs
tutes in most product categories and whenever there is a change in the price of one of these products 

it will have implica
ons for another. Some may see Fuji and Pink Lady apples as subs
tutes (or apples and pears). For 

those who prefer sugary drinks, Coke and Pepsi are subs
tutes, and when seeking out new trainers one might see Adidas 

and Nike as viable subs
tutes. 

 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 con
nued 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 over 2022, if prolonged, will lead to a decrease in the demand for tradi
onal (petrol/diesel driven) motor 

vehicles and an increase in the demand for either fuel eFcient 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 aNected by an individual’s tastes, aNtudes and preferences towards each good or service. In recent 


mes, greater media a<en
on has been paid to the eNect of diet on one’s health. This has inPuenced many people 

to increase their consump
on of green smoothies (as discussed earlier). Knowledge of the product’s detoxiBca
on 

proper
es, for example, could inPuence tastes and preferences. As a result, the demand curve for green smoothies is 

likely to have shi5ed to the right over 
me and more smoothies have been demanded at each price point.
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As men
oned in the sec
on 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 rejec
on of technological 

advancement, while others have called it a ’hipster fad’. Either 

way, consumers’ tastes have been aNected, and the demand 

curve for records has shi5ed to the right. This has occurred 

despite the fact that vinyl records are o5en twice as expensive 

as the equivalent CD and signiBcantly more expensive than 

streaming services such as Spo
fy.

Recent reports conducted by Twi<er highlighted the increasing 

role of inPuencers in aNec
ng 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 signiBcant 

impact on the demand for a product.

When performance ar
sts 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 inPuence the way the consumer considers and appreciates 

the music. The death of an ar
st also tends to have a posi
ve eNect on the demand for their art. Adver
sing is also 

designed to heavily inPuence tastes and preferences. Successful adver
sing campaigns can result in a signiBcant shi5 in 

the demand curve to the right and could nega
vely impact the demand for subs
tute goods.

Popula�on growth and demographic change

A growing popula	on will generally need more goods and services, so it is not surprising that the produc
on of goods 

and services will usually increase every year given that in most years Australia’s popula
on con
nues to grow. This is one 

reason why businesses o5en encourage governments to increase or at least maintain their high immigra
on targets. It 

has also been argued that Australia’s rela
vely high immigra
on 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 popula
on may also aNect the range of goods and services that are sold in the market. Australia 

has an ageing popula	on (an increasing percentage of the popula
on are over 65) because there were more births 

per woman in the years between 1945 and 1965. The large increase in popula
on at that 
me is referred to as the 

baby boomer genera
on. People from this genera
on are living longer, which means that demand for certain products 

increases, such as healthcare and aged care. Demand for re
rement village living has also increased, with many projects 

selling out in a short period of 
me. The dispropor
onate number of people in this genera
on may skew produc
on 

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 educa
on professionals. While 2020 saw a 

drama
c decrease in the fer
lity rate, with 1.58 births per woman being recorded, governments have responded with 

ini
a
ves that are designed to boost popula
on and par
cipa
on in recent budgets.  This includes the further increase 

in child-care subsidies and more generous paid parental leave arrangements, as announced in the October 2022-23 

Budget (see Chapter 10) which should once again boost demand for products in the relevant industries.

Consumer con2dence (sen�ment)

Consumer sen	ment (also called  ‘consumer conBdence’) is a measure  of households’ general expecta
ons about  

the future state of the economy. Consumers’ expecta
ons may aNect their marginal propensity to consume (which in 

turn aNects their willingness to save) and their willingness to take on new debt. The marginal propensity to consume 

measures the change in consump
on that would result from a one dollar increase in income. If consumers feel secure 

about their future employment opportuni
es, for example, they may be more willing to bring forward purchases and 

go into debt to purchase items. As a result, when consumer conBdence 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 par
cularly aNect the purchase of discre
onary items such as a new car or a holiday. When conBdence is high 

this is o5en rePected in a low savings rate across the macroeconomy. During the early stages of the COVID-19 pandemic 

in 2020, consumer conBdence fell to its lowest level in over thirty years. This was associated with an increase in the 
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savings rate from approximately 5% in the March quarter of 2020 to 

just under 20% in the June quarter of 2020. Since then conBdence has 

returned to higher levels as concern about the pandemic waned and the 

economy recovered (with the help of government support), evidenced by 

much stronger rates of economic growth and a reduc
on in the rate of 

unemployment to an extremely low 3.5% in the middle of 2022. 

Overall, consumer conBdence can be aNected 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 posi
ons 

(e.g. one caused by a change in housing prices or share prices), prevailing 

economic condi
ons, clima
c factors (such as the Poods and bushBres 

aNec
ng Australia during 2022) and decisions made in the rest of the 

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

disrup
ons due to lockdowns in China in 2022, caused an increase in 

economic uncertainty across the globe. This resulted in a similar decrease 

in consumer sen
ment which inPuenced the savings rate in Australia to increase from 14% to 18%. 

Review ques	ons 2.4Review ques	ons 2.4

1. Dis
nguish 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.

2. Explain what is meant by the term ‘disposable income’. Iden
fy and explain three factors that might contribute to 

an increase in disposable income.

3. Explain why some indebted households might be sensi
ve to changes in Australian interest rates.

4. Dis
nguish between ‘disposable income’ and ‘discre
onary income’.

5. Explain how an increase in disposable income or discre
onary income will aNect the posi
on of the demand curve 

for laptop computers.

6. Iden
fy two goods that would be considered viable subs
tutes for one another. Explain how an increase in the price 

of one would aNect the demand curve of the other.

7. Iden
fy two goods that would be considered complementary and discuss how an increase in the price of one would 

aNect the demand curve of the other.

8. With reference to three speciBc products, iden
fy and explain two factors that could inPuence the tastes and 

preferences and hence the demand curve for each good or service.

9. Explain how the closure of Australia’s borders between 2020 and 2021 might aNect the demand curve for speciBc 

goods or services.

10. Iden
fy and explain how two industries may be aNected by the ageing of the Australian popula
on. Illustrate your 

answer with a diagram showing the shi5 in the demand curve.

11. Iden
fy two factors that could cause consumer sen
ment (conBdence) to decrease.

12. Explain how a change in consumer sen
ment can aNect the marginal propensity to consume and the demand curve 

for a range of goods and services. Give speciBc examples.
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Ac	vity 2a: Ac	vity 2a: Analysing demandAnalysing demand
Complete the following table. For each of the markets:

1. Iden
fy the impact on the demand curve. Choose from the following op
ons:

• Expansion of demand (movement along the curve to the right)

• Contrac
on of demand (movement along the curve to the le5)

• Increased demand (the curve shi5s right)

• Decreased demand (the curve shi5s le5)

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

The Brst one has been done for you.

Relevant market Change in economic circumstances Impact on demand 

(expansion, contrac	on, 

increase or decrease)

Relevant demand factor

Milk An increase in the price of milk Contrac
on of demand Change in price of the 

good itself

Tickets to a BTS con-

cert

An announcement that this will be 

their last concert (ever)

Sennheiser head-

phones

An increase in the price of Sony 

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 
ckets The Federal Government 

decreases income tax rates

Weet Bix An increase in the price of almond 

milk

Ac	vity 2b:Ac	vity 2b:  The market for bubble teaThe market for bubble tea
It might seem odd to some, but people are some
mes 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 a5ernoon classes. In fact, worldwide 
demand is surging.  Bubble tea is a drink made from diNerent types of tea, milk, 
ice and tapioca pearls (an extract from the cassava plant of South America). 
In some sec
ons 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 signiBcant 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 inPuencing demand. Green and Black tea have been linked to improved cogni
ve func
on, 
reduced inPamma
on and in some cases, weight loss. OFce workers and students looking for an a5ernoon ‘pick me 
up’ may turn to the drink as a viable alterna
ve to coNee. 

The bubble tea market has been able to expand as the sellers Bnd 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 Pavours, 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 alterna
ve sweeteners, such as agave and stevia. To appeal to a wider consumer audience, and therefore boost 
demand, suppliers have also tried to diNeren
ate their products by using organic ingredients. Extensive research 
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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 posi
ve inPuence on the incen
ves of 

the supplier. Each unit sold represents an increase in their revenue (which is equal to the price mul
plied by the quan
ty 

for each product sold).  A higher market price is therefore likely to make the supply of the par
cular product more 

proBtable. Assume, for example, a farmer can use their land to grow a range of crops, but they have decided to focus on 

the produc
on 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 produc
vity. They recognise more proBts are 

likely to be made from strawberries than any alterna
ve use of the land. As a result, the opportunity cost of producing 

a product that is not strawberries has increased.

In addi
on, a higher output level might be associated with higher per unit costs of produc
on. When the volume of 

produc
on increases beyond a certain point, the Brm’s capital resources may become crowded. The produc
on facility 

becomes stretched, bo<lenecks start to appear and eFciency declines. As a consequence, the costs associated with 

each addi
onal unit of produc
on 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 posi
ve rela
onship between the price (the independent variable) and the 

quan
ty supplied (the dependent variable).

As the price increases, the quan	ty supplied increases 

As the price decreases, the quan	ty supplied decreases 

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

• a higher price received for the product represents an increase in revenue for the supplier (assuming all else 

remains constant);

• a higher price increases the opportunity cost of using resources to supply an alterna
ve product; and

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

is being undertaken by major franchisers to Bnd inven
ve ways to expand their oNerings of low-glycaemic index 
versions to con
nually broaden the size of the market. 

Complemen	ng 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 coNee in a café se@ng with friends 
and family, bubble tea sales have increased as cafes oNer 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 oNer 
bubble tea as one of its drink op
ons. Starbucks, for example, has tried to jump on the bubble tea bandwagon and 
has added a ‘Raspberry Milk Tea’ to its range of oNerings (although the key ingredient, tapioca pearls, is missing at 
this stage). 

Compe		on and prices

The increase in demand has brought with it an increase in compe

on. In most markets, greater levels of compe

on 
should lead to lower prices which will induce an expansion along the demand curve as the lower price makes it 
more aNordable for some and encourage others to consume bubble tea instead of the rela
vely more expensive 
alterna
ves. 

Ques	ons
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. DeBne the law of demand.
3. Dis	nguish between a movement along the demand curve and a shiG 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 subs	tu	on eHects.
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 compe		on within the market for bubble tea exerts downward pressure on the 

price of bubble tea.
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As part of our basic microeconomic model, we have intrinsically assumed that the business operates to maximise its 

proBts. Therefore we assume that businesses will prefer to sell products at a higher price which means that they are  

incen
vised 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 quan
ty. At the very minimum they need to cover their economic costs. There are a range of factors that 

aNect the quan
ty supplied in any market, but it is assumed that these are held constant (ceteris paribus) for each of the 

diNerent price levels when the supply curve is constructed.

Construc�ng a supply curve

Table 2.3 shows the number of green smoothies that would be supplied at any given price in our hypothe
cal market. It 

is clear that the supply for green smoothies follows the law of supply. Lower prices decrease the quan
ty 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 ver
cal axis and quan
ty supplied on the 

horizontal axis. This is represented on the supply curve in Figure 2.3.

Table 2.3 Supply schedule for green smoothiesTable 2.3 Supply schedule for green smoothies

Price ($AUD) per 500 mlPrice ($AUD) per 500 ml Quan
ty supplied per day Quan
ty supplied per day 

1.00 50

2.00 60

3.00 70

4.00 80

5.00 90

6.00 100

7.00 110

1
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4

5

6

7

0
2010 30 40 50 60 70 9080 100 110 120

Quantity 

Supply

Price ($)

Figure 2.3: 

 Supply of green smoothies

Expansion of supply
The increase in supply

occurs in response to

a higher price

Contraction of supply
The decrease in supply

occurs in response to

a lower price

The di1erence between a movement along and a shi? of the supply curve

In a similar way to the demand curve, it is also necessary to be able to dis
nguish between a movement along the supply 

curve and a shi5 of the supply curve. In both cases the supply of a good or service will change, but the reasons for the 

change are diNerent. A movement along the supply curve occurs when the product’s price changes and this causes the 

quan
ty supplied to change. A movement along the supply curve to the le5 (a contrac
on) 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 shi5 of the en
re 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 quan
ty supplied. If the supply curve shi5s to 

the right, this is described as an increase in supply. If the supply curve shi5s to the le5, this is described as a decrease 

in supply.

2.6 Non-price factors that aHect supply 

There are a range of factors that will cause the supply curve to shi5. When the supply curve is constructed, it is assumed 

that each of these supply factors (other than price) is held constant (the ceteris paribus condi
ons). Whenever one or 

more of them change, the posi
on 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 shi5 in the supply curve. If a supply factor causes 

supply to increase, the supply curve will shi5 to the right. If a supply 

factor causes supply to decrease, the supply curve will shi5 to the 

le5. 

We have already examined the rela
onship between price and 

supply in the previous sec
on, where higher prices indicated that 

more proBt can poten
ally be made by alloca
ng more resources 

to produc
on, which prompted a movement up along the supply 

curve as exis
ng producers supplied more to the market.  However, 

the willingness of producers to supply goods to a market (in the Brst 

instance) will ul
mately depend on the expecta
ons of proBt (i.e. 

proBtability) 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 proBts, they will allocate produc
ve resources 

to their produc
on.  This increases the number of sellers/producers in the market and necessarily results in more supply 

at every given price – shi5ing the supply curve to the right.  This is how an increase in compe

on, or compe

ve 

pressures (which is covered in detail in Chapter 3), can lead to a reduc
on in prices. Of course, the actual or perceived 

proBtability related to any product must also depend on actual or perceived changes in the costs of produc
on. So if the 

price of a product remains unchanged over any given period, and the per unit costs of produc
on fall, then by deBni
on 

the proBt from selling each unit will rise and producers will be willing to supply more to the market  - i.e. the supply curve 

will shi5 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 produc�on

Each good and service that is produced in the economy requires resources, which are o5en referred to as the factors 

of produc	on (i.e. land, labour and capital). The posi
on of a Brm’s supply curve will depend on the costs involved in 

making a good or service as this will inPuence 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 

en
ce many customers to consider the drink. A shortage of kale, 

for example, could result in its price increasing, leading to a higher 

cost of produc
on for the smoothie supplier. Similarly, if the price of 

petrol increased then each smoothie would cost more to make as 

it would cost more to transport the ingredients to the store. If the 

owner of the building charged higher rent to the smoothie business, 

then the smoothie producer’s costs of produc
on would increase. 

As a result, the supply will decrease at each given price, which is 

represented by a shi5 to the le5 of the supply curve. In other words, 

the higher costs of produc
on reduce the willingness and/or ability 

of the retailer to supply at a given price. Refer to Box 2.1 for further 

informa
on about the common costs that can aNect the supply 

curve of most businesses.

Study tip

When trying to conceptualise the impact of a shi1 to 
the le1 of the supply curve, it can be useful to assume 
that quantities remain unchanged and then ask the 
following question: What price does the supplier now 
need to charge to justify supplying that particular 
quantity?  The price needs to be higher at every 
quantity level or else the supplier will no longer be 
willing to supply.  Consequently, this causes the whole 
supply curve to shi1 le1.

Study tip

One of the biggest challenges faced by students 
studying supply is that they start to discuss the 
reaction in terms of demand. This intrinsically makes 
sense because most of us are consumers, but few of 
us own businesses. Therefore, it is recommended when 
analysing supply that you seek to view the question 
from the perspective of an individual business owner. 
Ask yourself how the change in a relevant factor will 
inBuence their willingness and ability to supply (at each 
given price point). Try, at least to begin with, to analyse 
this independently of any change in demand.
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Box 2.2 Common costs of produc
onBox 2.2 Common costs of produc
on

The common costs of produc	on faced by businesses include the 
following:

• Wages/Salaries and other on-costs such as superannua
on and 
WorkCover premiums

• Rent and property expenses
• Interest on loans and overdra5 facili
es
• U
lity bills such as electricity, water, telephone/internet and gas
• Delivery costs
• The cost of technology
• The rate of deprecia
on of assets
• The cost of raw materials used in the produc
on process
• Financial and insurance services
• The level of government assistance or taxes and charges
• The value of the $AUD aNects the cost of using imported components in the produc
on process

Technological change and produc�vity growth

New technology is usually associated with an increase in produc
vity. Produc	vity measures the output per unit of input. 

One measure of produc
vity is labour produc	vity, which is measured by the total output (the volume of produc
on) for 

each hour that is worked. The introduc
on of new and more advanced capital in the produc
on 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 produc
vity would 

therefore enable the supplier to supply more at each price level.

With reference to the market for smoothies, the introduc
on of 

robots in the produc
on process could result in a reduc
on in the 

costs of produc
on for the supplier (especially in the long run). 

With robots taking the orders, the addi
onal costs associated with 

each order would decrease because the robots would not require 

compensa
on for each hour worked

New technology could also, over 
me, reduce the cost of opera
ng a smoothie business. Electricity costs could decrease 

as solar technology improves and new technology could be introduced in the agricultural sector that increases the 

produc
vity 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 produc
vity and lower the costs of produc
on, resul
ng in 

an increased supply at all price points (shi5ing the supply curve to the right).

Clima�c condi�ons and other disrup�ons

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 clima	c condi	ons. A drought, for example, reduces 

the availability of a key resource in the produc
on process (i.e. water). This would decrease the availability of key 

resources in the produc
on of green smoothies such as kale and spinach. This may push up their prices in the market, 

raising the cost of produc
on. 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 oNering.

Climate scien
sts predict that, as climate change worsens, there will be an increase in the occurrence of erra
c weather 

pa<erns that cause disrup
ons to supply. Suppliers in regions aNected by Poods and bushBres have been signiBcantly 

aNected in the past and this has, in some cases, reduced supply to zero. For example, as a result of the extreme bushBres 

and Poods over recent years, many businesses were completely destroyed and unable to supply any goods or services to 

the market.  For example, the Poods 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 signiBcantly.

Human ac
ons and government interven
on 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 signiBcant supply shock disrup
ons in the markets for products like natural gas, oil, wheat, and other 

commodi
es. Further, state and federal government responses to the coronavirus pandemic led to signiBcant disrup
ons 

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 

Study tip

Remember that when demand or supply increases, the 
respective curves shi1 right, and when they decrease, 
the curves shi1 le1. Avoid talking about moving the 
curves up or down.
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and restaurant meals eNec
vely disappeared.  In 2022, lockdowns in Shanghai made it diFcult for some residents to 

access basic necessi
es like food and medicine due to a lack of supply.

Number of suppliers

In a compe

ve market, Brms may be able to make supernormal (excessive proBts) in the short run. Given that entry 

and exit to the market is rela
vely easy in a perfectly compe

ve market, the high proBts would incen
vise new Brms 

to enter the market. When there are more Brms oNering goods/services in the market then the supply will increase. This 

causes the supply curve to shi5 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 staN. In the long run, however, the entry of new Brms is 

possible because all resources can be moved from one area of produc
on to another. In contrast, if Brms in the industry 

are making a loss, then some Brms may choose to leave the market and search for alterna
ve uses of their resources 

that are more proBtable. When Brms leave an industry the supply curve will shi5 to the le5. 

Ac	vity 2c: Ac	vity 2c: Analysing supplyAnalysing supply
Complete the following table. For each of the markets:

1. Iden
fy the impact on supply. Choose from the following op
ons:
• Expansion of supply (movement along the curve to the right)
• Contrac
on of supply (movement along the curve to the le5)
• Increased supply (the curve shi5s right)
• Decreased supply (the curve shi5s le5)

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

  The Brst one has been done for you.

Relevant market Change in economic circumstances Impact on supply 

(expansion, contrac	on, 

increase or decrease)

Relevant supply factor

Eggs Disease aHec	ng poultry Decrease Clima	c and other

Tickets to the AFL 
Grand Final

An increase in 
cket prices

Bo<le of kombucha A drought

Guitars An increase in the price of wood

Mini Cooper Vehicles An increase in labour produc
vity in 
the factory

Haircuts People are replaced by robots in the 
hairdressing industry

CoNee A frost in Brazil

Lawn mowing ser-
vices

An increase in the proBtability of 
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 Pights Introduc
on of fuel saving technology

To illustrate how these factors may cause the supply curve to shi5, we will con
nue with the example of green smoothies. 

Let’s assume that the costs of produc
on 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 eFcient 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. 

Alterna
vely, it means that for any given quan
ty 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 schedule for green smoothiesTable 2.4 Supply schedule for green smoothies

Price ($AUD) per 500 mlPrice ($AUD) per 500 ml Quan
ty supplied Quan
ty supplied 

per day  (S1)per day  (S1)

NEW Quan
ty supplied per day NEW Quan
ty supplied per day 

a5er lower costs (S2)a5er lower costs (S2)

1.00 50 60

2.00 60 70

3.00 70 80

4.00 80 90

5.00 90 100

6.00 100 110

7.00 110 120

1

2

3

4

5

6

7

0
2010 30 40 50 60 70 9080 100 110 120

Quantity 

S1 S2

Price ($)

Figure 2.4: 

 Supply of green smoothies [shift of supply curve]

Figure 2.4 shows how the lower costs of produc
on aNects 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 quan
ty supplied occurs at every 

other price, which is why the supply curve has shi5ed to the right in a parallel fashion.

Review ques	ons 2.5 - 2.6Review ques	ons 2.5 - 2.6
1. State the law of supply.

2. 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.

3. Dis
nguish between a movement along the supply curve and a shi5 of the supply curve. In your answer, make 

reference to the terms used to describe movements along and shi5s of the supply curve.

4. Iden
fy and explain two factors that may lead to a decrease in the cost of produc
on for cleaning services.

5. Illustrate how the decrease in the cost of produc
on will aNect the posi
on of the supply curve for cleaning services.

6. Explain how an increase in the price of bananas might aNect the supply of pineapples (assuming they can be grown 

on the same land).

7. Explain how climate change may be associated with changes in the supply of certain products. Refer to at least 

three speciBc products as part of your answer. (This ques
on may require some addi
onal research)

8. Iden
fy two recent technological changes that are not men
oned in the text and explain how they may be 

associated with an increase in supply for the relevant industries.

9. Describe a factor that might encourage new suppliers to enter a market and discuss the implica
ons for price and 

quan

es sold.



39

    Chapter 1: Fundamental Economic concepts    Chapter 2: Microeconomics and the role of markets

Ac	vity 2d:  Ac	vity 2d:  Climate change and disrup
ons to supply Climate change and disrup
ons to supply 
Extreme weather events tend to have a nega
ve eNect on supply. Firms are o5en willing but unable to 
supply. Australia regularly suNers from major weather events that temporarily lead to the destruc
on 
of infrastructure and the closure of key businesses. For example, in the summer of 2020, there were 
devasta
ng bushBres 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 Poods of 2022 destroyed an es
mated 
15,000 homes in Brisbane (signiBcantly reducing the ability of the city to supply accommoda
on 
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 men
oned 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 ho<er temperatures. Floods, bushBres and other erra
c weather pa<erns are also 
expected to be more devasta
ng to the na
on’s ability to supply. 

Climate change is therefore expected to disrupt the ability of Brms to supply. The impact on food produc
on alone is hard to 
predict, but climate change scien
sts have suggested that the major regional food bowl, the Murray Darling Basin will experience 
increasing shortages of water (which is essen
al for irriga
on). The lack of a key resource, such as water, will make it increasingly 
diFcult to supply a large number of fruits and vegetables, as well as impose supply constraints on the produc
on 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 ul
mately decrease the supply 
of Bsh and the decrease in marine ac
vity is bound to Pow through to the supply of lucra
ve tourism services which operate in the 
area. Coral reefs are also a valuable source of pharmaceu
cal compounds, another area where supply may be nega
vely aNected.

Reponses to mi
gate the eNects of climate change will typically add to the costs of produc
on 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 
Brms cost of produc
on (either directly or indirectly). Ac
ons taken by Brms to reduce their carbon footprint may, however, lower 
their costs of produc
on in the long run. The installa
on of solar panels, whilst expensive in the short run, will reduce the amount 
that the Brm 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. 

Ques	ons
1. Iden	fy and explain Bve diHerent disrup	ons to supply that have occurred in recent years.
2. Explain how climate change might aHect the supply curve for wheat.
3. Iden	fy and explain a range of nega	ve supply eHects that arise from a bushBre or ;ood.
4. Explain how government and business responses to mi	gate the eHects of climate change might aHect the willingness 

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

Ac	vity 2e:  Ac	vity 2e:  How the coronavirus aNected supply How the coronavirus aNected supply 
Over the last four decades, a large percentage of the manufactured goods that we purchase have 
been made available via sophis
cated global supply chains. Raw materials and intermediate 
goods are shipped around the world (o5en mul
ple 
mes) 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 infec
ons associated with the 
coronavirus are believed to have begun in China, during December 2019. The Chinese authori
es 
responded by restric
ng the movement of people, imposing curfews and quaran
nes. This led 
to the closure of many produc
on sites so that contact between people could be minimised. 
These closures led to a signiBcant drop in industrial produc
on 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 Bnal electronics goods from China were 
unable to do so. 

The reac
on to the coronavirus by governments also played a part in the disrup
on to supply. For example, in the state of Victoria, 
only essen
al businesses were allowed to remain open a5er the Government imposed Stage 4 lockdowns. This meant that it was 
eNec
vely impossible to oNer 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 infec
on also nega
vely impacted on the supply of labour 
to some businesses.  These types of disrup
ons meant that the supply curves for the Brms shi5ed drama
cally to the le5.The 
coronavirus did, however, have posi
ve eNects on the supply of some goods and services. There was a marked increase in the 
demand for personal protec
ve equipment such as face masks, hand-sani
ser, alcohol and entertainment services (such as 
NeWlix). This higher demand resulted in elevated prices (and higher proBtability), which encouraged exis
ng producers to supply 
more to the market (i.e. there was an expansion of supply or a movement up along the supply curve).  In addi
on, the increased 
proBtability 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 shi5ing to the right. For example, a Melbourne gin dis
llery started to 
make gin-scented hand sani
ser.  Similarly, there were numerous examples of individuals and businesses adap
ng to the market 
and adap
ng their resources to produce face masks.  

Ques	ons
1. State and explain the law of supply.
2. Explain how the coronavirus might have aHected costs of produc	on in Australia 
3. Explain two ways that government responses to the coronavirus led to supply disrup	ons. 
4. Discuss the view that coronavirus had a posi	ve impact on the supply of some products. Research at least one 

industry where supply grew during this period and in your answer dis	nguish the movement along the supply 
curve from a shiG of the supply curve.
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2.7 Market equilibrium
The demand and supply curves have so far been considered in isola
on. They have illustrated, respec
vely, the quan

es 

that the consumers and Brms are willing to buy and sell at each price. In order to determine the price and quan
ty sold 

in any market, the interac
on of supply and demand is needed. It is this interac
on that results in a market determined 

price, which then inPuences the quan
ty 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 proBts. The compromise that is reached in the market is referred 

to as the equilibrium price – the price where the quan
ty demanded is equal to the quan
ty 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 a5er the respec
ve increases in demand (as a result of income tax cuts) and supply (as a result of lower costs 

of produc
on) 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, resul
ng in either a surplus or a shortage of green smoothies in the 

market.

.

Table 2.5 Demand and supply schedule for green smoothiesTable 2.5 Demand and supply schedule for green smoothies

Price ($AUD) per Price ($AUD) per 

500 ml500 ml

Quan
ty demanded Quan
ty demanded 

per dayper day

Quan
ty supplied Quan
ty supplied 

per dayper day

Surplus (+) or Surplus (+) or 

shortage (-)shortage (-)

Quan
ty tradedQuan
ty traded

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 quan
ty at which the quan
ty supplied is equal to the quan
ty demanded. 

That price is $4.00 per smoothie – which is referred to as the equilibrium price. The quan
ty supplied and demanded 

at that price is 90 smoothies per day - which is the equilibrium quan
ty. Therefore, at that point, the market is ‘in 

equilibrium’. At all other prices, there is either a shortage – where quan
ty demanded exceeds quan
ty supplied – or 

a surplus – where quan
ty supplied exceeds quan
ty demanded. The market in equilibrium is depicted in Figure 2.5 

below:
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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 shi5) in demand and/or supply such that one or both of the curves 

move to a new posi
on.  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 
me, it can become a process of trial and error, with 

producers changing prices un
l ‘the right’ price is achieved. This is o5en seen in fruit and vegetable markets around ci
es 

and towns, par
cularly 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 no
ce 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 rela
vely quickly (resul
ng 

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 proBts. In some markets, the buyers may compete with each other and oNer 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 subs
tu
on eNects). The higher 

price will also act as an incen
ve for the suppliers to make more smoothies available to the market because it is now 

more proBtable than an alterna
ve use of their resources. This will be represented by movements along the demand 

(contrac
on) and supply (expansion) curves, as the price rises. The price will therefore con
nue to increase un
l the 

shortage is eliminated, and the quan
ty demanded is equal to quan
ty supplied at $4.00 per smoothie. This is clearly 

demonstrated in Figure 2.6 below.

Price above equilibrium

If the price is ini
ally 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 no
ce that they are not genera
ng 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 overes
mated 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 en
ce new customers into the market. (This 

is o5en the mo
va
on for stores who conduct regular sales to odoad stock where prices were ini
ally set too high.) 

When the price is lowered, however, it gives a clear signal to poten
al suppliers in the market that this product may not 

be as proBtable as it Brst 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 rela
vely more proBtable areas. The price will con
nue to 

decrease (encouraging demand to expand and supply to contract) un
l 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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2.8 The eHects of changes in supply and demand on equilibrium  

       prices and quan		es traded

When the market is in equilibrium, there is no pressure for the price to change, unless there is a change (or shi5) in 

the non-price factors that aNect demand and/or supply, such that one or both of the curves move to a new posi
on. 

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 
me, the market price will adjust to eliminate surpluses or 

shortages and equilibrium will be restored. A number of alterna
ve outcomes are analysed below.

Changes in demand while supply remains constant

Suppose demand increases for green smoothies because the government undertakes an extensive educa
on 

campaign to encourage ci
zens 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 shi5 of the demand curve to the right. This is shown 

in the Brst diagram in Figure 2.7. The ini
al 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 incen
ves 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 aNord the smoothies), but the higher prices will act as an incen
ve to supply more, 

so supply expands. The end result is a higher equilibrium price and quan
ty 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 discre
onary income to spend on smoothies), causing the demand 

curve to shi5 to the le5. This is shown in the second diagram in Figure 2.7. When the demand curve shi5s to the 

le5, fewer smoothies will be demanded at each price level. This will ini
ally create a surplus at the exis
ng 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 en
ced by the lower prices due to the income and/or subs
tu
on eNect. Some suppliers will 

realise that the proBtability of this market has fallen so will contract their supply. They may decide to pursue other, 

more proBtable, areas of produc
on. The new equilibrium price is therefore lower and the quan
ty traded also falls.
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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 quan
ty supplied at each price level and is represented by a shi5 of the supply curve 

to the right. This is shown in the Brst diagram in Figure 2.8. The shi5 to the right will generally result in a surplus of stock 

available at the ini
al 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 Brms 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 quan
ty traded.

Conversely, a decrease in supply will result in a decrease in the quan
ty 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 produc
on of conven
onally-produced green vegetables (as a component 

in fer
liser), as well as in the transporta
on of the Bnal product to the retail outlet. Therefore, less will be supplied at 

each price and the supply curve will shi5 to the le5. The shortage that is created at the ini
al price will aNect 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 

proBtability from supplying more. These dynamics are summarised in Table 2.6 on the next page.
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Figure 2.8: 

Disequilibrium caused by a shift of the supply curve 

[Shift of the supply curve curve to the right]

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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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.
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Excess supply at P1
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Table 2.6 Impact of changes in demand and supplyTable 2.6 Impact of changes in demand and supply

Change in demandChange in demand Change in supplyChange in supply Impact on marketImpact on market

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. Some
mes 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 aNect both the demand and supply curves for green smoothies. The lower interest rates will mean that indebted 

households will have more discre
onary income to spend on a range of goods and services (such as green smoothies). 

This would shi5 the demand curve to the right. At the same 
me, the lower interest rates will tend to reduce the cost of 

produc
on for Brms who operate with some level of debt. [Even if Brms have no debt, it reduces the opportunity cost 

of alloca
ng the funds to the green smoothie business]. Their supply curve will therefore shi5 to the right. When the 

demand curve and the supply curve both shi5 to the right this will lead unambiguously to an increase in the quan
ty 

traded (because both demand and supply are increasing). However, the changes in demand and supply have conPic
ng 

eNects on the price oNered in the market. It may, at Brst 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 predic
on. The price change will therefore depend upon 

whether changes in interest rates will have a bigger eNect on consumers or producers. At this stage, we would therefore 

suggest that the change in price is unknown. [Box 2.3 below includes an elabora
on of possible outcomes of a scenario 

where demand and supply shi5 concurrently. It considers the rela
ve impacts of each factor on the outcome for the 

market - the impact on price and quan
ty traded.]

Box 2.3 Shi5s of demand and supplyBox 2.3 Shi5s of demand and supply
Assume that there is a change in tastes and preferences that causes smoothies to go out of favour. At the same 
me, the cost of 
hiring labour increases. If the change in a demand and a supply factors are illustrated on a suitably labelled supply and demand 
diagram, both curves will shi5 to the le5 but there are three possible market outcomes:

• Scenario 1 – the demand curve shi5s further to the le5 than the supply curve. In this case, the price will decrease, and the 
quan
ty traded will fall.

• Scenario 2 – the demand curve shi5s to le5 by a smaller distance than the supply curve. In this case, the price will increase, 
and the quan
ty traded will fall.

• Scenario 3 – the demand and supply curves shi5 by a similar distance such that the equilibrium price remains unchanged 
and the quan
ty traded falls. 

These three scenarios are depicted in the diagrams below.
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No
ce how the change in price depends upon the rela
ve changes in demand and supply. This rePects the fact that the fall in 
demand places downward pressure on prices but the increase in costs of produc
on (which reduces supply) places upward 
pressure on prices. Without further analysis it is hard to determine the Bnal impact on prices. We have a high degree of conBdence 
that given both curves are shi5ing le5, the quan
ty traded will fall. Therefore, it can be concluded that the change in the quan
ty 
is nega
ve but the change in the price cannot be deBni
vely determined without further analysis of the rela
ve 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 shi5, 

there will be one of the two parameters (price or quan
ty) which is diFcult to determine (expressed as ‘unknown’) 

and further knowledge of the individual market will be required to reach a more deBni
ve conclusion. In reality, the 

predicted result may not eventuate as a number of other factors may inPuence how the market reacts (remember these 

other factors are held constant for the purposes of our analysis but in reality, they are always changing).

Table 2.7 Impact of changes in demand and supply [more complicated scenarios]Table 2.7 Impact of changes in demand and supply [more complicated scenarios]

Change in demandChange in demand Change in supplyChange in supply Impact on marketImpact on market

Increases Decreases P increase, Q ?

Decrease Decreases P ?, Q decrease

Increase Increase P ?, Q increase

Decrease Increases P decrease, Q ?

Review ques	onsReview ques	ons 2.7 - 2.8 2.7 - 2.8
1. DeBne 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 aNected by an increase in consumer conBdence and describe how 

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

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

market would move from disequilibrium to a new equilibrium.

Ac	vity 2f:  Ac	vity 2f:  Making predic
ons using demand and supply diagramsMaking predic
ons 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 quan
ty. You should also provide a wri<en explana
on of your response, which makes reference to the relevant demand 
and/or supply factor and how the market returns to equilibrium from disequilibrium.

1. The impact of the Poods on the market for le<uce.
2. An increase in the price of oil on the market for petrol.
3. An increase in the price of petrol on the market for taxi services.
4. An increase in the price of Spo
fy on the market for Apple Music.
5. An increase in consumer conBdence on the market for BMW vehicles.
6. An increase in employment on the market for second-hand clothes.
7. An increase in the value of the AUD on the market for records (all of which are imported).
8. The impact of lockdowns in China on the market for Australian iron ore.
9. An increase in the price of electricity and gas and the market for heaters.
10. An increase in child-care subsidies and more generous paid parental leave and the market for baby clothes.

Ac	vity 2g: Ac	vity 2g: A visit to the market to purchase Pink Lady applesA 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 rela
vely 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 ($) Quan	ty demanded (kg) Quan	ty 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 informa
on, construct a suitably labelled demand and supply diagram.
b.  Use your diagram or the above schedule to determine the equilibrium price and quan
ty determined in the market. 

Imagine that the QVM was featured on a high ra
ng cooking show. This provided the people of Melbourne with valuable 
informa
on 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 ($) Quan	ty demanded (kg) Quan	ty 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 quan
ty has changed.
d. With reference to a relevant demand or supply factor, explain how the free promo
on 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 compe

on 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 quan
ty traded 
(assume that the other condi
ons in part c are maintained).

f. Predict what might happen to the equilibrium price and quan
ty traded for Pink Lady apples at QVM based on the following 
changes in demand and/or supply condi
ons.
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. A shortage of pears
IV. The exemp
on from GST that applies to fruit and vegetables is removed
V. The closing of the Footscray fruit and vegetable market
VI. A strike by public transport workers

Extension:  Organic apples are grown without the use of synthe
c fer
lisers, herbicides or pes
cides. There are only three sellers 
of organic apples at the QVM. Most apples sold at the QVM are referred to as ’conven
onal‘ which means that ar
Bcial chemicals 
are used in the produc
on process. 

g. With reference to relevant factors of demand and supply, explain why the price of organic apples is some
mes ’twice the 
price paid for conven
onal 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.

Ac	vity 2h:  Ac	vity 2h:  The market for dogs during COVID-19The market for dogs during COVID-19
During the years 2020 and 2021, there was a signiBcant 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 a5er 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 Associa
on 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 a5er the dog for the rest of its life. This 
inPuenced the demand factor, tastes and preferences, resul
ng in a shi5 of the demand curve 
for puppies to the right. Low interest rates might have also inPuenced the demand for puppies, as the costs associated with 
borrowing were signiBcantly reduced in 2020/21. With most home loans in Australia being oNered with variable rates, the amount 
required to service exis
ng loans fell, leaving more (discre
onary) 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 
opportuni
es increase there is likely to be fewer people who feel that they have the 
me or inclina
on to look a5er a pet.  One 
of the nega
ve 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 opera
ng at full capacity. Some previous owners 
underes
mated the 
me 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 Domes
c Animals Act led to the banning of puppy sales in pet shops, closing oN a major link in the supply chain. The 
legisla
on also placed a limit on the number of female dogs that a breeder could keep and the number of 
mes the dog could have 
puppies. This reduced the viability of so-called puppy factories, resul
ng in many of them moving interstate. Those wan
ng to 
purchase a dog may have, in the past, ordered the dog from interstate, but with border closures these types of transac
ons were 
more diFcult to coordinate. The laws failed to completely eliminate illegal ac
vity 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 aNect the equilibrium price and quan
ty of 
certain dogs. Some breeds s
ll face ongoing shortages, which is highlighted by their long wai
ng lists. The predicted fall in prices 
may be associated with the reduc
on in demand – many people have returned to work and have more capacity to travel. It might 
also be an indica
on that many people who wanted a dog, have already purchased one (so the market is saturated). Rising costs 
of living associated with high inPa
on 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 produc
on. To raise a healthy puppy so that it can later be sold, 
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2.9 The eHect of rela	ve prices on resource alloca	on

Resource alloca	on is the study of how the factors of produc
on such as land, labour and capital are directed towards 

the produc
on of goods and services to meet the needs of households, businesses, governments and other economic 

agents. An explora
on of resource alloca
on is intrinsically linked to the three basic economic ques
ons 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 produc
on. For example, we may want to ask 

the following sorts of ques
ons:

• Why is Australia using its labour resources to produce mineral 

exports rather than to manufacture cars? 

• Why have some of our scarce resources been moved from 

mining to more service-based industries in recent years? 

• What will happen to the alloca
on of resources as the earth’s 

climate systems become increasingly disrupted?

Economists may also be interested in ‘How’ resources are being used in the produc
on process. In a free market, it is 

assumed that self- interested Brms (who are mo
vated by proBt) will try to minimise their costs of produc
on and oNer 

the best product they can in their chosen market. This may mean that they seek the most eFcient way to convert their 

land, labour and capital into the end product. We might consider the following:

• How will scarce resources be allocated in response to perceived changes in labour market condi
ons in the future?

• How will the inven
on of more sophis
cated ar
Bcial intelligence aNect the mix of labour and capital in the 

produc
on process?

• How can community pressure and the buying decisions of consumers inPuence the methods of produc
on 

employed by Brms in a country?

Finally, economists will look at how the products that are made are ul
mately 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 predic
ons 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 quan

es (as well as explain retrospec
vely why 

these parameters may have changed). With respect to this ques
on we may consider:

• What inPuences the wages paid to diNerent professions?

• How does the scarcity of labour aNect the alloca
on of the world’s scarce resources?

• How do the buying decisions of the very wealthy aNect the ability of low-income earners to access necessi
es?

Markets are able to reveal informa
on about individual and collec
ve 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 na
on allocates its scarce resources. The ability to make free choices 

Study tip

Most markets in Australia are interconnected. It is 
possible to make links between seemingly unrelated 
markets if one is prepared to investigate far enough. 
For example, any change in one market will a�ect 
labour and other factor markets for substitutes and 
complements as well as 2nancial markets.

the breeder needs to pay for high quality food and preliminary vet checks. Other costs include registra
on and associa
on fees, 
building the accommoda
on for the animals and the costs associated with looking a5er 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 posi
ve Pow on beneBts to those oNering 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 inPuenced some consumers to purchase a cat, because they are, on average, 
cheaper than most dogs. 
. 

Ques	ons
1. Iden	fy and analyse two factors that contributed to a shiG of the demand curve for pet dogs to the right.
2. Iden	fy and analyse two factors that contributed to a shiG of the supply curve for pet dogs to the leG.
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 aHected other markets.  In your answer, refer to complements 

and subs	tutes.
5. 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. 
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provides a signal to producers regarding what consumers value, their priori
es and preferences. Ul
mately, the price 

of any good or service is determined by the buyer’s willingness to pay (demand) rela
ve to its availability (supply). The 

price is therefore used to ra
on 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 oNered for sale. Economists are not only 

interested in the price of individual goods and services but also rela	ve prices. The rela
ve 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 rela
ve 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 bo<le and the price for a green smoothie is $5 (the new equilibrium as determined 

in our earlier example), then the rela
ve 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 bo<les of Vitamin Water. Alterna
vely, for every bo<le 

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 rela
ve price could change at any 
me. For example, if the costs of producing Vitamin Water fall, leading 

to a fall in the price to $2, the rela
ve price becomes $2/$5; a new ra
o of:1:2.5. Therefore, to obtain one green 

smoothie, the consumer must now give up 2.5 bo<les of Vitamin Water. Even though the price of the smoothies has 

remained unchanged at $5, it has become rela
vely more expensive in terms of the price of what else could be bought 

(a subs
tute). The demand curve for green smoothies might therefore shi5 

to the le5, contribu
ng to a decline in sales. The resources used to make 

smoothies will therefore be shi5ed elsewhere.

With respect to the ques
on 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 rela
ve 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 proBtable to use their resources 

to produce that good or service. Consumers are therefore said to be the main 

driver of resource alloca
on 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 shi5ed right) and created a shortage of EVs at the exis
ng price (wai
ng lists were up to 

twelve months). The shortage may have encouraged some poten
al buyers to bid up the price and exis
ng suppliers 

will have taken the opportunity to raise the price. The price of EVs has now risen rela
ve to other forms of transport 

(such as petrol cars), which indicates that this is an area of produc
on providing greater proBt opportuni
es. Producers 

are therefore likely to allocate more land, labour and capital to the produc
on of EVs. At the same 
me, the higher oil 

prices encourage suppliers to increase explora
on and the development of new methods of oil extrac
on, as well as 

incen
vising investment into alterna
ve energy sources, such as hydroelectricity and biofuels.  [See Box 2.4 for examples 

of rela
ve prices and resource alloca
on in the energy sector].

The price mechanism describes how the forces of demand and supply determine rela�ve prices of 

goods and services, which then ul�mately determine the way our produc�ve resources (e.g. labour 

and capital) are allocated in the economy.

The price mechanism will also inPuence the second fundamental economic ques
on of how to produce the good or 

service. Generally speaking, a business will seek to maximise its proBts by minimising its costs and selling the good 

or service at the highest price possible. The compe

ve market will ensure that resources are used as eFciently as 

possible so that producers can oNer their product at the most a<rac
ve price to the consumer.  When the price of 

one resource increases rela
ve to the price of another, this may inPuence Brms to change the way they produce their 

goods and services (and in the process alter the alloca
on of resources).  For example, if unions are successful in raising 

wages of unskilled labour, this increases the price of labour, rela
ve to capital, and may cause some subs
tu
on out of 

using labour and into using capital in the produc
on process.  The rela
vely high price of labour (when compared to 

capital) oNered 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 Brms to shi5 their manufacturing (and some
mes service) ac
vi
es to countries with cheaper labour. For example, 

most clothes and technology products are not made in Australia because the rela
ve price of labour is too high and 

resources are allocated to alterna
ve products where the value-added might be higher.
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Similarly, the price mechanism will eNec
vely allocate resources within factor markets themselves, with changes in 

the rela
ve prices for factor inputs sending clear signals to the owners of these resources about how best to use their 

resources in produc
on.  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 remunera
on), rela
ve to the price for other professions, which has sent a 

signal to people, such as university entrants, that a career as an engineer is rela
vely more lucra
ve.  This is likely to lead 

to a greater alloca
on of labour resources to this par
cular sec
on 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 rela
ve to the price oNered 

in other professions.  Again, the price mechanism has facilitated this movement of (labour) resources from one ac
vity 

to another. 

The answer to the third fundamental ques
on of for whom to produce is determined by the poten
al consumers’ 

willingness and ability to pay. Resources will usually be allocated to the produc
on 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 sa
sfying the material needs of the high-income 

earners in our society because they can aNord to purchase more goods and services. Therefore, the rela
ve wages of 

diNerent professions will ul
mately inPuence 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 sec
on of the popula
on 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 aNordable housing. The inability to earn enough income in the market system signiBcantly reduces their capacity to 

obtain a loan or successfully apply for a rental property. The ac
vi
es of investors in the market (which have contributed 

to signiBcant increases in prices) have also made it more diFcult for people from younger genera
ons to purchase a 

property. 

Generally speaking, those goods and services that are proBtable to produce in a compe

ve 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  eFcient alloca
on of resources if there is evidence that the market has failed. Some of these instances are 

inves
gated in Chapter 3. The government will also reallocate resources when equity in the distribu
on of income is not 

achieved. This is based on society’s preferences to support those who may not have the ability to achieve a digniBed 

standard of living. 

Box 2.4 Examples of rela
ve prices and resource alloca
on in the energy sectorBox 2.4 Examples of rela
ve prices and resource alloca
on in the energy sector

The introduc
on of the carbon tax from July 2012 (albeit for only two years) also inPuenced the structure of rela
ve prices. 
The carbon tax was imposed on the country’s largest carbon emi<ers and it resulted in an increase in the price of carbon 
intensive products, such as electricity produced at coal-Bred power sta
ons. The supply curve for coal-Bred electricity 
shi5ed to the le5, and the price of coal-Bred electricity increased rela
ve to the price of installing solar panels. This then 
raised the demand for solar panels (shi5ing the demand curve to the right) and resulted in a higher equilibrium price for 
solar panels. As a result, producers no
ced the higher ‘rela
ve price’ of solar panels (compared to other goods that they 
might wish to produce), and allocated more resources to the produc
on of solar panels. The higher price of electricity 
generated from coal led to a contrac
on along the demand curve for coal generated electricity and less coal resources were 
ul
mately u
lised within Australia to make electricity.  

Interes
ngly, a carbon tax (or carbon pricing more generally) both increases and decreases the rela
ve 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 rela
ve price of solar panels will fall when compared to coal-Bred electricity, encouraging demand 
to move away from the carbon intensive form energy produc
on of burning coal, and toward less carbon intensive forms of 
energy produc
on. Resources will therefore shi5 out of the produc
on of coal-Bred electricity. Second, the rela
ve price of 
solar panels will rise when compared to other products (because the increase in demand will cause shortages at the original 
price), resul
ng in more resources Powing to the produc
on of solar panels. A5er a period of 
me, the price of solar panels 
will again fall, because the larger market encourages both new suppliers to enter and the development of be<er technology 
to make the panels.  This change in resource alloca
on is summarised in the diagrams below.

Fewer resources allocated

to the  production of 

dirty energy

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)

Increased demand because

of a lower relative price

Decreased supply because

of higher production costs

Market for coal fired electricity

Price

P1

Q1Q2

P2

S1

S2

D

Quantity

Market for solar panels

P1

P2

Q1 Q2 Quantity 

Price

S

D2

D1
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Review Ques	ons 2.9Review Ques	ons 2.9
1. Explain how the market might answer the fundamental economic ques
on of ’what to produce’. Make reference 

to the role of rela
ve prices in your response.

2. In a compe

ve market, rela
ve prices play a very important role in alloca
ng scarce resources. With reference to 

a par
cular example, explain how an increase in demand has resulted in a change in rela
ve prices and how this 

inPuenced the change in resource alloca
on.

3. Explain how the price mechanism will cause a realloca
on of labour resources in the event that there is a shortage 

of economists. 

4. Explain why reliance on the price mechanism will o5en result in an unequal distribu
on of income and therefore 

access to the goods and services that are produced.

5. With reference to a speciBc example, explain how an increase in supply of a par
cular product may result in a 

change in the alloca
on of resources in that par
cular market.

6. Consider the example you provided in ques
on 5. Explain how another (alterna
ve) market may be aNected by 

the change in supply you described.

7. With reference to diNerent markets to those discussed in ques
ons 5 and 6, explain how a decrease in demand for 

a par
cular product may aNect the alloca
on of resources in that par
cular market.

8. Based on the example provided in ques
on 7, explain how an alterna
ve market may be aNected by the change 

in supply condi
ons.

9. Australia is currently experiencing a period of below average wages growth. Explain how this might be linked to the 

rela
ve price of capital, the rate of unemployment and the price of labour in other na
ons.

10. With reference to a speciBc market(s), explain how an increase in demand may aNect a factor market(s).

11. Explain why a compe

ve market is likely to promote alloca
ve eFciency.

12. Explain why a compe

ve market is likely to promote technical eFciency.

13. Explain how changes to rela
ve prices play an important role in answering the three basic economic ques
ons.

In 2018, the Victorian Government introduced a new subsidy scheme for middle and low-income households, oNering to 
pay for up to half of the purchase price of solar panels or storage ba<eries. This changes the alloca
on 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 Bred electricity (i.e. 
consumers subs
tute away from coal Bred electricity and into solar panels).  The higher demand for solar panels causes the 
rela
ve price of solar panels to rise and encourages producers to allocate more resources to their produc
on.  The lower 
demand for coal Bred electricity would eventually see fewer resources allocated to its produc
on over 
me. This change in 
resource alloca
on is summarised in the diagrams below.

Market for solar panels

P1

P2

Q1 Q2 Quantity 

Price

S

D2

D1

Market for coal fired electricity

Price

P1

Q1Q2

P2

S1

D1

D2

Quantity

More resources allocated to  the  

production of  solar  panels as the 

relative price increases

Increased demand because

of a government subsidy
Decreased demand because

consumers have substituted into

solar panels

Fewer resources allocated

to the  production of dirty energy

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 2red electricity is assumed to be the same at P1.   In reality, the relative price of solar 
energy is currently higher.]
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Ac	vity 2i:  Ac	vity 2i:  How ar
Bcial intelligence might aNect the alloca
on of resourcesHow ar
Bcial intelligence might aNect the alloca
on of resources

Ar
Bcial intelligence is some
mes 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 eNort by humans. In par
cular, the machines may 
get be<er at tasks over 
me. They can and will consider their 
opera
ng environment and make adjustments that maximise 
their preferred outcomes (such as produc
on).

Research and development in the area of AI has resulted in a 
number of signiBcant developments and many expect that 
driverless cars will be seen on our roads in the next Bve years. 
This, in itself, is likely to see a drama
c 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 proBts by reducing their 
demand for labour. Cathie Wood from UBS es
mates that this could reduce the average cost of a trip to the airport 
from $50 to $10. This could have signiBcant 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 introduc
on of driverless cars may also have Pow on eNects to other areas of produc
on. 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 suNer from lapses in concentra
on and 
irra
onal 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 reduc
on in 
accidents could also reduce the demand for hospital services as fewer people require medical a<en
on. This could 
mean that future socie
es won’t have to allocate as much of the government’s budget to healthcare spending. The 
reduc
on 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 compensa
on.

The farming industry is also likely to experience drama
c changes due to the adop
on of ar
Bcial intelligence in the 
produc
on 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 compe

on from those who 
have similar skills and from ar
Bcial intelligence.

The predic
ons made by those researching the advances in AI point to a revolu
onary change in the way  goods and 
services  are produced and signiBcant modiBca
ons to the way economies answer the three basic economic ques
ons. 
Humans may s
ll 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 ques
on of ’how to 
produce‘ as businesses, ac
ng to maximise their proBts and maintain compe

veness, will look for machines that 
can help to lower their costs and introduce be<er, less wasteful produc
on techniques. Futurists seem to disagree 
about the ’for whom‘ ques
on. 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 sugges
on, 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 emo
onal intelligence will be harder to replicate and will therefore give people with those skills a compe

ve 
advantage. 

  Ques	ons
1. Dis	nguish between labour and capital resources.
2. Explain how the introduc	on of ar	Bcial intelligence may reduce the cost of produc	on for Brms and aHect 

how they answer the key economic ques	on of ’how to produce‘. Make reference to speciBc examples.
3. With reference to the use of vehicles in the produc	on process, explain how ar	Bcial intelligence could result 

in a signiBcant change in the alloca	on of resources in the economy. Extend your analysis beyond the car 
industry. 

4. Explain why a large number of workers might Bnd it di8cult to achieve a pay rise in the future. Ensure you 
use demand and supply analysis in your answer.

5. Research another area of ar	Bcial intelligence and explain how changes in this area may aHect the alloca	on 
of resources. Again, use demand and supply analysis and reference to rela	ve prices in your answer.
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2.10 The meaning and signiBcance of price elas	city of demand

The demand curve shows the rela
onship between various possible prices of a par
cular product and the quan

es 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 ques
on. 

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 elas
city, which considers the responsiveness of a change in one variable to changes in a 

factor that aNects that variable (usually expressed as the rela
ve percentage change in each of the variables). 

Price elas	city of demand (PED) measures the responsiveness of the quan
ty 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

percentage change in price  
PED   =   

By making reference to percentage changes in the calcula
on of the PED, we can compare the degree of responsiveness 

across diNerent types of goods and services.  It also allows for comparisons of the PED across diNerent countries (and 

regions within countries) for the same types of products.  When the PED is calculated, the value will generally be nega
ve 

(because the rela
onship between price and quan
ty demanded is inverse). For simplicity, this nega
ve sign is usually 

ignored and the PED will take on a value between 0 and ∞ (inBnity).

High PED (elas�c)

A product will have a high PED if the absolute value is greater than 1. In this situa
on, the percentage change 

in quan
ty demanded will be greater than the percentage change in price. A demand curve where the PED is 

high would be one that is rela
vely Pat. [See Figure 2.9.]

Low PED (inelas�c)

The product will have a low PED if the value is less than 1. In this situa
on, the percentage change in quan
ty 

demanded will be less than the percentage change in price. A demand curve where the PED is low would be 

one that is rela
vely steep. [See Figure 2.9.]

Medium PED (unit elas�c)

In some cases the percentage change in quan
ty demanded and price may be equal. This is called unit elas	city 

because the elas
city value will be exactly 1. [See the middle diagram in Figure 2.9.]

Box 2.5 Price Elas
city of Demand and PricingBox 2.5 Price Elas
city of Demand and Pricing
One way of telling whether a product has a high or low price elas
city 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 quan
ty 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, resul
ng 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 inelas
c demand curve, however, would be ver
cal, as demand in this situa
on would be completely 

unresponsive to changes in price. A perfectly elas
c 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 compe

ve market like the 

QVM, where there are a very large number of sellers with homogenous products for sale, such that any a<empt 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 signi2cance 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 rela
vely low PED (especially 

if they have some degree of control over the se@ng of prices). From their perspec
ve, 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 con
nue 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 inPuences 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 cigare<es), 

this will result in a decrease in supply (shi5ing the supply curve to the le5) and causing an increase in the equilibrium 

price for cigare<es. While the government appears to be concerned about cigare<e smoking, the impact on demand 

may be minimal (especially in the short run) because cigare<es have a low PED. The low PED means that they generate 

the highest possible tax revenue from this ac
vity because the imposi
on of the tax has a rela
vely smaller precentage 

eNect on the quan
ty 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 diFcult to pass on the cost of the tax to the consumer 

because businesses would suNer a much larger percentage decrease in sales.

In some cases, opera
ng in a market where the product has a 

low PED can be detrimental. For example, primary producers are 

o5en faced with unpredictable weather pa<erns that can aNect 

the supply of their products. If there were favourable growing 

condi
ons, then farmers across the country could grow and oNer 

for sale a large volume of produce. This would be represented by 

a shi5 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 

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 signiBcant 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 

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 condi
ons 

(resul
ng in the supply curve shi5ing to the right). No
ce how signiBcantly the price has to fall to clear the market - it 

clearly falls by a larger percentage than the growth in demand.

This can have implica
ons 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 Puctuate signiBcantly. For example, Russia’s invasion 

of Ukraine in 2022 decreased the world supply of key energy resources such as liqueBed natural gas (LNG) and coal. This 

resulted in a signiBcant increase in their respec
ve prices. Both of these commodi
es are key exports for Australian 

companies - therefore the increase in price at the 
me, led to a smaller percentage decrease in the quan
ty demanded, 

meaning that alterna
ve suppliers from around the world, including Australia, were able to increase their total revenue. 

Figure 2.10
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2.11 Factors aHec	ng price elas	city of demand 

The following factors will aNect whether the demand for a good or service has a low or a high PED:  The degree of 

necessity, availability of subs
tutes, propor
on of income, and 
me.

The degree of necessity

Goods and services that are deemed to be necessi	es will usually 

have a low PED (less than 1), whereas luxury products will have a 

higher PED.  Consumers usually have less choice when it comes to 

the purchase of a necessity, because, by deBni
on, it is linked to 

survival. If the price of bread increased, for example, the quan
ty 

demanded would decrease, but by a smaller percentage than the 

increase in price, as bread is a staple (and perhaps a necessary food 

item) for most households. Similarly, if a person is a diabe
c, they 

are unable to decrease their consump
on of insulin if the price 

increases. Therefore, both products would have a low PED.

Addic	on can also turn a seemingly discre
onary 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 considera
on of the price. As a consequence, 

any price increase will usually be associated with a propor
onately smaller drop in quan
ty demanded. This is evident 

in the markets for cigare<es and alcohol, which helps to explain why governments generate a signiBcant amount of tax 

revenue when these products are sold.

Luxury goods on the other hand can be foregone more easily 

because, by deBni
on, they are not necessi
es (they are 

considered to be items of discre
onary spending). If the price 

increases, there is likely to be a greater percentage reduc
on in 

the quan
ty demanded. For example, Warren BuNet has o5en 

urged investors to steer clear of inves
ng in the airline industry. 

One reason for this recommenda
on is that airline travel tends 

to have a high PED (especially when it comes to recrea
onal 

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 

propor
onate decrease in the demand for airline travel and 

reduced the Brms’ proBtability. 

Availability of subs�tutes

Products that have a large number of viable subs	tutes will tend to be associated with a higher PED (greater than one). 

If subs
tutes are available, consumers are likely to switch to a close subs
tute quickly, when the price of a product rises. 

At a highly compe

ve fruit market, like the Queen Victoria Market, the price elas
city of demand for each orange 

would be very high. If one stall holder increased their prices by a small percentage, they may Bnd that they lose a much 

larger percentage of sales (in a perfectly compe

ve market, their sales would fall to zero). Consumers would be able 

to compare prices easily, and there would be a mul
tude 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 subs
tutes.

Ac
vity 2k analyses the role of adver
sing in inPuencing the viability of subs
tutes. ENec
ve adver
sing will decrease the 

viability of compe
tors’ products since it promotes the idea that the product being adver
sed is unique, and therefore 

has few subs
tutes. Adver
sing is designed to reduce the price elas
city of demand for products by building brand 

loyalty and convincing the consumer that the product is unique.

Propor�on 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 resul
ng drop in the quan
ty demanded would therefore 

exceed 10%.

Study tip

Although a low PED will result in a less-than- 
proportional decrease in the quantity demanded 
of a product when the price rises, it is important to 
remember that there will still be some decrease in 
demand, unless the product has a perfectly inelastic 
PED. Students should avoid making statements such as 
‘even if the price increases, people will still buy the same 
amount’ – as this is rarely true. The law of demand 
still applies meaning that when price increases, some 
members of the public will no longer be able to a�ord 
the relevant good or service (or they will be enticed by 
a relatively cheaper substitute). 
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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 diFcult to purchase the product because it takes 

up a larger propor
on of income.

Time

Over 
me, 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 ini
ally, they may not no
ce a price increase or cannot be 

bothered seeking out a viable alterna
ve since they might need the product 

now and it is a hassle to go somewhere else to Bnd a cheaper alterna
ve. Over 


me however, consumers may no
ce the price increase and start to consider 

and try out alterna
ve products. Consider the market for gas, tradi
onally 

used to heat the family home. An increase in the price of gas, which has 

occurred during 2022, may not result in a signiBcant decline in demand, 

especially in the short term. The Brst 
me the household might no
ce 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 hea
ng system 

in the short term but, over 
me, if the price hike persists, they may look 

for ways to decrease consump
on of gas. They could install new appliances 

that rely on alterna
ve sources of energy (reverse cycle air-condi
oning that 

uses solar power) or improve insula
on so that less hea
ng is lost during the 

winter months. The rise in the price of petrol over 2022 has similar eNects.  

Many consumers might Bnd it diFcult to reduce their consump
on in the short run - they may not live in an area that 

has public transport and they have to maintain their current mode of transporta
on. However, if petrol price rises 

appear permanent, then consumers have more 
me to change their behaviour. They may seek out ways to reduce their 

consump
on 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 
me 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 
me 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 
mely fashion. For example, each year health insurance companies increase their prices. This should be 

a product with a rela
vely high PED but due to the hassle involved in changing companies, many households tend to 

s
ck with their incumbent insurer. The introduc
on of comparison websites reduces the eNort associated with changing 

companies and therefore the 
me taken to respond to price increases might have been shortened.

Ac	vity 2j: Ac	vity 2j: Price elas
city of demand Price elas
city of demand 
Determine whether the PED is rela
vely high (price elas
c with a PED greater than 1) or low (price inelas
c with a PED 

less than 1) and iden
fy the likely impact on the Brm’s revenue. The Brst one has been done for you.

Scenario H/M/L PED Reason EHect on

revenue

Fruit and vegetable sellers increase the price 
of their cherry tomatoes from $2.50 to $3.00 
per kilo, and observe that their sales drop 
from 1000 to 500 kilos per day

High (because 
>1)

The rela	vely high number of 
subs	tutes for cherry tomatoes 
encourages consumers to demand 
alterna	ves (such as Roma 
tomatoes)

Decrease

In response to a worse-than-normal Pu 
season, the local supermarket increases the 
price of 
ssues 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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Ac	vity 2k:  Ac	vity 2k:  Adver
sing to boost demand and reduce PEDAdver
sing to boost demand and reduce PED
Firms o5en spend thousands to millions of dollars per year on adver
sing and other forms of 
marke
ng. In terms of demand analysis, the aim of adver
sing is mul
-faceted. The Brst aim of 
adver
sing is to increase informa
on for the consumer that will lead to more informed decision 
making. It may be diFcult 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 Brm). A successful adver
sing campaign should therefore 
result in an increase in the demand for the product at each given price level, thereby shi5ing the 
demand curve to the right because tastes and preferences have been altered. (Note: it will also 
cause the cost of produc
on to increase and the Brm will require a higher price to cover their 
costs).

Adver
sing is also designed to increase brand loyalty. Brand loyalty refers to a situa
on where a consumer develops 
posi
ve feelings towards a par
cular brand and will usually make repeated purchases from the same brand over 
me and 
in diNerent categories. Brand loyalty therefore adds to the already men
oned beneBts associated with adver
sing. It helps 
to create a need for the product (this might be psychological) and reduces the viability of subs
tutes (compe
tors’ product)
s. A successful adver
sing 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 Brst iPhone 
was released in 2007. In 2022, the iPhone 14 range was released and, as with previous releases, this was accompanied by 
an oFcial launch and met with shortages in the Brst few months of release. The upgrade cycle is part of the marke
ng 
approach, as people who do not need a new phone (because the old one is s
ll working) s
ll feel some sense that they 
should purchase a new phone. Despite the high price tag, it could be argued that Apple products have a rela
vely low PED. 
Customer sensi
vity to prices is cushioned somewhat by the way phones are consumed in Australia, with most people 
op
ng for a plan that spreads the cost of the phone over 12 to 36 months. Apple also has succeeded in convincing a 
signiBcant propor
on of the public that their products are ’special‘, and that there is no viable subs
tute for an iPhone. 
Apple consumers may also feel locked into the Apple ecosystem with its unique iOS and compa
bility with a range of 
applica
ons (further reducing the viability of subs
tutes).

Ques	ons
1. With reference to a relevant non-price factor, explain why successful adver	sing and marke	ng is likely to result in 

a shiG of the demand curve to the right.
2. With reference to a relevant non-price factor, explain why adver	sing is likely to be associated with a shiG of the 

supply curve to the leG.
3. With reference to the relevant formula, explain what is meant by the price elas	city of demand.
4. Explain what is meant by ‘brand loyalty’ and outline how adver	sing can generate brand loyalty.
5. Iden	fy one other product (apart from Apple products) where there appears to be a degree of brand loyalty. Discuss 

how the company has in;uenced you (or consumers more generally) to perceive this product when compared to 
others in the same industry.

6. Discuss the possible rela	onship between an increase in adver	sing expenditure, brand loyalty and the PED.
7. Explain why it is considered to be proBt-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 elas	city of demand for iPhones is likely 

to be high or low.

The government runs an extensive educa-

on 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 disrup
ons caused by lockdowns 
causes the prices of the iPhone 14 to increase 
when compared to the iPhone 13

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 cigare<es 
causes the prices to increase from $35 per 
pack to $40 per pack. Quan
ty demanded 
falls by 8%

There is a huge rise in price of iceberg le<uce 
due crop damage during Poods



57

    Chapter 1: Fundamental Economic concepts    Chapter 2: Microeconomics and the role of markets

2.12 The meaning and signiBcance of price elas	city of supply

Price elas	city of supply (PES) measures the responsiveness of the quan
ty 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 rela
vely Pat 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 rela
vely 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.  

Quantity Quantity 

Supply

Supply

Price

 ($)
Price

 ($)

Figure 2.11

High price elasticity of 

supply

[ PES >1 ]

Low price elasticity of 

supply

[ PES < 1 ]

The signi2cance of PES 

The price elas
city of supply can aNect 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 

elas
city of supply than manufactured goods. Countries such as Australia that generate large revenue from mining 

and agricultural exports, o5en face vola
le swings in the revenue they generate. For example, if prices for coal were to 

increase drama
cally then it may be diFcult for the Brms to rapidly increase their output levels (especially in the short 

run).  The low PES is also par
ally due to the vola
lity of prices in this sector. The companies need to wait for clear price 

signals before they undertake the investment needed to build the produc
ve capacity necessary to meet the higher 

demand. Uncertainty surrounding government policy can also reduce the incen
ve to respond to changing price signals,  

especially if they, too, are perceived as temporary (given that 

governments in Australia can change every three years). 

With a steep supply curve, signifying a low PES, any change in 

demand will result in a signiBcant change in price. For example, 

the supply curve for many agricultural products is rela
vely 

price inelas
c (less than one and therefore depicted as steep) 

owing  to the fact that the produc
on period is rela
vely long 

[See Sec
on 2.13 on the next page.] This adds to the vola
lity 

of prices for primary producers. Any change in demand can lead 

to signiBcant changes in prices. This is illustrated in Figure 2.12, 

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 

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 
me.

Figure 2.12
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The advent of digital technologies has had a disrup
ve eNect on both demand and supply. The disrup
on may be posi
ve 

for some but nega
ve for others.  Consider the example of streaming services such as NeWlix and Stan. Because these 

Bles can be used by any number of consumers simultaneously, the PES for this product is eNec
vely inBnite, resul
ng in 

a horizontal supply curve. Any increase in demand can be supplied instantaneously, resul
ng in no shortage and no need 

for the price to rise. This is highlighted in Figure 2.13.

As more products become available in a digital format (such as 

books, movies and games), the PES will inPuence the decision of 

producers to enter the market. If you were a poten
al producer, 

would you be encouraged to enter a market where supply could 

be inBnite or one where it is diFcult to adjust supply if the price 

increases or decreases? The ability to adjust supply quickly 

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

to decision-making and supply response. (It does, however, in 

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 

being out of stock. For example, you might hear an interview on 

the radio where an author discusses her new book. In the next 

minute you could have downloaded the book to your Kindle and 

be reading it straight away.

 

2.13 Factors aHec	ng price elas	city 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. 

Produc�on period

If prices increase for a par
cular product, this will signal to suppliers that alloca
ng resources into this area may now be 

more proBtable. Firms may wish to increase their supply, but it may take 
me to a<ract the resources that are needed 

to increase produc
on volumes. For example, if there was an increase in the demand for apricots, the demand curve 

will shi5 to the right, resul
ng in a higher equilibrium price. The higher price will therefore act as an incen
ve 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 
me 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 
me as more resources can be shi5ed 

into the produc
on of apricots (assuming that the increased 

preference for apricots is permanent and the price of apricots 

remains high over 
me.) In contrast, a song that has been 

wri<en and recorded can be supplied at the tap of a bu<on 

in the digital era. The produc
on of new copies has a minimal 

produc
on period, so the PES of such products is very high.

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


me, Brms 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 ca<le. 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 rela
ve 

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 ca<le in the future, and he/she will be able to respond 

more eNec
vely to the higher prices.  

Figure 2.13
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Spare capacity

If a Brm has spare capacity, then this will mean that they have factors of produc
on that are not being fully u
lised 

(they may be idle at 
mes). 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 u
lised to increase supply quickly. 

In contrast, if businesses are running at produc
ve capacity and there are skills shortages, this will make it hard to 

a<ract suitable labour to expand opera
ons. The PES for products under this scenario will tend to be rela
vely low. 

Over a period of 
me, the Brm may be able to increase its produc
ve capacity (through investment and training for 

example) and a<ract new labour (it could oNer higher wages to encourage workers to leave an alterna
ve supplier). 

The government may also help to address the underlying causes of these capacity constraints by expanding immigrant 

targets and alloca
ng more of the budget to training those who are structurally unemployed.

This factor also highlights why the PES will tend to change over 


me. As the Brm gets closer to produc
ve capacity, the PES will 

tend to decrease. For example, if there was an increase in the 

demand for movie 
ckets due to an excessively hot summer (too 

hot to go outside), ini
ally Brms may face a rela
vely high PES. This 

is because cinemas may be able to respond to the higher demand 

by opening the cinema for longer and Blling more of the seats 

that had been empty in the past. Eventually the cinema would 

reach its produc
ve capacity, at which point its PES would drop 

signiBcantly. If the cinema owners believed that unpredictable 

weather condi
ons would con
nue (due to climate change) and 

that they could maintain the high prices for cinema 
ckets they 

may add to their produc
ve capacity permanently, by inves
ng 

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, o5en costly for Brms and they may want to reduce the stock that 

they hold at a given 
me. Advances in technology have also helped Brms as they can now employ ‘Just In Time’ (JIT) 

inventory management systems. By having closer connec
ons with their suppliers using digital technologies, Brms 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 elas
city of supply as they have a limited storage life. Processed food 

products, however, such as so5 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 Brm then faces the same factors that can make it diFcult 

to increase supply (i.e. the produc
on period and degree of spare capacity in the canning factory will aNect the PES). 

Ac	vity 2l:Ac	vity 2l:  Determining elas
ci
es  Determining elas
ci
es
With reference to relevant factors, examine whether the price elas	city of demand and the price elas	city of 
supply are high or low for each of the following products:

1. Chocolate
2. A boQle of wine
3. Digital movie rentals
4. New cars
5. SurRoard
6. Educa	on 
7. Opioid drugs
8. Coal
9. Pet cats
10. Hairdressing services
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Ac	vity 2m:  Ac	vity 2m:  When markets don’t clearWhen markets don’t clear
During the pandemic, it was not unusual to see shelves stripped 
bare. During 2020, it was increasingly diFcult to locate a 
supermarket that had toilet paper on the shelf. In 2022, there 
were widespread shortages of 
ssues as the Pu season (which 
had been incredibly mild in the previous two years) was taking 
eNect, especially during winter. The economic model that we have 
discussed in this chapter would suggest that such severe shortages 
would result in signiBcant increases in prices. The supermarkets 
could simply raise the prices (or auc
on oN the products to the 
highest bidders) to clear the market.  This would be represented 
by a shi5 of the demand curve to the right, as well as a possible 
decrease in supply (given the constraints on the ability of 
businesses to con
nue opera
ng at full capacity), both of which 
would cause the ini
al shortage and the consequent increase in 
prices.

In reality, the prices did not increase enough to clear the markets. 
In some cases, shortages con
nued and there was other non-price 
ra
oning that took place. In extreme circumstances, customers 
fought with each other in supermarkets to a<ain the scarce goods. 
To explain why prices don’t always respond as the model of demand and supply would predict, one has to look closely at the 
accuracy of the assump
ons which underpin the model. You may recall from Table 1.1 and Box 1.1 in Chapter 1, that some 
of the key assump
ons made by economists are that economic agents engage in ra
onal decision making and that they 
seek to maximise their u
lity (consumers) and/or proBts (producers). It is also assumed that both consumers and producers 
will compete against each other to achieve their respec
ve goals. Given these key assump
ons, one would expect that a 
Brm might be incen
vised to drama
cally increase prices when there is a crisis such as that experienced from 2020. 

Research conducted by Richard Thaler, Daniel Kahneman and Jack Knetsch suggests that fairness might, however, prevent 
the market moving to a new equilibrium posi
on. It might, therefore, not be socially acceptable to raise prices when 
people are suNering. They conducted mul
ple economic experiments to gather opinions on the fairness of decisions and 
discovered that businesses will adjust their proBt maximising behaviour by considering social norms. For example, rather 
than raise prices of essen
al products like 
ssues, the supermarkets limited the amount each customer could buy (which 
should, in theory have some impact on the demand curve). 

Thaler et al, argue that businesses are likely to “play the long game”. While it might boost proBts in the short run to raise 
prices when there are shortages, they are concerned with the damage that this might do to their reputa
on. They want to 
build loyalty with customers and be remembered as a fair business when normal opera
ng condi
ons prevail. 

In some cases, the Brms may want to raise prices, but they have signed long term contracts. In the US, the opportunist might 
also be blocked from taking advantage of customers by governments or from resale sites. For example, at the beginning of 
the pandemic, there were entrepreneurs who, seeing what was ahead, purchased large quan

es of hand-sani
ser and 
masks. Ini
ally they started selling their scarce products at mul
ple 
mes the original price. A5er they gained the a<en
on 
of the public, both Amazon and eBay refused to allow them to sell their products (and they were le5 with excess supply 
that they struggled to get rid of). 

Labour markets may also fail to clear (there might be an ongoing shortage or surplus for par
cular skills). For example, 
there is currently a shortage of Maths teachers across Australia. One sugges
on to address this short term and long term 
problem, raised by Engineers Australia chief engineer, Jane MacMaster, might be to raise the salaries of Maths teachers 
rela
ve to other teachers. She said that the government must ensure that “teachers are paid a salary that a<racts high-
calibre people to the profession”. This could therefore be another instance when the market mechanism cannot operate 
to achieve an eFcient alloca
on of resources. It is likely to be considered unfair to pay Maths teachers more than their 
colleagues. It could lead to resentment within the profession and a lack of harmony in staNrooms across the country. Given 
that the government also hires most teachers across Australia, it is evident that the salary (price of labour) is not en
rely 
determined by the laws of demand and supply. Other factors, including the ability of the government to raise suFcient 
taxes, and fairness will also need to be considered.

Ques	ons
1. With reference to the standard economic model, explain why shortages might arise in a market.
2. Explain how, theore	cally, a market would move from disequilibrium (such as a shortage) to a new equilibrium.
3. With reference to a contemporary example explain how the concept of fairness might limit the ability of a market 

to achieve equilibrium.
4. Discuss the view that Maths teachers should be paid more than other teachers. In your response, consider the 

advantages and disadvantages of the proposal and the possible short run and long run implica	ons. 
5. Research another market where there is an ongoing shortage or surplus. Provide a hypothesis as to why this market 

cannot achieve equilibrium. 
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Ac	vity 2n:  Ac	vity 2n:  The market for cars  The market for cars  
Tradi
onally, second-hand cars are sold at a lower price than 
brand new cars. The price paid rePects 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 essen
ally iden
cal 
to what you just purchased). The price paid in the market is 
a rePec
on of, amongst other things, consumer tastes and 
preferences and the availability of cars. Consumers might 
need to be oNered a lower price for a second-hand car due 
to asymmetric informa
on (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 poten
al value and a warranty 
is not always available when purchasing a second-hand car 
(especially if purchased privately) unlike that which applies to 
the purchase of a new car.  

Over the period 2020-2022, the price of second-hand cars increased drama
cally (in some cases by 50%). The price 
of some second-hand 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 iden
cal used vehicles selling for 
up to $175,000.  We can therefore try to use our demand and supply model to explain what might appear to be an 
economic anomaly.

Since the start of the pandemic, global supply chains were signiBcantly disrupted. There was a global computer chip 
shortage, meaning that car makers were compe
ng 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 ge@ng the new cars to the 
dealership. Other factors causing a supply disrup
on include the closure of factories in parts of the world, and rising 
costs of oil (which is an input into car manufacturing). In addi
on, the Australian dollar depreciated over the same 
period, increasing the costs of impor
ng for the dealerships. All these factors resulted in a shi5 of the supply curve 
to the le5 for new cars, which created a shortage of new cars and meant that people wan
ng a new car had to wait 
for extended periods to receive their cars a5er placing an order. According to pricemycar.com.au, average wait 
me 
in June 2022 was 155 days (compared to 25 days in June 2019).

The extended wait 
me could be linked to the factor of tastes and preferences. Faced with extended wait 
mes, some 
consumers turned to the second-hand market. Some of these consumers, especially those who required a car in the 
short term, might not have considered a second-hand car in the past. As a result, more people competed for the 
stock of second-hand cars available, shi5ing the demand for second hand 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 aNec
ng tastes 
and preferences). The increased demand for (second-hand) cars may have also been encouraged by the record low 
interest rates that prevailed over the two-year period in addi
on to the generous government s
mulus measures 
that helped to raise disposable incomes. The lack of ac
vity during the pandemic also allowed many households to 
accumulate savings, money that could later be allocated to the purchase of a car.

At the 
me of wri
ng, there is uncertainty about how long this anomaly might last. There are some signs that the 
chip shortage is being addressed, and there is some expecta
on that the price of second-hand cars will start to fall by 
the end of 2022. The growth in interest rates over the second half of 2022 is also likely to curb borrowing and further 
reduce discre
onary incomes, which will inPuence the willingness and ability of consumers to buy cars. With fuel 
prices expected to stay above $2.00 per litre for an extended period, however, one would expect that the demand for 
electric vehicles will con
nue to grow rela
ve to the demand for tradi
onal vehicles, despite the lengthy wait 
mes. 

Ques	ons
1. Iden	fy and explain the supply factors that are discussed in this case study.
2. Iden	fy and explain the demand factors that are discussed in this case study.
3. With reference to the factors iden	Bed above, use a demand and supply diagram to explain changes in the 

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

market for second-hand cars.
5. What has happened to the price of second-hand cars since this case study was wriQen? Explain the movement 

in prices by linking to relevant demand and supply factors. 
6. Conduct research into the market for electric vehicles. With reference to relevant demand and supply factors, 

explain why the sales of electric vehicles are low when compared to many European countries. 
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Review ques	oReview ques	ons 2.10 - 2.12ns 2.10 - 2.12

1. DeBne what is meant by price elas
city of demand and explain how PED aNects the slope of the demand curve.

2. With reference to two relevant factors, explain why the PED for airline travel would be higher than the PED for 

cigare<es.

3. With reference to the concept of brand loyalty, explain why adver
sing expenditure may cause the demand curve 

for a speciBc product to shi5 to the right and become steeper.

4. Explain how knowledge of PED may aNect the government’s decision to place taxes on certain goods and services.

5. With reference to the consump
on of electricity, explain why the PED will tend to increase over 
me.

6. Use a suitably labelled supply and demand diagram to explain why farmers, whose products tend to have low PED 

and low PES, face huge varia
ons in their incomes.

7. DeBne what is meant by price elas
city of supply. Explain how PES aNects the slope of the supply curve.

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

fresh pineapples.

9. Explain how the increasing use of ar
Bcial preserva
ves may have aNected the PES of food products.

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

11. Evaluate the following statement ’a business would prefer to sell items with a high PED and a low PES’.

Mul	ple choice review ques	onsMul	ple choice review ques	ons

1. Which of the following statements about the rela	onship between price and quan	ty demanded is incorrect?

a) As the price of the product increases, the quan
ty demanded is likely to decrease

b) As the price of the product decreases, the quan
ty demanded is likely to increase

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

d) The quan
ty demanded for a good or service is dependent on its own price

2. The demand curve for teddy bears is likely to shiG to the right if:

a) there is a decrease in the price of teddy bears

b) there is an increase in the birth date

c) the price of cuddly toy rabbits decreases

d) there is a new inven
on that allows the suppliers to produce more teddy bears per hour

3. The demand for special edi	on sneakers is likely to ‘expand’ in Australia if:

a) their own price increases

b) the price of  tradi
onal sneakers decreases

c) there is an apprecia
on of the Australian dollar

d) the unemployment rate in Australia increases

4. The supply curve for soG drinks is likely to shiG to the leG if:

a) the Victorian Government bans the adver
sing of so5 drink 

b) the price of  so5 drink increases

c) the price of sugar increases

d) there is a decrease in the price of glass

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

a) the price of chocolate decreases

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

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

d) the price of ice cream decreases

6. A pandemic, where the government bans the selling of cinema 	ckets is likely to cause which of the following 

changes in the streaming service market?

a) A shi5 of the demand curve to the right and a decrease in the price of streaming services.

b) A shi5 of the demand curve to the le5 and a decrease in the price of streaming services.

c) A shi5 of the supply curve to the right and a decrease in the price of streaming services.

d) A shi5 of the demand curve to the right and minimal change in the price of streaming services.
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7. A large increase in real disposable incomes is likely to lead to a decrease in the demand for:

a) Amazon Prime memberships

b) High end restaurant meals

c) Mass produced sausages

d) Financial advice

8. A movement down along the demand curve (i.e. expansion) for peanut buQer is likely to be caused by:

a) An increase in the price of almonds

b) A ban on all nut products in all schools across Australia

c) Higher cost of labour for peanut farmers

d) A glut in the market for peanuts

9. An increase in the price of petrol is likely to result in:

a) A decrease in the sales of petrol powered vehicles

b) An expansion of the demand for petrol 

c) A decrease in the demand for public transport

d) An increase in the price of electric vehicles

10. What would happen in the market for BMW vehicles if there was an increase in the price of Mercedes   

 vehicles?

a) The demand curve would shi5 to the right and the price would fall

b) The demand curve would shi5 to the right and the price would increase

c) The demand curve would shi5 to the le5 and the price would increase

d) The demand curve would shi5 to the le5 and the price would fall

11. 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?

a) the supply curve would shi5 to the right causing the price to increase

b) the demand curve would shi5 to the right causing the price to increase

c) the demand curve would shi5 to the le5 causing the price to decrease

d) there would be no change in this market

12. If the price for soG drinks increases by from $2 to $2.20 and this resulted in a fall in the quan	ty demanded 

for soG drinks from 20 million litres per week to 19 million litres per week, then the product:

a) Has a high PED

b) Has a low PED

c) Is unit elas
c

d) Has a PED that cannot be determined from the informa
on given

13. Which of the following products is likely to have a PED that is higher than its PES?

a) Cans of baked beans

b) Smart phones made by Apple

c) A cordless drill

d) Pain
ngs by Pablo Picasso (a deceased ar
st)

14. The demand for McDonald’s hamburgers is likely to decrease if:

a) McDonalds doubles the licence fees for their franchise operators

b) The government raises income tax rates 

c) Hungry Jacks closes down

d) McDonalds introduce a loyalty scheme

15. An increase in the price of lawn mowing services may result in: 

a) An increase in the price of lawn mowers

b) An increase in the price of synthe
c grass

c) A contrac
on along the supply curve for lawn mowing services

d) all of the above
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16. Consider a business producing a good with a low Price Elas	city of Demand (PED). To maximise its revenue, 

it should:

a) increase its price

b) decrease its price

c) keep the price at its current level

d) increase supply

17. The equilibrium price and quan	ty for which of the following is likely to increase when there is an increase  

 in interest rates

a) Gucci handbags

b) New Mini Cooper vehicles

c) Shares

d) Public transport

18. There will be an increase in the quan	ty of resources allocated towards solar storage baQeries if: 

a) immigra
on to Australia is temporarily halted

b) the cost of materials to make the ba<eries decreases

c) there is a recession that causes an increase in unemployment

d) the government removes the subsidy for solar panels

19. The Price Elas	city of Supply (PES) for canteen food, such as a chickpea salad, is likely to be aHected by:

a) The disposable income of the students

b) The price and availability of sushi rolls

c) The size of kitchen

d) A campaign by the students and teachers to introduce healthy, brain boos
ng food op
ons

20. An increase in the popularity of a product, which is traded in a highly compe		ve market, is likely to result  

 in:

a) a short run increase in the price and a long run decrease in the price

b) a short run increase in the price and a long run increase in the price

c) a short run decrease in the price and a long run decrease in the price

d) a short run decrease in the price and a long run increase in the price

Chapter 2 Extended economic exercise on the housing marketChapter 2 Extended economic exercise on the housing market
Using demand and supply theory to analyse changes in the housing market

Now that you have completed a full chapter on demand and supply analysis it is a good idea to look at a comprehensive 
case study about how a market can change drama
cally over the course of a year or two. One such market is the 
housing market, which receives an enormous amount of media a<en
on because it has such a signiBcant impact on 
living standards.

Each year Demographia (a housing aNordability think tank), 
reports on the aNordability of housing in a number of major 
ci
es from around the world. The 2022 report indicated 
that all housing markets in Australia were rated as ’severely 
unaNordable‘, a situa
on where house prices are more than 
5 
mes the median income. Sydney was considered the least 
aNordable city in the country, with a median house price 
to income ra
o of 15.3 (making it the second worst city for 
aNordability in the world).  Melbourne had a median mul
ple 
of 12.1 and was classiBed as the B5h least aNordable major 
housing market interna
onally.

The lack of aNordability in Australian housing has been driven 
by very rapid increases in house prices when compared to the 
signiBcantly lower increase in median incomes. Demographia 
suggests that the lack of aNordability has been driven by the 
signiBcant increases in land prices as well as by investment 
ac
vity which is specula
ve in nature (people buying property in the hope or expecta
on that they can sell it for a 
higher price in the future). Most governments in Australia have restric
ve land use regula
ons in place that limit urban 
sprawl and make it diFcult to gain planning permission for more densely populated developments in the inner city 
(referred to in the report as urban containment). When this is combined with rapid increases in popula
on growth, 
notwithstanding the cut in immigra
on during 2020-21, [Australia’s immigra
on targets are some of the highest on a per 
capita basis in the industrialised world], it results in rela
ve shortage of available property and puts upward pressure on 
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prices. Favourable tax treatment for property investment (primarily capital gains tax concessions and nega
ve gearing) 
con
nues to be a factor behind the con
nuing strong growth in the demand for property.

During the pandemic, the RBA reduced the cash rate to a record low of 0.1%. In December 2020, the Governor of the 
RBA, Philip Lowe also said that interest rates were unlikely to rise un
l 2024. This encouraged people to borrow as much 
as possible to buy property. Fixed rate loans were also very a<rac
ve for borrowers as the RBA eNec
vely allowed banks 
to access money at cheap rates for Bxed periods (such as three years). In December 2019, APRA (Australian Pruden
al 
Regula
on Authority) also removed some of the previously imposed limits on lending with some households being able 
to take out loans six or more 
mes their income.  This helps to explain why prices increased by approximately 20% over 
the 2021 calendar year. 

Some economic commentators describe Australia’s debt situa
on as ’peak debt‘. Some of those borrowers ini
ally took 
out ’interest only‘ loans, such that they did not pay oN any of the principal (amount borrowed) in the early years of their 
loans. Given the very high levels of exis
ng debt and the ageing of the Australian popula
on, it is not surprising that 
many households have tried to ’repair their balance sheets‘ by reducing their level of debt. This was par
cularly evident 
during the pandemic where savings rates increased drama
cally. Many households were well ahead on their mortgage 
repayments. Some households may have also taken out Bxed rate loans when they were at record lows. In the short run, 
they may not be aNected by the rising interest rates but, when the Bxed rate period Bnishes they will face signiBcantly 
higher interest rate charges.  This will nega
vely inPuence the ability of many mortgagees to service loans and has 
poten
al to increase loan defaults, which results in forced selling of proper
es and downward pressure on prices.

House prices did start to decline in 2022, with prices falling between April and June by 1.5% in Melbourne. The cash rate 
increased rapidly in 2022 (at the 
me of going to print it had increased from 0.1% in May to 2.6% by October 2022). This 
increased the interest payable on variable rate mortgages, reducing the borrowing capacity of those looking to secure 
a new loan, as well as raising the risk of defaults (as noted earlier). Some economists, including Shane Oliver from AMP, 
expected that property prices could fall by as much as 20%.

The restric
ons on global people movement during the coronavirus pandemic, resulted in a net decrease in the size of 
Australia’s popula
on. This would ordinarily exert downward pressure on housing prices but with record low interest 
rates and fears of missing out, demand for housing grew rapidly. As the Australian Government opened borders and 
allowed for increased immigra
on targets, this might be one factor that could help to reduce the degree to which house 
prices might fall.

At the 
me of wri
ng, the unemployment rate was 3.5%. It had not been that low for nearly 40 years. Some commentators 
suggested that this too might limit the degree to which house prices might fall. With a low unemployment rate, household 
disposable incomes are likely to be higher and this would increase their capacity to service a home loan (even if the 
interest component has increased signiBcantly). There are some expecta
ons, however, that rising interest rates will 
curb economic growth and one would expect that the unemployment rate would rise over 2022-23. 

Other factors have also been decreasing the capacity of households to borrow and service their loans. Petrol prices had 
risen to an average of $2.15 per litre in late 2022, reducing the discre
onary income of households in a similar way to 
rising interest rates. The inPa
on rate also increased to 6.8% (year to end August 2022) and is predicted to rise above 
7% by the end of 2022. This should inPuence the amount that banks will be willing to lend given that wages growth is 
not keeping pace with inPa
on (resul
ng in lower real wages) which nega
vely inPuences the capacity to service any 
given loan.

  Applica	on ques	ons

1. With reference to the law of demand, explain why an increase in the price of houses is likely to be associated 

with a contrac	on in demand.

2. Explain how government legisla	on might aHect the supply of housing. How is this likely to aHect housing 

aHordability (assuming all else remains constant)?

3. Construct a suitably labelled demand and supply diagram for houses in the suburb in which you live. Use the 

internet to research the change in median house prices. Compare the median house price today with what it was 

7 years ago and what it was 2 years ago.

4. There are several demand factors that may have in;uenced house prices in the current year. Explain how two of 

these factors may have resulted in behavioural change. Then explain how this ini	ally caused disequilibrium in 

in the market and how this resulted in changes to the equilibrium price and quan	ty traded.

5. Explain why the price elas	city of demand for housing might have increased over 	me.

6. Predict what might happen to property prices over the next year. Use factors (including those outlined in the 

case study) to jus	fy your forecast.

Extension task:  Collect informa	on over the course of the year on property prices (the AFR has a property sec	on 

which is very useful), and keep a summary of each of the demand and supply factors that are men	oned. Each 	me 

a new factor is discovered, construct a demand and supply diagram to show how the market outcomes change. How 

accurate were the predic	ons you made in Q6 above?
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Chapter summaryChapter summary

1. Microeconomics is the study of the individual parts of the economy that interact to make up the whole economy.
2. A market is anywhere that facilitates the exchange of goods and services. Buyers and sellers may exchange goods in 

person or via online facili
es.
3. In a compe

ve market it is assumed that all economic agents are price takers. No individual buyer or seller has the 

market power to inPuence prices. It is easy for new compe
tors to enter these markets as set up costs are low and 
the government does not restrict new entrants.

4. 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 par
es.

5. The law of demand states that as the price of a product increases, the quan
ty demanded will tend to decrease. 
Conversely if the price of the product decreases, the quan
ty demanded will tend to increase.

6. The law of demand is based on the observa
on of human behaviour that suggests that at higher prices a consumer’s 
ability and willingness to purchase tends to decrease because the consump
on of most goods is subject to the law 
of diminishing marginal u
lity.

7. The eNect on demand of an increase in price is represented by a movement along the demand curve to the le5 
(called a contrac
on). The eNect on demand of a decrease in price is represented by a movement along the demand 
curve to the right (called an expansion).

8. When the demand curve is drawn with price on the ver
cal axis and quan
ty on the horizontal axis, all other factors 
that aNect the demand for the product are assumed to be held constant. A change in any of these factors will result 
in a shi5 of the demand curve to the le5 or right.

9. A shi5 of the demand curve to the right means that more is being demanded at each given price. A shi5 to the le5 
of the demand curve means that less is being demanded at each given price.

10. An increase in disposable income will generally lead to a shi5 of the demand curve to the right for normal goods 
and a shi5 to the le5 for inferior goods.

11. A decrease in interest rates will increase discre
onary 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 essen
al items, such 
as petrol, will also aNect the discre
onary income of households and may aNect the demand for other seemingly 
unrelated products.

12. If the price of a subs
tute good or service increases, there will be an increase in demand for the alterna
ve product 
(resul
ng in a shi5 to the right of the demand curve).

13. 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, resul
ng in a decrease in 
demand for the complementary good (even if its price has not increased).

14. An increase in popula
on will generally result in an increase 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.

15. An improvement in consumer sen
ment (conBdence), which measures consumers’ general expecta
ons 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.

16. 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.

17. The law of supply states that as the price increases for a good or service there will generally be an increase in the 
quan
ty supplied.

18. The law of supply is logical because at higher prices suppliers have more incen
ve to shi5 resources into those areas 
which will generate greater proBts.

19. An increase in the price of a product will result in a shi5 along the supply curve to the right (an expansion). A 
decrease in the price of a product will result in a shi5 along the supply curve to the le5 (a contrac
on).

20. When the supply curve is drawn with price on the ver
cal axis and quan
ty on the horizontal axis, all other factors 
aNec
ng supply are assumed to be held constant. A change in any of these factors will result in a shi5 of the supply 
curve to the le5 or right.

21. If the supply curve shi5s to the right, there will be a greater volume supplied to the market at each given price. A 
shi5 of the supply curve to the le5 means that less will be supplied at each given price.

22. An increase in the cost of any inputs associated with making a product will result in a shi5 of the supply curve to the 
le5. Common costs of produc
on include wages, u
lity costs and rent.

23. New technology may reduce the cost per unit and will tend to shi5 the supply curve to the right. This increase 
in the willingness and ability of Brms to supply is associated with the boost to produc
vity which is enhanced by 
technological change. 

24. Clima
c condi
ons aNect the willingness and ability of Brms to supply. Human ac
vity can also cause disrup
ons to 
supply (such as wars).

25. The market equilibrium occurs when the demand for a good or service is equal to the supply of a good or service.
26. A shortage develops when the price is below the equilibrium price and the demand is greater than the supply for 

the product.



67

    Chapter 1: Fundamental Economic concepts    Chapter 2: Microeconomics and the role of markets

27. A surplus develops when the price is above the equilibrium price and the demand is less than the supply for the 
product.

28. A movement of the demand and/or supply curve will result in a new equilibrium price and quan
ty traded.
29. The rela
ve price is seen as the price of any one good or service measured in terms of the price of another good or 

service.
30. Rela
ve prices send clear signals to producers and consumers and therefore direct resources to their highest end 

use.
31. Prices help to answer the three economic ques
ons; what to produce, how to produce and for whom to produce. 

They therefore determine how resources are allocated in the economy.
32. The price mechanism describes how the forces of demand and supply interact to determine rela
ve prices of goods 

and services, which then ul
mately determines the way our produc
ve resources (land, labour and capital) are 
allocated in the economy.

33. Price elas
city of demand refers to the responsiveness of demand to changes in prices and is measured by the 
percentage change in quan
ty demanded divided by the percentage change in price.

34. A low price elas
city of demand means that the percentage change in quan
ty demanded is less than the percentage 
change in price. A high price elas
city of demand means that the percentage change in quan
ty demanded is higher 
than the percentage change in prices.

35. 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.

36. Price elas
city of demand will tend to be higher if there are a number of viable op
ons available for the consumer 
as small price increases are more likely to result in a subs
tu
on towards these alterna
ve products.

37. Price elas
city of demand will tend to be lower if the good or service is deemed to be a necessity or is highly 
addic
ve.

38. Price elas
city of demand will tend to be higher if the purchase of the product consumes a large por
on of a 
purchaser’s income.

39. Generally speaking, the PED will increase over 
me because consumers will have more 
me to consider alterna
ves 
and to adjust their behaviour in response to the price change.

40. Price elas
city of supply measures the responsiveness of quan
ty supplied to changes in price and is measured by 
the percentage change in quan
ty supplied divided by the percentage change in price.

41. A low price elas
city of supply means that the percentage change in quan
ty supplied is less than the percentage 
change in price. A high price elas
city of supply means that the percentage change in supply is more than the 
percentage change in price.

42. Price elas
city of supply is an important economic measure because it helps businesses to determine the impact of 
price changes on their proBtability and it may also determine how vulnerable a country is to changes in the prices 
of the goods and services it exports.

43. Price elas
city of supply is likely to be higher if the product can be stored easily.
44. Price elas
city of supply is likely to be higher if Brms are opera
ng with some spare capacity and can ramp up 

produc
on quickly.
45. Price elas
city of supply will tend to be lower in the short term but as resources are re-allocated across the economy 

to more proBtable areas, price elas
city of supply will tend to increase.
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3.1  Compe		ve markets and e8ciency of resource alloca	on 

This chapter considers the role of markets in achieving 

economically eFcient outcomes. Both the strengths and the 

weaknesses of the market system will be considered. Over 


me, most economies around the world have gravitated 

towards using the market system for alloca
ng resources 

as it is seen to be the most eFcient way to do so. Using the 

market alone, however, can result in an ine8cient alloca	on 

of resources. This occurs when the combina
on of goods and 

services that is produced does not achieve the highest level of 

collec
ve sa
sfac
on – 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 interven
on in the market, 

but they do highlight the need for some modiBca
on by 

governments to the way markets work to achieve outcomes that increase the collec
ve wellbeing of society. In the Bnal 

sec
on of this chapter, we consider instances where government interven
on can have unintended consequence and 

even lead to sub-op
mal outcomes for society. 

Features of compe��ve markets

Before we consider the impact of compe

ve markets on eFciency, it is important to recall the key features of compe

ve 

markets. As discussed in Chapter 2, the market structure that forms the basis of demand and supply analysis is called 

perfect compe		on, some
mes also referred to as a ‘perfect market’ or a ‘perfectly compe

ve market’ or even ‘a 

compe

ve market’.  Some key condi
ons required for such a market have been reproduced in Table 3.1 below.

Table 3.1: Feature of compe

ve marketsTable 3.1: Feature of compe

ve markets

Key featureKey feature Explana
onExplana
on

A large number of buyers and 

sellers

This means that each economic agent acts independently in the market. No 
individual buyer or seller therefore has the market power to inPuence the price. 
This leads to the condi
on of price taking rather than price making. 

Homogenous products It is assumed that the products being sold are virtually iden
cal and easily 
subs
tutable. This encourages the suppliers to oNer the products at the lowest 
price possible because this is the main way to a<ract customers (rather than, for 
example, being a be<er brand). 

Ease of exit from and entry into 

the market

There are low set up costs in the industry which means that if proBt making 
opportuni
es 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 undercu@ng the exis
ng suppliers who may be making very high proBts in the 
short term (referred to in economics as ‘abnormal proBts’.) 

There are also a number of other assump
ons about the features of a compe

ve market: 

• Buyers and sellers operate with full informa	on. They are aware of what they are buying and selling and are able to 

easily compare prices. Based on this informa
on, they make fully informed ra	onal choices.

• The economy’s resources are mobile and will be reallocated towards those areas of produc
on that generate the 

greatest beneBt. 

• Both the buyer and the seller seek to maximise their own wellbeing. For the seller this is likely to be their proBt and 

for the purchaser they are seeking to gain the most sa
sfac
on they can (o5en referred to in economics as their 

‘u	lity’).

Chapter 3 

Compe		ve markets and e8ciency 
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How compe��ve markets a1ect alloca�ve e4ciency

Alloca	ve e8ciency, as deBned in Chapter 1, is the combina
on of the goods and services (produced and consumed), 

which achieves the highest level of collec
ve sa
sfac
on for a society. Inherent in this deBni
on 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 deBni
on could be contested on a number of grounds, it will be one of the 

criteria used to evaluate the role of the market in alloca
ng resources.

As explained in Chapter 2 and recapped above, the market system is assumed to operate in a compe

ve fashion. 

The large number of independent buyers and sellers who are opera
ng and ac
ng independently, selling homogenous 

products with low set up costs (no barriers to entry) and low levels of government regula
on means that it is easy for 

new suppliers to enter the market should proBt making opportuni
es arise. It is also easy for Brms to leave if they Bnd 

the product they are selling is no longer proBtable (or as proBtable rela
ve to other areas of produc
on). This is linked 

to the assump
on that resources are mobile and can be easily reallocated to an alterna
ve area of produc
on.

The compe

ve environment promotes alloca
ve eFciency 

because suppliers pay close a<en
on 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 

ul
mately 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) 

then the market is the most eNec
ve 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 

by more than 100% over 2020-21). ProBt making ins
tu
ons 

or entrepreneurs will respond to the price signal and reallocate 

resources towards the produc
on of goods or services experiencing a higher rela
ve price (e.g. puppies).  The key point 

here is that, in altering their produc
on ac
vi
es, the alloca
on of resources has become more eFcient because the 

change in the types of goods and services being produced once again rePects the desires of the popula
on.

 

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 eNec
vely be an underproduc
on of puppies in the market rela
ve 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 result in stockpiles and ul
mately 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 compe

ve, such as a monopoly or oligopoly market. 

In such markets, producers can manipulate either price or quan
ty to maximise proBts, 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 collec
ve 

sa
sfac
on is reduced.

Compe

ve markets are an eNec
ve way to promote technical eFciency, resul
ng in lower prices for consumers. By 

doing so, compe

on 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 be<er use of resources and more eFcient produc
on techniques, 

the market promotes improvements in sa
sfac
on (making someone be<er oN), without making anyone else worse oN.  

This highlights another way that markets tend to improve alloca
ve eFciency.

How compe��ve markets a1ect technical e4ciency

A compe

ve market also imposes a discipline on Brms to seek the least cost method of produc	on. Given that the 

products oNered for sale in a compe

ve market are assumed to be homogenous, one of the most eNec
ve ways to 

a<ract customers is through oNering the lowest prices. By looking at their cost structures and iden
fying wastage in 

their produc
on processes, the Brms may be able to change work and management prac
ces and make use of available 

technology such that produc	vity increases. This means that exis
ng resources (or possibly fewer resources) can achieve 

higher produc
on volumes, thereby achieving higher levels of technical e8ciency. When  technical eFciency increases, 

the cost to produce each unit tends to fall (assuming other input costs are held constant), which means that technical 

and alloca
ve eFciency can be compa
ble goals.
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How compe��ve markets a1ect dynamic e4ciency

It has been shown that compe

ve markets are more likely to achieve alloca
ve eFciency when compared to any 

other economic system used to allocate scarce resources. Dynamic e8ciency could be redeBned in terms of alloca
ve 

eFciency. It could be thought of as the ability of an economic system to move to a new alloca
vely eFcient point 

following a change in condi
ons of demand and/or supply in the shortest amount of 
me and with minimal disrup
on as 

the economy restructures.  When there is a change in demand and/or supply condi
ons, a new set of rela
ve prices will 

be determined. The degree to which an economy is dynamically eFcient will therefore depend on how quickly markets 

respond to the changed condi
ons by realloca
ng resources into the now rela
vely more proBtable (more desired) 

areas of produc
on.

In compe

ve markets, it is assumed that the movement   

to the new set of equilibrium prices will happen rela
vely 

quickly when compared to an alterna
ve system. Suppliers, 

who are constantly monitoring price changes, will seek to 

move resources into more proBtable ac
vi
es as quickly 

as possible. As noted above, there is an assump
on that 

resources are mobile and can be subs
tuted into diNerent 

produc
on uses, because there are rela
vely low set up 

costs. Therefore, it should be rela
vely easy for Brms to 

change their produc
on processes and focus their eNorts 

on the more proBtable areas. This means that increases in 

demand can be met, because new compe
tors will enter 

the market as the rela
ve price of a product increases. Given that the eNec
veness of the compe

ve market system 

relies heavily on price changes and Brms are looking always to maximise proBts, it is in their interests to constantly 

change the types of products they supply so they don’t miss out on any proBt making opportuni
es. If the price system 

was not employed and resources were allocated according to a planning system, the government may s
ll try to meet 

the needs and wants of the people, but the lack of clear price signals may hamper their eNorts because they would have 

less informa
on on which to base their decision. Their decision making may also be distorted by the ac
vi
es of lobby 

groups and it would be quite easy to misread what the true desires of the public are.

How compe��ve markets a1ect inter-temporal e4ciency

Inter-temporal e8ciency is achieved when society has achieved the right balance between resources used for current 

and future consump
on.  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 deBni
on, if we achieve inter-temporal 

eFciency today, then living standards for future genera
ons will not be jeopardised by the ac
ons of current genera
ons.

One interpreta
on of this deBni
on is that economic agents save enough of their income in the present, so that 

investment projects that expand the produc
ve capacity of the economy can be funded. These investments ensure 

that future consump
on levels can be maintained or increased. If, on the other hand, there was excessive consump
on 

spending in the present, the level of investment might decrease. The market system should operate to promote some 

form of inter-temporal eFciency via money markets, but this will be determined by the preferences of the current 

genera
ons (since future genera
ons are not able to express their preferences because they cannot par
cipate 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 Brms 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 incen
ve to save will 

increase. There will also be an increase in the opportunity cost of spending. This may promote a more inter-temporally 

eFcient outcome. However, if there is a low level of government interven
on such that all decisions regarding balance 

between current spending and investment are le5 to the market, this might mean that essen
al infrastructure is 

neglected. Because essen
al infrastructure promotes inter-temporal eFciency, a lack of investment spending in this 

area will worsen inter-temporal eFciency. Infrastructure is an example of a product that conveys posi
ve externali
es 

which will be discussed in Sec
on 3.3.

Inter-temporal eFciency also takes into account the sustainability of economic ac
ons. The market system is likely to 

result in  inter-temporal ineFciency  because the needs and wants of future genera
ons cannot be directly considered. 

While those who are currently alive may prefer sustainability, the market will only respond to changes in behaviour 

that rePect eHec	ve 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 rela
ve 

prices do not always rePect the full costs and beneBts associated 

with the produc
on and consump
on of a product. Some of these 

costs and beneBts are ‘externalised’ as will be explained in Sec
on 

3.3. The examples discussed throughout the chapter will illustrate 

how there will be an overproduc
on of goods and services that tend 

to be environmentally damaging (and which reduce the likelihood 

of economic ac
ons being sustainable) and an underproduc
on of 

those goods and services that could beneBt society in the long run. It 

has been argued that the market system is therefore somewhat short 

sighted. 

Ac
vity 3a:  BeneBts of compe

ve marketsAc
vity 3a:  BeneBts of compe

ve markets
As indicated in the diagram below, the higher level of compe		on in a market, the larger the number of Brms, as 
characterised by perfect compe		on. The reverse is also true – the lower the level of compe		on in a market, the 
smaller the number of Brms, as characterised by oligopoly and monopoly. Based on the informa	on contained in 
the diagram below, answer the ques	ons that follow:

Ques	ons
1. Explain why (perfectly) compe		ve markets are likely to lead to a more e8cient alloca	on of resources.  In your 

answer, refer to:
a) Technical e8ciency
b) Alloca	ve e8ciency
c) Dynamic e8ciency
d) Inter-temporal e8ciency

2. Outline why (perfectly) compe		ve 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 

e8ciency in the alloca	on of resources..

Low level of competition (fewer firms)

High level of competition (many firms)

Monopoly

Perfect competition

Monopolistic competition

Oligopoly (e.g. duopoly)

Lower technical efficiency

Lower living standards

Higher prices

Higher technical efficiency

Higher living standards

Lower prices

Review ques	ons 3.1Review ques	ons 3.1

1. Describe what is meant by the term ‘highly compe

ve.’

2. Explain how the existence of a large number of buyers and sellers in a compe

ve market helps to ensure that 

markets are highly compe

ve.

3. Explain how access to ‘perfect informa
on’ promotes compe

on.

4. Explain why the oNering of homogenous products results in lower prices for consumers.

5. Discuss the importance of low set-up costs and factor mobility for the compe

veness of a market.

6. Explain how a compe

ve market might promote an alloca
on of resources that maximises the sa
sfac
on of the 

Study tip

Units 3 and 4 students should ensure that, when 
answering questions about the e�ect of factors or 
policies on ‘e*ciency’, they clearly specify the e�ect on 
one or more of the speci2c types of e*ciency covered 
in this section. 
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needs and wants of society.

7. Explain how compe

ve markets ‘impose a discipline’ on Brms, such that, they seek the least cost method of 

produc
on. Link this outcome to the concept of technical eFciency.

8. Explain why an ‘alloca
vely eFcient’ alloca
on of resources requires the market to be dynamically eFcient.

9. Evaluate the following statement: ‘Compe

ve markets fail to achieve inter-temporal eFciency’. (You are encouraged 

to revisit this important ques
on once you have completed the chapter).

10. Before you read the sec
on on market failure, try to brainstorm a list of examples where the market system may 

promote the produc
on and consump
on of goods and services that don’t necessarily maximise society’s collec
ve 

wellbeing. You might consider goods where there is an overalloca
on of resources to produc
on in one column and 

an underalloca
on of resources to produc
on in a second column. 

Ac
vity 3b: Digital disrup
on, compe

on and eFciencyAc
vity 3b: Digital disrup
on, compe

on and eFciency
One of the key ways that businesses can stay compe

ve and con
nue to a<ract valuable customers is through innova
on. 
We are living, however, in a period of 
me where this is becoming increasingly 
challenging due to digital disrup
on. Digital disrup
on is described as a process 
whereby businesses discover a be<er way to meet the needs and wants of the 
consumer through the use of emerging digital technologies and models. The 
new method is o5en 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 disrup
on has the poten
al to increase compe

ve pressures in the 
market. While so5ware 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 so5ware ideas facilitate the entry of more and more compe
tors 
into a market. It is predicted that so5ware driven digital disrup
on will increase 
compe

ve pressures in the Bnance, energy, healthcare and logis
c sectors. 
Retail, telecommunica
ons, media and transport are all already experiencing 
the eNects of digital disrup
on.

Digital disrup
on 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 signiBcant cost concern for businesses and computer processing power has advanced to such a level 
that it can enable the extrac
on of high-quality informa
on that improves compe

veness. Consumers can also access vast 
amounts of informa
on. This access by consumers might lead to more informed decision making that enhances wellbeing.

Examples of digital disrup
on are all around us. Think about how online stockbroking signiBcantly reduced the cost and 
eNort required to buy and sell shares. How has streaming changed the entertainment distribu
on businesses? The excessive 
proBts made by record companies are now a thing of the past as the revenue that was once derived from physical sales 
disappears. Similar disrup
ons have occurred in the passenger transport industry, delivery services, telecommunica
ons, 
Bnancial services and real estate.  Consumers might also challenge those with whom they transact – they can easily compare 
prices online and use this informa
on to nego
ate a more favourable price. In doing so, they increase their purchasing 
power and signal to the retailer that they are now subject to a diNerent 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 
eFciency. Businesses that engage in eNec
ve research and development may iden
fy ineFciencies in current methodologies 
and move society towards the consump
on of products that can elevate the human experience. Many areas of digital 
disrup
on 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:

• As students of economics, you can access up-to-date news ar
cles 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 informa
on on the internet 
(poten
ally saving money on doctors’ bills and/or improving your understanding of medical advice).

• Massive Open Online Courses (MOOCs) have the poten
al to increase access to educa
on. This could Pow through 
to produc
vity growth in the future and signiBcantly reduces the private costs associated with learning. It is also 
likely to make the labour market more compe

ve. 

Ques	ons
1. Choose a key market that has faced digital disrup	on. Undertake some online research on the market.

a. Describe how the market has become more compe		ve (based on the characteris	cs of a   
compe		ve market).

b. Explain how the disrup	on to the market has aHected the prices paid by the consumers.
c. Explain how the disrup	on may have led to a more e8cient alloca	on of resources.

2. Choose a diHerent area of digital disrup	on.
a. Explain how this market is now more able to respond to changes in consumers’ tastes and preferences  

(i.e. has become more dynamically e8cient).
b. Discuss at least one nega	ve outcome associated with your area of digital disrup	on, such that there is 

poten	al for living standards to decline. 
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3.2 Compe		ve markets and living standards

Throughout this book, there will be regular reference to the concept of living standards. This is an important considera
on 

for economists when decisions are made and is seen by many to be the ul
mate 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 briePy 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 es
mate 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 (a5er adjustment for 

exchange rates and purchasing power are made), although sta
s
cs between countries may be diFcult to compare due 

to limita
ons with how the data is collected and measured.

Measuring living standards by referring only to purchasing power is somewhat 

limited, however, as it does not recognise and explore all of the factors that 

add to a person’s quality of life. There is a growing body of economists and 

reviewers of economic thought who have ques
oned the modern focus on 

material consump
on (especially when compared to how tradi
onal socie
es 

once func
oned). The dominant belief has been that increased access to 

material possessions and experiences should make us happier, and we have 

built our economies around this assump
on. There are, however, a range of 

factors that can aNect a person’s quality of life which may not be related to the 

size of their income. These are o5en gathered together under the umbrella 

term ‘non-material living standards’. Social scien
sts have concluded that the 

quality of human rela
onships has a strong correla
on with a person’s quality 

of life. Strong social networks are generally associated with lower crime rates, 

be<er child welfare and posi
ve health outcomes. A society that is democra
c, 

supports equality across sexes and minority groups seems to be happier. It has also been shown that people in commi<ed 

rela
onships have higher levels of happiness and life expectancy. Some people may experience higher standards of living 

when they spend more 
me alone while others thrive on 
me spent with others. The complex nature of non-material 

living standards (which diNer for each person) makes it very diFcult 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 recogni
on that these non-material factors do indeed inPuence our quality of life and hence our ‘standard of living’ 

and thus are also considered when discussing living standards.

The market, rela	ve 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 eNec
ve way to boost living standards, especially material living 

standards. This could be linked to the idea of eFciency and the ability of an economy to maximise sa
sfac
on of society’s 

needs and wants. 

Consider how the market promotes economically eFcient outcomes (and therefore how this might boost living 

standards). In a compe

ve market, rela	ve prices act as signals to producers and consumers and therefore aNect the 

types of goods and services that are produced. The suppliers will be constantly monitoring prices (their own and those 

of their compe
tors) as well as the prices of complements and seemingly unrelated goods in the market. Changes in 

rela
ve prices give the supplier the incen
ve 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 shi5 

the demand curve for chocolate to the right, resul
ng in an increase in its rela
ve price (assuming all other factors have 

remained constant). This change in rela
ve prices will give the incen
ve for current suppliers to expand their produc
on 

because to do so will result in higher proBts. The higher rela
ve price also sends a signal to other poten
al suppliers that 

this is a lucra
ve market and that they could beneBt from entering the market (remember that in a compe

ve market 

there are low barriers to entry which make this possible).  

No
ce how the changes in prices have resulted in a change in the alloca
on of resources and a change in the types 

of goods and services that are produced. This alloca
on is deemed to be alloca
vely eFcient because it results in 

the produc
on and consump
on of goods and services that maximises consumer sa
sfac
on. If the market had not 

responded to the change in rela
ve prices and produc
on of chocolate con
nued at its current levels then some 
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consumers may have missed out on their chocolate needs being fulBlled and some resources may have been wasted 

because they would have con
nued to be allocated to another area of produc
on that was less beneBcial to society. 

The producer who does not pay a<en
on to the needs and wants of the consumer will soon go out of business, so they 

have an on-going incen
ve 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 eFciency 

is achieved. A Brm that is exposed to compe		on has a discipline imposed upon them that provides the incen
ve to 

seek the least-cost method of produc
on. If we assume that products oNered in the compe

ve market are similar, then 

the best way to a<ract customers is to oNer your product at a lower price than your compe
tors. This can be achieved 

by raising the produc	vity of the workforce or u
lising technology that increases the volume of product that can be 

produced per hour. When produc
vity is increased, the cost per unit has a tendency to fall. This will improve supply 

condi
ons, 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 aNected by their ability 

to earn an income. Those whose skills are in short supply rela
ve to the 

labour demand in the market may command wages that are mul
ple 


mes those achieved by those who work in occupa
ons that require 

lower skills. Therefore, the market system will tend to result in rela
vely 

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 par
cipate in the produc
on 

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 aNect the whole economy. Reliance on the free 

market alone could therefore result in signiBcant declines in material living standards during periods such as recession 

(two consecu
ve quarters when the volume of produc
on in a country declines).

Inequity of income distribu
on may also be associated with deteriora
ng non-material living standards.  Socie
es that 

are associated with a high degree of inequality may be more likely to experience social unrest, increased crime rates and 

’status anxiety‘, resul
ng in a wide range of mental health problems. 

Reliance on the market and the existence of compe

on may also mean Brms 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 boos
ng produc
vity could also be associated with more 

stressed workers. Their employers may expect more and more from them and this can also aNect mental health and 

nega
vely aNect the quality of their rela
onships. Each of these factors may reduce non-material living standards.

As the next sec
on 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 collec
ve wellbeing. Some products that cause harm to 

the individual and society may be over-produced, resul
ng in a decline in society’s wellbeing. These are instances where 

markets fail. A balanced argument about the role of markets in eFciently alloca
ng 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 eFcient outcomes. 

Review ques	ons 3.2Review ques	ons 3.2

1. Explain how material and non-material living standards are each measured and describe a key diNerence 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 speciBc example, explain why increased reliance on the market mechanism might lead to a 

deteriora
on of non-material living standards
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3.3 Market Failure

To reach the conclusion that markets are an eNec
ve way to achieve eFcient outcomes, several assump
ons were 

needed. In reality, few markets are perfectly compe

ve; there are o5en barriers to entry and rigidi
es (lack of Pexibility) 

in the way prices are determined. In addi
on, the perfectly compe

ve model does not take into account the impact 

of buyers’ and sellers’ (consump
on and produc
on) behaviour on third par
es. It is also assumed (intrinsically) that 

the products being sold were ‘private goods’, where consump
on by one consumer naturally excluded someone else 

from consump
on 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 informa
on. Some 

goods and services also have unique characteris
cs that mean that they are not traded in a tradi
onal way.

All of the assump
ons for a compe

ve market are unlikely to be met in most 

markets, which means that  market failure may result.

What does market failure mean?

Market failure occurs when the alloca
on of resources achieved in the economy 

is ineFcient (or where resources are allocated in such a way that na
onal 

living standards or welfare is not maximised).  In prac
cal terms, this means 

that unregulated markets will lead to an over-alloca
on of resources to the 

produc
on of some goods and services and an under-alloca
on of resources 

to the produc
on of others rela
ve to that alloca
on that would maximise 

society’s welfare. It is likely to mean that:

• The right combina
on of goods and services is not produced

• People purchase goods and services that don’t necessarily maximise their 

wellbeing (if both the short run and long run are considered)

• The most eFcient produc
on techniques may not be employed

• The alloca
on of resources may hamper the ability to achieve sustainable 

development

• It would be possible to achieve higher standards of living without making 

someone worse oN

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 s
ll see the market as the most eNec
ve 

way to achieve eFcient outcomes; however, to achieve its full poten
al, the market some
mes needs to be modiBed 

with some forms of government interven	on. The following four sec
ons iden
fy four situa
ons that cause the market 

to allocate resources ineFciently and the government interven
ons that are undertaken to correct these ineFciencies. 

The four forms of market failure considered are: public goods, externali
es, asymmetric informa
on and common access 

resources. 

Review ques	ons 3.3aReview ques	ons 3.3a

1. BriePy explain why all of the condi
ons for a perfectly compe

ve market are unlikely to be met.

2. With reference to two types of eFciency, explain what is meant by the term market failure.

3. Explain briePy 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 u
lise some of their income 

because they receive a beneBt 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 produc
on. The rela
ve 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 collec
ve sa
sfac
on). 

The existence of public goods in the market results in an ineFcient outcome. To understand why public goods cause 

market failure it is Brst important to recognise its unique characteris
cs and contrast these to those of a private good. 

Private goods have two deBning characteris
cs. Firstly, they are rivalrous or depletable in consump
on. This means 
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that consump
on 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 

excludable, which means that the supplier of the product can prevent someone from consuming the product unless they 

pay the price oNered 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. The demand and supply analysis for 

Chapter 2 was based on markets for private goods and services.

Public goods, in contrast, have opposite characteris
cs. 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 consump
on by one person does not lead to a reduc
on in the amount available for other 

poten
al consumers. 

Table 3.2 below includes some products that are considered to be public goods. For each, it would be very diFcult to 

exclude users from receiving the beneBt of the product, and consump
on by one person or group does not reduce the 

amount available for others. 

Table 3.2: Examples of public goodsTable 3.2: Examples of public goods

A lighthouse Border control

Police force Na
onal defence

Street lights Free-to-air and radio roadcasts

Prisons Na
onal security

From an individual’s perspec
ve, there might be an incen
ve to consume the product without paying for it. This leads to 

the free rider problem, where a free rider is a person who receives the beneBt from a public good but does not pay for 

it. Instead, they rely on others to pay for and provide the incen
ve for suppliers to oNer 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 proBt-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 produc
on will be directed towards private goods where 

higher proBts can be made). This means that society misses 

out on the opportunity to consume this valuable product, 

meaning that there is an underalloca	on of resources to its 

produc
on (compared to the alloca
on that would maximise 

society’s collec
ve wellbeing). The under-alloca
on of 

resources to the produc
on of the relevant good or service 

means that alloca	ve e8ciency is therefore not achieved.

The provision of ‘defence’ for the ci
zens of a country is a 

tradi
onal example used to illustrate the under-produc
on 

public goods. If defence were to be provided privately, the 

provider(s) would need to be able to charge each consumer 

(perhaps through a subscrip
on fee). Given that the defence 

force is unlikely to be able to choose who it defends in the 

event of war, many ‘ra
onal’ consumers might decide to 

‘free ride’.

There may also be a number of ci
zens 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 protec
on that a defence force provides). 

Consequently, the market (if opera
ng freely) would tend to under allocate resources to the defence force, leading to 

an ineFcient alloca
on of resources. 
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Government interven	on: Public Goods

Government subsidies

The government will intervene in those markets where the beneBts associated with the provision of public goods exceed 

the amount provided by the free market. They will therefore need to es
mate the value society places on a public good 

and seek ways to increase the amount of resources that are allocated to the produc
on 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 opera
ons 

(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 

eNec
vely, the government provides enough income to the supplier so they can oNer 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 

beneBt from the improved safety condi
ons, they receive their revenue directly from the government. 

Direct Government provision

Alterna
vely, the government can simply take full responsibility for the 

provision of the public good. They become the na
onal producer, which is the 

case for the defence force. The government employs the defence personnel 

and purchases the necessary defence equipment and muni
ons 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 alloca
on of resources. Through 

their interven
on in the market to alter the alloca
on 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 ligh
ng so that streets are safer at night and emergency services. 

Some privately-provided goods may exhibit the characteris
cs of public goods. 

For example, free-to-air television broadcasts are services with public good 

characteris
cs because the consump
on by one individual does not deplete the quality of recep
on 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 adver
sing space. In this case, the market has found its own solu
on.

Review Ques	ons 3.3bReview Ques	ons 3.3b

1. With reference to the key characteris
cs of each good, dis
nguish between a private and a public good. Provide 

three examples of each type of good.

2. Explain why the characteris
cs of a public good can lead to the ‘free rider’ problem.

3. With reference to your answers to ques
ons 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 par
cular example, explain how the government intervenes in the market to alter the alloca
on 

of resources to achieve a more eFcient outcome.

Ac
vity 3c: Are our roads a public good?Ac
vity 3c: Are our roads a public good?

A public good has two key characteris
cs that lead to an underalloca
on 
of resources. It might seem, at Brst 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 (par
cularly 
country or regional roads) does li<le 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 consump
on.

In contrast, however, many of you will have experienced road conges
on in built up/city areas (especially during peak 

mes).While it is s
ll ‘free’ to use the road, during peak 
mes 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 eNec
vely becomes rivalrous/depletable, and develops fewer ‘public good’ characteris
cs.

With respect to the other public good characteris
c of non-excludability, it has always been theore
cally 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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3.3(ii)  Externali�es

When a person buys and consumes a product, it is reasonable to expect that he or she derives some private beneBt from 

doing so (i.e. the person’s u
lity is increased). When a Brm produces a good or service, they incur costs. Some
mes a 

producer or consumer (referred to throughout this sec
on as the ‘third party’) may incur a cost or receive a beneBt, even 

when they are not involved in the transac
on (or produc
on or consump
on ac
vi
es).

An externality arises when a person is engaged in a transac
on (or ac
vity) that aNects the wellbeing of a third party 

who is not involved in the transac
on (or ac
vity). Externali
es are some
mes referred to as spillovers. Externali
es can 

be posi
ve or nega
ve and can occur in either the produc
on or the consump
on of a good and/or service. A posi	ve 

externality occurs when the third party (consumer or producer) receives a beneBt from the produc
on or consump
on 

of a product.  A nega	ve externality occurs when a cost is imposed on a third party not involved in the transac
on (or 

ac
vity).

Buyers and sellers tend to neglect the impact of externali
es when making decisions about produc
on and/or 

consump
on, which means that the market outcome will not always be in the best of interests of society, at large. Before 

the posi
ve and nega
ve externali
es are considered, it is worth discussing the diNerence between private and social 

costs and private and social beneBts.

When considering any produc
on ac
vity, 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 addi
onal good or service 

plus the opportunity costs). The costs of produc
on have a huge inPuence on the posi
on 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 holis
c view 

of produc
on. Social costs will therefore be higher if there is an external cost associated with produc
on that is not 

incurred (i.e. paid for) directly by the producer. In contrast, social costs will be lower if the produc
on ac
vi
es convey 

a beneBt on others that they do not have to pay for.

Private beneBts are usually discussed in rela
on to consump
on and relate to the marginal u
lity that a person receives 

from consump
on (the extra increase in u
lity arising from an extra unit of consump
on). Economists also consider the 

social beneBts that may be associated with consump
on of goods and services. Any consump
on ac
vi
es that provide 

a third party with a beneBt will lead to addi
onal beneBts for society, such that the social beneBts will be higher than the 

theore
cally excludable and therefore did not meet the criteria to be considered a public good. In the past it has been 
diFcult to charge for the use of public roads, which meant that in prac
cal 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 contribu
ng to their 
crea
on and upkeep. The Federal Government collects fuel excise tax (approximately 44 cents per litre but halved 
for 6  months in 2022), GST on fuel and vehicle sales, and State Governments collect vehicle registra
on fees, taxes 
on EVs and stamp du
es.

This is a very imprecise way to charge road users for their use. It is evident that the fuel excise is contribu
ng less 
and less to revenue as cars become more fuel eFcient. This is expected to con
nue with the real value of fuel excise 
expected to fall by 45% by 2050 (by which 
me a large percentage of cars will be electric). Governments will therefore 
need to u
lise 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. 

Ques	ons
1. Dis	nguish between a private and a public good. Based on these deBni	ons, provide examples where a road 

might meet the deBni	on of a public good and examples where the road beQer meets the deBni	on 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 alloca	on of resources to the produc	on of roads in an economy that is purely 

driven by market forces?
4. Iden	fy and explain one form of government interven	on that leads to a change in the alloca	on of resources 

with respect to key infrastructure like roads.
5. Explain how interven	on by the government might eHec	vely 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.)
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private beneBts. Consump
on ac
vi
es that reduce the living standards of third par
es will have a lower social beneBt 

than the private beneBt. Figure 3.1 illustrates the nature of externali
es in terms of the diNerences between private and 

social costs/beneBts.

Positive externalities
In consumption

[Social benefits > Private benefits]

Positive externalities
In production

[Private costs > Social costs]

Negative externalities
In consumption

[Social benefits < Private benefits]

Externalities

Negative externalities
In production

[Private costs < Social costs]

U
n

d
e

r 
a

ll
o

c
a

ti
o

n
 o

f 
re

s
o

u
rc

e
s
 t

o
 

th
e

 p
ro

d
u

c
ti

o
n

 o
f 

th
e

s
e

 g
o

o
d

s
 

a
n

d
/o

r 
s
e

rv
ic

e
s

O
v

e
r a

llo
c

a
tio

n
 o

f re
s
o

u
rc

e
s
 to

 

th
e

 p
ro

d
u

c
tio

n
 o

f th
e

s
e

 g
o

o
d

s
 

a
n

d
/o

r s
e

rv
ic

e
s

Figure 3.1

O
v

e
r
 p

ro
d

u
c

tio
n

U
n

d
e

r
 p

ro
d

u
c

ti
o

n

In rela
on to goods and services with posi
ve externali
es, it highlights that an unregulated market would devote 

an insuFcient volume of resources to the produc
on of these goods and services, resul
ng in under produc
on. In 

contrast, for those goods and services with nega
ve externali
es in produc
on, the unregulated market would devote 

too many resources to the produc
on of these goods and services, resul
ng in over produc
on.

Posi	ve externali	es in produc	on

A posi	ve externality in produc	on occurs when a Brm produces a good or service that provides beneBts (directly or 

indirectly) to another economic agent (e.g. a consumer or another business) not involved in the transac
on. The Brm 

which has chosen to produce the product will only consider the poten
al revenue (i.e. the private beneBts) they can 

extract from their (paying) customers and compare this to the private costs associated with produc
on. In the case of 

posi
ve produc
on externali
es, the social costs are less than the private costs associated with producing the product 

(because the external beneBts do not reduce the private costs of produc
on). Therefore, in a free market the producers 

will tend to underallocate resources to the produc
on of goods and services that have posi
ve produc
on externali
es. 

Examples of posi�ve externali�es in produc�on

If a Brm undertakes research and development, it may eventually result in the produc
on and implementa
on 

of new technology across many sectors in the economy. The Brm itself may beneBt from the sales of the new 

technology, but the technology is also likely to be beneBcial to other Brms and consumers who do not have to pay 

for the ini
al research and development. 

Posi
ve externali
es in produc
on 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 posi
ve externality does work both ways because having 

access to good quality fruit trees will improve the quality and quan
ty of honey available.

A Brm may also undertake training of their workforce to improve produc
on outcomes, such as through 

improvements in produc
on techniques and communica
on. If an employee, whose skills have been improved by 

this training, should leave the organisa
on, then the Brm will not be able to enjoy the full beneBts of the investment 

given that the employee will be working elsewhere. Firms will therefore be more reluctant to undertake extensive 

investment in training (a signiBcant cost) in the knowledge that other Brms stand to reap (some of) the rewards of 

that investment once the more highly skilled employee moves to another workplace. 
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Posi	ve externali	es in consump	on

A posi	ve externality in consump	on occurs when the consump
on of a good or service improves the wellbeing of 

another consumer or producer (a third party, not involved in the transac
on/ac
vity). The consumer is assumed to be 

willing to pay a price which is equal to or less than the private beneBts but won’t consider the external beneBts to other 

members of society.  The market will therefore underallocate resources to these areas.

Examples of posi�ve externali�es in consump�on

In a free market, demand for vaccina	ons may be lower than the 

socially op
mal quan
ty. 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 beneBt because the 

vaccinated people reduce the viability of the disease. It is much 

more diFcult for it to spread when there are fewer 

poten
al carriers. 

 

Educa	on is also a service where there are extensive posi
ve externali
es in consump
on. An educated person 

experiences many private beneBts. This might include a be<er understanding of how the world works and an 

increased earning capacity in the future. Society also beneBts from having a more educated workforce because the 

labour force is likely to be more produc
ve, unemployment rates are likely to be lower, crime rates will tend to be 

lower and people will usually experience be<er health outcomes. The provider of the educa
on can only charge 

what the individual is willing and able to pay (which is assumed, quite unrealis
cally to be linked to the private 

beneBts they expect to generate from such consump
on). This means that the demand for educa
on 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 educa
on, resul
ng in a signiBcant reduc
on their living standards, as well as lost produc
vity 

and lower living standards for society at large. 

All posi
ve externali
es in consump
on or produc
on will ul
mately lead to an ine8cient alloca	on of resources.  

Too few resources would be allocated to the produc
on and consump
on of the relevant good or service and the 

socially op
mal alloca
on of resources would not be achieved. This means that the relevant goods and services would 

be underprovided without some form of government interven
on.

  

Government interven	on: Posi	ve externali	es

As discussed in Chapter2, the interac
on of demand and supply in individual markets will determine how 

resources are allocated across the economy.  When there are posi
ve externali
es in produc
on and/or 

consump
on,     the alloca
on of resources will be sub-op
mal  because  the  market  is  unable  to  capture  the  

external  beneBts  that arise. Those who receive the beneBts are not required to pay and it would not necessarily 

be ra
onal for recipients to do so. Therefore, the government may intervene in free markets either directly or 

indirectly to increase the produc
on and consump
on of goods and services that convey external beneBts.  

Government Regula�on

A government regula	ons include law that can ban produc
on or consump
on of 

certain ac
vi
es or impose requirements on producers or consumers if they want to 

engage in certain ac
vi
es. One way governments can use legisla
on to increase the 

produc
on and consump
on of products that convey external beneBts is by making 

certain types of ac
vi
es mandatory. They may also impose certain condi
ons on 

the use of other goods and services that also promote the consump
on of goods and 

services with posi
ve externali
es. Consider the following examples:

• Australia has in place legisla
on that makes educa
on compulsory between the 

ages of 5 or 6 and 16. This creates demand for, and produc
on of, educa
on 

services, some of which might not be present in  a free market. The demand 

curve shi5s to the right and the equilibrium quan
ty sold increases. This brings 

society closer to the socially op
mal level of educa
on.

• In January 2016, the Victorian Government introduced a new law they called ‘No Jab, No Play’. The aim 
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of this legisla
on was to promote infant vaccina
ons. Those households who wanted their children to 

a<end 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 por
on of a family’s childcare) are 

also denied if the child is not vaccinated. This is referred to as ‘No Jab, No Pay.’

• In 2021, many state governments made it mandatory for workers to be double vaccinated against COVID-19.

Adver	sing

Governments can u
lise taxpayer funds to create adver
sing campaigns that promote the consump
on of goods and 

services that convey posi
ve externali
es. The government may be trying to reduce the degree of ignorance about the 

poten
al beneBts by providing meaningful informa
on (so that the consumer can make a more informed decision). 

Consider the following examples:

• The promo
on of cancer screening to protect health through early detec
on. One speciBc 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 genera
ons and 

the chances of cancer increase with age  

• The COVID-19 adver
sing campaign that encouraged people to behave in ways that lead to reduced transmission

• 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 posi
vely to the 

economy. In addi
on, those who interact with the healthy person may also experience intangible beneBts.

Both adver
sing and legisla
on are designed to shi5 the demand curve for products with posi
ve externali
es to the 

right. This is illustrated in Figure 3.2 where the quan
ty traded for the good or service increases from Qm to Qopt, where 

Qm is the free market level of produc
on and Qopt is the quan
ty produced a5er the interven
on. The use of ‘Qopt’ 

highlights that the new quan
ty produced is closer to the op
mal alloca
on of resources because society’s wellbeing 

has been improved through this interven
on.

Quantity 

S

D1

D2

Price ($)

Figure 3.2

A more socially optimal level of production occurs as a result 

of government initiatives to increase demand

D2 - D1 represents the social benefit 

(i.e. the value of the positive externality)

Government increases demand for the good 

or service via means such as cash incentives, 

advertising or compulsion

Pm

Popt

Qm Qopt

Subsidies (and direct provision)

The government can also intervene in the market to reduce the private costs of producing the goods or services in 

order to encourage produc
on and consump
on and therefore internalise the posi
ve externali
es. 

A subsidy is a payment made, usually to the producer of a good or service that eNec
vely reduces their cost of 

produc
on. This will shi5 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 gran
ng tax relief to producers or oNering low interest 

rate loans. When the supply curve shi5s to the right this puts downward pressure on prices, helping to expand 

demand and increase produc
on. In some cases, the product will be fully subsidised, which leads to a price of zero. 
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This is rePected in Figure 3.3 which shows how the shi5 in the supply curve results in an increase in the quan
ty 

traded increasing from Qm to Qopt where Qopt rePects the fact that society has now allocated more resources 

to the produc
on of this type of product and it is now opera
ng closer to the alloca
on that op
mises society’s 

wellbeing.

Quantity 

S1

S2

D1

Price ($)

Figure 3.3

A more socially optimal level of production occurs 

as a result of government initiatives to increase 

S2 - S1 represents the social benefit 

(i.e. the value of the positive externality)

Pm

Popt

Qm Qopt

Government increases supply of the good 

or service via means such as cash grants 

and/or tax concessions

Examples of subsidies to account for posi�ve externali�es

In most countries around the world, including Australia, the government is involved in the direct provision of both 

educa
on and health care. The posi
ve externali
es associated with health care are so large that the government 

does not want to leave it to the private sector. For some forms of educa
on and health care, the government 

interven
on 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 

educa	on leads to be<er educa
onal outcomes because it creates a 

more compe

ve market and allows schools to cater for students with 

diNerent learning needs. 

The Government also provides large incen
ves for Brms to undertake 

research and development. They have implemented changes to the 

taxa
on system such that those companies who engage in eligible 

research and development are en
tled to a refundable tax oNset.

Nega	ve externali	es in produc	on

Nega	ve produc	on externali	es occur when the produc
on ac
vi
es undertaken by suppliers impose costs on 

society/third par
es. This might take the form of reduced living standards for individuals or higher produc
on costs 

for other Brms (which will ul
mately mean that consumers may have to pay a higher price for seemingly unrelated 

products). When the Brm decides how much of a good to produce, it will look at its private costs rela
ve 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-op
mal) from the perspec
ve of society because at the point 

of produc
on, the costs to society are greater than the beneBts. 
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Examples of nega�ve externali�es in produc�on

Imagine that a factory was set up next to a river. The river Pows into a nearby lake where a trout farm operates. 

The factory, in order to reduce its costs of produc
on, dumps its waste materials into the river, rather than dispose 

of it using more environmentally friendly methods. Their produc
on ac
vi
es are therefore imposing a cost on 

the trout farm downstream as the waste either kills the Bsh 

or makes them unBt for human consump
on. Those who 

live along the river and use it for recrea
onal ac
vi
es also 

experience a decrease in their standard of living. The Brm 

opera
ng the factory, because it does not pay for these 

costs, will experience rela
vely low costs of produc
on and 

will therefore be able to charge its consumers lower prices. 

Lower prices encourage greater consump
on of the good or 

service so the product that causes the nega
ve externali
es 

is overproduced.

Most of the electricity produced in Australia is derived from 

coal-Bred 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 

genera
ons but also future genera
ons. Firstly, those who live 

near the power plants experience a signiBcant decrease in their 

air quality. Par
cles in the air, for example, may be associated 

with the increased incidence of asthma and other respiratory condi
ons. 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 quan
fy). 

Secondly, the release of carbon dioxide contributes to climate change, leading to longer-term costs imposed on future 

genera
ons. [These costs are highlighted in Chapter 10, which explains the ra
onal for environmental policies.]  The 

market price for electricity does not rePect the external costs and is therefore rela
vely low. This encourages excessive 

produc
on of electricity based on fossil fuels in the free market and leads to an ineFcient alloca
on of resources. 

Nega	ve externali	es in consump	on

Nega	ve consump	on externali	es occur when the consump
on of goods and services impose external costs on third 

par
es. When the consumer decides to consume a good or service, it is assumed that he/she will consider the private 

costs and beneBts. If the price paid is equal to or less than the perceived beneBt of that extra unit of consump
on, then 

they will choose to consume the extra amount (assuming they can aNord to do so). Unfortunately, that consump
on 

may impose a cost on another individual or on a business, and therefore society as a whole may be worse oN. It could 

therefore be successfully argued that the beneBt from private consump
on is larger than the social beneBts from the 

same ac
vity (i.e. the rest of society experience a decrease in their living standards). This results in an over alloca
on of 

resources to the produc
on and consump
on of the good in ques
on. 

Examples of nega�ve externali�es in consump�on

When a person consumes a cigare<e in public, the toxins in the 

cigare<e 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 consump
on 

of goods and services that could add far more u
lity). 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 pollu
on is a form of nega
ve 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 
me of the evening. If the noise keeps you awake, then you may not be as produc
ve 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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Ac
vity 3d – Externali
esAc
vity 3d – Externali
es

1. Place each of the four examples listed below into the appropriate boxes on the diagram below.
• The crea
on of a beau
ful garden by your neighbour
• Research and development by Apple
• The building of a road using a jackhammer
• Your next door neighbour’s Breplace

Positive externalities
In consumption

[Social benefits > Private benefits]

Positive externalities
In production

[Private costs > Social costs]

Negative externalities
In consumption

[Social benefits < Private benefits]

Externalities Negative externalities
In production

[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 explana
on, make reference to the diNerence between private costs/beneBts and social costs/beneBts.  

Government interven	on: Nega	ve externali	es

When nega
ve produc
on or consump
on externali
es exist, the market will fail to arrive at the socially op
mal 

alloca
on 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 regula�on

A government regula
on may include a law that can ban certain produc
on or consump
on ac
vi
es or imposes 

requirements on producers or consumers if they want to engage in certain ac
vi
es. Many products and ac
vi
es 

that cause nega
ve externali
es have been made illegal over 
me, such as:

• In 1987, CFCs (chloroPuorocarbons) were banned by governments around the world because their use 

contributed to the hole in the ozone layer

• In 2007, the Victorian Government banned the smoking of cigare<es in any enclosed public environment, 

helping to reduce the nega
ve externali
es associated with passive smoking

• It is illegal to light Bres and burn oN materials in your own backyard

• It is illegal to sell or be in possession of illicit drugs and it is illegal to sell alcohol to minors

• Single use plas
c bags were banned in some states of Australia in 2018

• 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

• The NZ government has eNec
vely banned anyone born a5er 2008 from ever purchasing a cigare<e.

The government can also require households or businesses to modify their behaviour such as:

• Music venues that are located near residen
al buildings must have noise limiters B<ed so that sound cuts 

out if it exceeds a certain decibel reading

• Cars sold in Australia must have cataly
c converters installed. These help to reduce the toxicity of fumes 

released into the atmosphere when the car consumes petrol

• Governments may require that new buildings meet certain safety and environmental standards and reach a 

certain level of energy eFciency (which eNec
vely reduces the number of future injuries that might occur 

and the level of pollu
on)

• During the COVID-19 crisis, governments around the world required people to wear masks in public.

• From 2022, new homes built in Victoria no longer need to be connected to gas.
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Indirect taxa�on

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 ul
mately pay for most of it (especially if the product in 

ques
on has a low PED - discussed in Chapter 2). 

An indirect tax is usually imposed upon the producer. This adds to the cost of produc
on for the producer. When 

the cost of produc
on increases, the supply curve shi5s to the le5. The price will therefore have a natural tendency 

to increase, which means that demand will tend to contract and produc
on will fall. Therefore, the government 

interven
on has altered incen
ves for producers and consumers and the alloca
on of resources has changed. As 

Figure 3.4 illustrates, the produc
on and consump
on of the good has been decreased from Qm to Qopt, where 

Qopt is an indica
on of the socially op
mal alloca
on of resources for that product.

Quantity 

S1

S2

D

Price ($)

Figure 3.4

A more socially optimal level of production occurs as a 

result of government initiatives to contract demand

S2 - S1 represents the social cost

(i.e. the value of the negative externality)

Government increases the costs of 

production for producers via the 

imposition of the indirect taxPm

Popt

QmQopt

The most op
mal 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 transac
on ul
mately 

pay for the costs that are imposed on society. For the producer, this addi
onal cost might be rePected in lower sales 

and a lower price received (a5er the tax is considered), and for the consumer it will be rePected in higher prices and 

therefore reduced purchasing power. 

Examples of indirect taxes that have been implemented in Australia include:

• The excise taxes on tobacco. From July 2013 un
l 

2020, the government increased the tobacco excise 

by 12.5% per year, such that the average price of a 

50 packet of cigare<es is approximately $54 (July 

2022)

• The excise tax on fuel (e.g. 44 cents per litre on 

petrol and diesel)

• The excise taxes on alcohol (e.g. up to 47% for beer)

• The luxury car tax of 33% for vehicles above 

approximately $72,000

• The carbon tax (2012-2014). This was ini
ally 

$23 per tonne of carbon emissions imposed on 

Australia’s top 500 pollu
ng companies.

Subsidies

The indirect taxes referred to above will ul
mately raise the rela
ve price of the good or service and encourage 

consumers to subs
tute into the consump
on of products which have less harmful eNects on society and whose 

prices are now rela
vely lower.  The government can also accelerate the subs
tu
on away from goods with nega
ve 

externali
es by providing subsidies to the produc
on of goods and services that cause fewer nega
ve externali
es. 

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-

Bred electricity (which creates substan
al carbon emissions). 
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Government adver�sing

Governments have also tried to reduce the incidence of nega
ve 

externali
es by inPuencing tastes and preferences. To do this 

they engage in adver
sing campaigns that a<empt 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 informa
on or 

approaching the decision-making process in an irra
onal manner. 

Educa
on campaigns/nega
ve adver
sing is designed to shi5 the 

demand curve for the product to the le5. The decrease in demand leads to lower prices and quan

es sold, reducing 

the proBtability associated with producing the good or service in ques
on. The reduc
on in demand is rePected in 

Figure 3.5, which shows how the equilibrium quan
ty traded decreases from Qm to Qopt.

Quantity 

S

D1

D2

Price ($)

Figure 3.5

A more socially optimal level of production occurs as 

a result of government initiatives to reduce demand

D2 - D1 represents the social cost

(i.e. the value of the negative externality)

Pm

Popt

QmQopt

Government decreases demand for the good 

or service via means such as advertising or 

education

Examples of government adver
sing include:

• Ongoing QUIT campaigns aimed at reducing cigare<e consump
on. These campaigns have illustrated, in an 

extremely graphic form, the health consequences associated with smoking and how smoking can aNect children and 

those yet to be born. (The very eNec
ve ‘Every cigare<e is doing you damage’ adver
sing campaign can be viewed 

at h<ps://www.youtube.com/watch?v=rjOZSg39bbo).

• To view a wide range of adver
sements associated with reducing carbon emissions and raise awareness about 

climate change visit h<ps://www.youtube.com/watch?v=iE2948gLBPw

Review Ques	ons 3.3cReview Ques	ons 3.3c

1. Explain the diNerence between a posi
ve externality in produc
on and a posi
ve externality in consump
on.

2. Iden
fy one example of a posi
ve externality in produc
on and explain, by referring to the diNerence between 

private and social costs, why the market would tend to under allocate resources towards the produc
on of this type 

of good or service.

3. Iden
fy one example of a posi
ve externality in consump
on and explain, by referring to private and social beneBts, 

why consumers may consume a sub-op
mal level of this good or service in an unregulated market.

4. Iden
fy two diNerent types of government interven
on that have been implemented, or could be implemented, to 

increase the produc
on and consump
on of a good or service that conveys external beneBts.

5. With reference to your examples in ques
on 4, illustrate how the market outcome might change using a demand 

and supply diagram.

6. Iden
fy one example of a nega
ve externality in produc
on and explain, with reference to social and private costs, 

why the market would tend to over allocate resources towards the produc
on of this good.

7. Iden
fy one example of a nega
ve externality in consump
on and explain, with reference to social and private 

beneBts, why consumers may consume a sub-op
mal level of this good or service in a free market.

8. Iden
fy two diNerent types of government interven
on that have been implemented, or could be implemented, to 

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 di�erence.   Goods with negative 
externalities in consumption require third parties to be 
negatively a�ected.  This is not the case for de-merit 
goods.
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reduce the produc
on and consump
on of a good or service that imposes external costs on third par
es.

9. Use two diNerent demand and supply diagrams to illustrate how the two diNerent policy ini
a
ves discussed in 

ques
on 8 might work to change the alloca
on of resources.

10. With reference to at least one type of eFciency, explain how ac
ons to correct the market failures caused by 

nega
ve externali
es are likely to lead to a more eFcient alloca
on of the na
on’s scarce  resources.

Ac
vity 3e: VapingAc
vity 3e: Vaping

The Australian Government Department of Health and Aged Care 

describes E-cigare<es as “devices that make vapour for inhala
on, 

simula
ng cigare<e smoking”. E-cigare<es deliver an aerosol by 

hea
ng a solu
on that the user breathes in. They may also be called 

vapes (hence the link to the term vaping). Data from the 2019 Na
onal 

Drug Strategy Household Survey showed that there has been a 

signiBcant increase in the number of teenagers experimen
ng with or 

using e-cigare<es since 2016. A 2021 report by The Age, cited Victorian 

Health Department Bgures of a 96% increase in the consump
on of 

e-cigare<es by young Australians over a four-year period to 2019.

The consump
on of e-cigare<es can be linked to the concept of 

market failure in a number of ways. Most health professionals would classify e-cigare<es as demerit goods because they 

cause harm to those who consume them. The Australian Government Department of Health and Aged Care states that 

e-cigare<es are not safe for consump
on. Their research indicates that many e-cigare<es contain toxic, cancer-causing 

substances such as formaldehyde and acrolein. These are likely to cause nega
ve consump
on externali
es because long 

term use may be associated with increased risk of lung disease, heart disease and cancer. Many also contain nico
ne, which 

is highly addicted and whose consump
on may be associated with a higher probability of taking up regular smoking in the 

future. Consump
on of these products therefore imposes a cost on future genera
ons 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 nega
vely 

inPuences the produc
ve capacity of the economy. The fact that the producer and consumer do not consider the nega
ve 

externali
es in their decision to maximise proBts and u
lity results in an overalloca
on of resources to the produc
on and 

consump
on of this good.

The decision to consume e-cigare<es is also likely to be based on asymmetric informa
on. The manufacturer of the 

e-cigare<es will have more knowledge of what is in the product than the consumer. Government research has highlighted 

that many labels are incomplete and/or inaccurate. This means that consumers are making decisions which are not 

necessarily ra
onal or well-informed. The asymmetric informa
on also contributes to the misalloca
on of scarce resources 

because society’s wellbeing could be improved if consumers could make more informed decisions.

Governments do intervene in markets to reduce the consump
on of e-cigare<es, especially by minors.  Like cigare<es, 

vapes cannot be purchased by anyone under the age of 18. It is also illegal to adver
se or display e-cigare<es and it is illegal 

to consume these products in educa
onal se@ngs. In addi
on, the Australian government introduced a law in 2021 that 

made it illegal to purchase a nico
ne-containing vape without a prescrip
on. The US also banned Pavoured vapes in 2020 

as these were seen as a way to a<ract young consumers.  Many sellers have been able to circumvent the law by selling their 

products on the black market. An inves
ga
on by The Age highlighted how sellers were able to promote their products 

on social media. Young people have also been able to access vapes from small tobacconist stores. This highlights how 

regula
ons may be less eNec
ve if there are insuFcient resources allocated towards enforcement. 

Another form of government interven
on is educa
on and awareness campaigns. The Australian Government funds QUIT, 

an organisa
on dedicated to reducing the consump
on of harmful substances such as cigare<es and vapes. They produce 

short clips and resources for schools to reduce the degree of asymmetric informa
on and help young people make more 

informed decisions. 

Addi
onal resources: h<ps://www.quit.org.au/ar
cles/teenvaping/

h<ps://www.health.gov.au/health-topics/smoking-and-tobacco/about-smoking-and-tobacco/about-e-cigare<es

Ques	ons

1. Explain why e-cigareQes may be classiBed as a demerit good.

2. With reference to the concept of nega	ve consump	on externali	es, explain why there may be an ine8cient 

alloca	on of resources with respect to e-cigareQes.

3. Iden	fy and explain how one government regula	on might aHect the demand and/or supply curve for e-cigareQes 

resul	ng in a change in the market outcome.

4. Explain how educa	on campaigns are designed to aHect the demand for e-cigareQes.

5. Explain why there may be asymmetric informa	on in the market for e-cigareQes and why this leads to an ine8cient 

alloca	on of resources. [Read sec	on 3.3(iii) to Brst develop an understanding of asymmetric informa	on.]
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3.3 (iii) Asymmetric informa�on

When demand and supply analysis is undertaken, one of the key assump
ons made about the compe

ve market is 

that economic agents have access to perfect informa	on. This important assump
on refers to the fact that a ra
onal 

consumer or producer will have knowledge of the full costs and beneBts 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 informa
on, then they are more likely to make a purchasing 

decision that maximises their wellbeing which promotes a more alloca
vely eFcient outcome.

In the real world, it is likely that some of the informa
on needed to make a decision is not available. Acquiring informa
on 

in many instances is costly, both for consumers and producers. In certain circumstances, consumers will not be able to 

ascertain all informa
on about the good or service they are purchasing. In some circumstances, the seller of a service 

will not have enough informa
on about the purchaser to be able to charge the correct price or oNer the right service.   

Asymmetric informa	on refers to a market transac
on where one party has access to more informa
on 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 o5en 

lead to an ineFcient alloca
on of resources. Decisions made using unreliable or incorrect informa
on 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 informa
on and/or government interven
on. 

Situa	ons where the seller has more informa	on than the buyer

In many transac
ons, 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 un
l they consume the product and it doesn’t work as adver
sed) and the seller may also hide any defects 

that they are aware of.  Even if informa
on is made available, the seller may have a be<er 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 informa�on where the seller has the power

George Akerlof undertook one of the Brst inPuen
al economic 

studies of asymmetric informa
on. He wrote a paper on the 

market for ‘lemons’. A lemon is colloquial language used to 

describe a car that has defects. When a used car is oNered for 

sale, the seller usually has more informa
on about the condi
on 

or quality of the car than the poten
al buyer. It may be expensive 

for the consumer to ascertain the necessary informa
on to 

make an informed choice and, as a consequence, they will be 

uncertain about the quality of the car. Some consumers, who 

may have read about or experienced bad service in the past, 

may assume that the car is a lemon, when in fact it might be a 

high quality car, and oNered at a price that is below its market 

value. The consumer who is aware of the possible dangers 

associated with buying a used car may be more risk averse and 

avoid buying a second-hand car altogether. This means that the 

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 oN the market. A 

mutually beneBcial transac
on doesn’t take place and the informa
on asymmetry results in adverse selec	on (an 

economic outcome that does not maximise wellbeing for at least one of the par
es).  The sale of the car for a fair 

price could have been a transac
on that boosted eFciency because it would have made both par
es be<er oN. This 

means that fewer second-hand cars may be sold in the market and may lead to an over alloca
on of resources to the 

produc
on of new cars. This does not necessarily maximise society’s wellbeing as those resources could have been 

used more eNec
vely 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 eFciency). 

Other examples of asymmetric informa	on where the seller knows more than the buyer

• When a person takes their car to the mechanic, they o5en lack the knowledge to determine if the services 

recommended are necessary

• When purchasing vitamin and herbal supplements, the consumer is unaware of what exactly is in the bo<le and 

how their body may react
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• Recent inves
ga
ons in Australia and in other developed na
ons, has found shocking evidence of inappropriate 

ingredients being added to pet food 

• In the labour market, the (poten
al) employee (as the seller of labour) will o5en know more about their 

capabili
es and value than the employer (as the buyer of labour).

Situa	ons where the buyer has more informa	on than the seller

In some market transac
ons, the buyer will have a greater amount of informa
on available than the seller. This usually 

arises in situa
ons when the consumer knows something about him or herself that aNects the price charged or the 

viability of a transac
on. Consider the following illustra
ve example.

Example of asymmetric informa�on where the buyer has the power

The market for insurance is a situa
on 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 a5er themselves). The low-risk consumers eNec
vely 

subsidise the high-risk consumers. The low-risk consumers may undertake a cost/beneBt analysis (based on the 

available informa
on) 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 aNord it). As was the case with the used car market, there may be a serious 

under alloca
on of resources to the private health insurance market due to asymmetric informa
on.

Asymmetric informa	on, moral hazard and ine8ciency

Moral hazard occurs when economic agents adjust their 

behaviours behaviours in ways that are less eFcient or 

unfavourable from society’s point of view. It typically occurs 

in insurance, where economic agents are somewhat insured 

against loss and then become less risk averse in their ac
ons. 

Those who take out car insurance may take fewer preventa
ve 

measures to reduce the the5 of their vehicle because they know 

that they will be reimbursed in the case of loss. This might result 

in an overalloca
on of resources to the repair or replacement of 

vehicles, which could have been avoided if the driver/owner of 

the car had been more careful.

Moral hazard rePects the fact that people may change their 

behaviour once a transac
on has already taken place. Once 

a worker is hired and they know that their job is rela
vely 

secure, then he or she may have the incen
ve to alter his or her 

behaviour. This could be more prevalent if the worker’s behaviour or output cannot be con
nually monitored. He or she 

may choose to ‘slack oN’ occasionally. This means that the worker may reduce their poten
al produc
vity and technical 

eFciency will be compromised. As a result, society’s wellbeing is not maximised and market failure occurs.

Government interven	on: Asymmetric informa	on

As this sec
on has illustrated, a lack of meaningful informa
on can lead to adverse selec
on. This results in an alloca
on 

of resources that is not op
mal from society’s perspec
ve. A lack of informa
on can result in the excess alloca
on of 

resources to some areas of produc
on, an increase in the suspiciousness of consumers that has a dampening eNect on 

mutually beneBcial 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 informa
on.

Government regula�on

Governments can protect consumers from misinforma	on that might be provided by sellers. Australian Consumer 

Law makes it illegal for Brms to engage in conduct that misleads or deceives consumers or other businesses. This area 

of legisla
on also covers unfair contract terms, consumer rights including warran
es, safety of purchased products 

and rules for door-to-door selling and direct marke
ng. 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 compensa
on for the drop in value below the price paid or a refund. This legisla
ve approach 

provides incen
ves for Brms to alter their behaviour and may provide the consumer with more conBdence to engage 

in mutually beneBcial transac
ons. 

In some circumstances, the government will introduce regula
ons that ensure that the seller of a product provides 

a greater level of meaningful informa
on 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 

informa
on helps to not only reduce asymmetric informa
on, 

but also helps to boost the consump
on and produc
on of 

goods that provide posi
ve externali
es.

In the health insurance market, government has used its 

legisla
ve powers to intervene extensively. Those who earn 

more than  $90,000  per annum ($180,000 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 

imposes an addi
onal cost on those who choose to begin 

purchasing health insurance a5er 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 24.6% for individuals earning less than $90,000 ($180,000 for households) and cuts out when income 

reaches $140,000 (280,000 for households). 

The government can also require that people who operate in certain industries are cer
Bed 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 registra
on. This reduces the likelihood of a consumer buying a service 

from someone who is not qualiBed or who has caused harm to a previous purchaser.

Government adver�sing

As was discussed in the sec
on on posi
ve externali
es, consumers may be unaware of both the private and external 

beneBts 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 informa
on about the consequences of not consuming merit goods and/or excessively consuming 

demerit goods. 

• The government could run informa
on campaigns that 

highlight the beneBts associated with purchasing fresh 

food and vegetables

• The government could inform the public about what 

smoking, drinking and excessive consump
on of the

• wrong types of foods could do to their health

Subsidies

To increase the availability of informa
on, the government 

could also subsidise Brms who provide meaningful informa
on 

for consumers. Documentary makers, who highlight the health 

consequences associated with the consump
on of merit 

and demerit goods may be able to receive grants from the 

government, which increases the likelihood that poten
al consumers have access to meaningful informa
on. This 

subsidisa
on indirectly alters incen
ves and behaviour such that a more eFcient alloca
on of resources is achieved. 
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Review Ques	ons 3.3dReview Ques	ons 3.3d

1. Explain what is meant by the term asymmetric informa
on.

2. Explain why having access to informa
on helps to promote a more eFcient alloca
on of resources. 

3. With reference to a speciBc example, explain how the existence of asymmetric informa
on might lead to a reduc
on 

in alloca
ve eFciency.

4. With reference to a diNerent example, explain how asymmetric informa
on 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 reduc
on in technical and 

alloca
ve eFciency.

6. With reference to two speciBc examples, explain how the internet may reduce the degree of informa
on asymmetry 

and help to promote a more eFcient alloca
on of resources.

7. Visit h<p://consumerlaw.gov.au/. Outline three elements of the government’s legisla
on that are designed to 

reduce the ineFciency that is caused by asymmetric informa
on.

8. Iden
fy and explain one other speciBc government ini
a
ve that has addressed the problems caused by asymmetric 

informa
on and explain how this ini
a
ve has altered the market outcomes such that society’s wellbeing is improved.

Ac
vity 3f: Should Australia ban cigare<es like New ZealandAc
vity 3f: Should Australia ban cigare<es like New Zealand

In 2022, New Zealand became the Brst country in the world to start the 

process of banning cigare<es and other tobacco products. The proposed 

laws mean that anyone born a5er 2008 will not be able to legally purchase 

cigare<es in their life
me. The goal of the policy is framed around making 

sure that young people never get addicted to nico
ne.

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 ra
onal choices). The ul
mate aim is to get 

smoking rates beneath 5% of the adult popula
on. The ban will also create 

the Brst of many smoke-free genera
ons.

Smoking rates among the Maori popula
on are much higher than non-

Maori. Modelling by Otago Univeristy and the University of Melbourne 

suggests that the policy interven
on will signiBcantly 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. Produc
vity in the workplace is also predicted to increase with less days lost to illness and 

B<er and healthier workers able to produce more per hour worked. 

Prohibi
on has historically failed to curb the produc
on and consump
on of illicit substances in the past and concerns have 

been raised that the ban will lead to a growing black market for tobacco (see Ac
vity 3j).  There will be increased incen
ves 

for criminal gangs to smuggle illegal tobacco into NZ as well as incen
ves for illegal home grown produc
on to take place. 

This increases the risks and the costs for those who would like to con
nue 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 Brst place and advocate for more funding to support educa
on campaigns.

Ques	ons

1. Explain why the consump	on of cigareQes represents an ine8cient alloca	on of resources.

2. With reference to the ar	cle, explain how the consump	on of cigareQes impose costs on third par	es.

3. Construct a demand and supply diagram to show how the ban on cigareQes might aHect the market for cigareQes 

in 10 years, 20 years and 50 years.

4. Discuss the eHec	veness of the ban in reducing the consump	on of cigareQes (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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Ac
vity 3g: Ac
vity 3g: Sugar and tobacco – nega
ve externali
es and asymmetric informa
on Sugar and tobacco – nega
ve externali
es and asymmetric informa
on 

In recent 
mes, media outlets have drawn some interes
ng parallels between the harm 
caused by sugar and tobacco. The nega
ve health eNects of cigare<e smoking are well 
documented, including that it increases the risks of contrac
ng cancers, heart disease and 
other health problems. Cigare<es are also associated with nega
ve externali
es, because 
those who smoke near other people impose a cost on them. The recipients of the second-
hand smoke may suNer a reduc
on in their living standards (some
mes simply a loss of 
enjoyment of their life or, ul
mately,  the same sorts of health problems experienced 
by smokers themselves). The smoking of cigare<es 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 cigare<es, poten
ally 
leading to higher taxes and the opportunity cost of of other government services that 
could have provided posi
ve externali
es being foregone.

Most people now are aware of the dangers associated with cigare<e smoking, but at the 
height of their popularity, there was deBnitely a high degree of asymmetric informa
on.  
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 cigare<es were 
dangerous. Recent research into health problems caused by excess consump
on of sugar 
have allowed reporters to draw some interes
ng parallels. Some have described sugar 
as ‘the new tobacco’. A number of scien
Bc studies have linked sugar consump
on to 
condi
ons such as obesity, heart disease, Alzheimer’s disease and diabetes. It could be 
argued therefore, that excess sugar consump
on in the current period is likely to impose costs on future genera
ons (inter-
temporal ineFciency). Like tobacco, it will cause future health budgets to be devoted towards treatment of poten
ally 
avoidable medical condi
ons. Losing more days to illness also means that the na
on’s poten
al output could suNer 
(reduc
on in future technical eFciency).

 Like cigare<e consump
on, for the last 30 years many people may have been consuming excess amounts without knowing 
the poten
al dangers. The sugar industry has also been accused of spreading misinforma
on to protect their proBts. Like 
the ‘Tobacco Industry’, the ‘Sugar Industry’ has funded research to cast doubt on the link between sugar consump
on and 
poor health outcomes. The industry also sought to demonise fat, linking its consump
on 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 inPuenced the dietary recommenda
ons 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 na
ons’) obesity epidemic. It could therefore be argued that asymmetric informa
on (caused by a 
lack of reliable informa
on about the poten
al harm caused by sugar) may increase the incidence of nega
ve externali
es 
in consump
on.

Some countries, such as France, Mexico and the UK, have sought to address the ‘market failure’ by implemen
ng a ‘sugar 
tax’, trea
ng the product in the same way as tobacco. The tax is designed to shi5 the supply curve to the le5, resul
ng 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 so5 drinks and a 6,500 reduc
on in calories from the average diet. 

Governments around the world have also taken other measures to reduce the harm associated with the consump
on of 
cigare<es and, in more recent 
mes, sugary drinks. The Cancer Council Australia has released a number of educa
onal 
adver
sements to highlight the damage associated with consuming sugary drinks. This type of adver
sing campaign is 
designed to help consumers make a more informed ra
onal decision (and in doing so, reduces asymmetric informa
on).  
Governments also use regula
ons to curb the demand for harmful products like cigare<es.  For example, it is illegal to sell 
cigare<es to minors and there are 
ght restric
ons in place which ban the smoking of cigare<es (and vaping) in certain 
public places. In 2019, Singapore became the Brst country in the world to ban the adver
sing of beverages with a high sugar 
content (across a wide range of plaWorms). This approach mirrors the laws that the cigare<e industry have been subject to 
for a long 
me, with the banning of radio and TV adver
sing of cigare<es in Australia in 1976. This was followed by a print 
ban in 1990. 

Ques	ons
1. Dis	nguish between a nega	ve externality in produc	on and a nega	ve externality in consump	on.
2. Explain why cigareQes are considered a demerit good that is associated with nega	ve consump	on externali	es.
3. Iden	fy and explain the possible nega	ve externali	es that might be associated with the consump	on of products 

that contain sugar.
4. With reference to both the sugar and tobacco industries, explain how the respec	ve industries ac	vely tried to 

create an environment of asymmetric informa	on.
5. Explain how the existence of asymmetric informa	on could have contributed to an ine8cient alloca	on of 

resources in either the sugar or the tobacco industries.
6. Explain how the imposi	on of excise taxes alter the alloca	on of resources and aQempt to correct the market 

failures associated with the consump	on of sugar or tobacco products.
7. Draw a fully labelled D/S diagram to illustrate your answer to ques	on 6.
8. Explain how diHerent policies have been implemented to shiG the demand curve for cigareQes or sugar to the leG. 
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Ac
vity 3h: Ac
vity 3h: Fakes: Do you know what you are buying? Fakes: Do you know what you are buying? 

There are thousands of instances of asymmetric informa
on. 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 proBts and eNec
vely rip oN their customers. 
Consider the following examples.

Global food produc
on 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 produc
on, producers some
mes 
resort to fraudulent ac
vity such as subs
tu
ng ingredients with 
fake alterna
ves. 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 inves
ga
on 
of the industry from 2007 to 2011, discovered that up to 70% of 
imported olive oil is fake. He found that olive oil is o5en mixed with 
soybean oil and beta carotene to replicate the taste and consistency 
of extra virgin olive oil.

In the rela
on to the market for honey, a joint inves
ga
on by Fairfax and 7.30 (an ABC current aNairs program) found that 
of 38 honey products sold in Australia, 18% detected some form of adultera
on. Some of the samples contained an
bio
cs, 
irradiated pollen and alkaloids which have the poten
al 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 Produc
vity 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 na
onal licencing or produc
on guidelines to protect the intellectual property (copyright) of Indigenous 
ar
sts. The contracts signed by ar
sts for the use of their work also highlights the problems associated with asymmetric 
informa
on because there were clauses that were not eNec
vely explained (and the ar
sts may not have been able to 
aNord lawyers who could review the contracts).

In the market for car parts, Mercedes Benz believes that counterfeit car parts are now more proBtable than drug traFcking. 
In 2021, 1.86 million fake car parts were seized worldwide. 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 o5en produce their goods in condi
ons where there is li<le regard for human rights with 
poor environmental standards and unsafe working condi
ons.  

…and what about online reviews? 

One of the ways to reduce the degree of asymmetric informa
on in a transac
on 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 inves
gator, found that companies could purchase favourable 
reviews, highlighted by the fact that some reviewers were able to review services from mul
ple providers around the world 
at the same 
me. 
 

Ques	ons
1. Explain what is meant by the term asymmetric informa	on.
2. Choose two of the examples explored above and explain how the existence of asymmetric informa	on 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 informa	on might also be 
associated with nega	ve externali	es.

4. Explain how review sites might theore	cally reduce the ability of businesses to exploit the existence of asymmetric 
informa	on and therefore help to achieve a more e8cient alloca	on of resources.

5. Choose one of the case studies and explore a possible form of government interven	on that might result in a more 
e8cient alloca	on 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 beneBcial transac
on 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 protec
on 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 Bt neatly into our discussion of the market because they are, by deBni
on, 

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 diNerence to public goods:

• Like public goods, common access resources are non-excludable. This means that anyone can u
lise these 

resources without having to pay for them in a market.

• Unlike public goods (and therefore being somewhat similar to private goods), common access resources are 

rivalrous in consump
on. Consump
on by one individual reduces the amount that is available for someone else.

Examples of common access resources

The Bsh in the ocean (or a river) may be considered a common access 

resource. If the Bshing industry removes more Bsh from the ocean than the 

rate of reproduc
on, then the delicate marine ecosystem can be disrupted, 

and the Bshing stock can be depleted (to the point where it does not return).

Clean air could also be classiBed as a common access resource. Humans 

use the atmosphere as a dumping ground for all manner of toxic pollutants. 

Each 
me a person or business releases pollutants into the atmosphere, the 

availability of clean, breathable  air is reduced for all users.

In some countries, access to forests is granted for the use of agriculture and 

the conversion of trees into saleable 
mber. 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 genera
ons experience a reduc
on 

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 considera
on for all economies because it relates to the balance 

between current and future consump
on. The commonly quoted deBni
on of sustainable development comes from the 

Brundtland Report: 

development that meets the needs of the present without compromising the ability of future 
genera�ons to meet their own needs

The overuse and exploita
on of common access resources by 

current genera
ons reduces the amount that is available for future 

genera
ons, resul
ng in lower living standards. The existence of 

common access resources highlights the possible conPict that can 

exist between the pursuit of economic goals and environmental 

goals. A<empts to boost technical eFciency in the current period, 

by increasing produc
on of goods and services at a lower price, can 

cause a decrease in inter-temporal eFciency. For example, new 

technology that is invented that allows Bshing crews to extract more Bsh from the water per hour can actually lead to 

falls in prices for the Bsh sold and greater purchasing power for the current genera
ons. However, adop
on of these 

Bshing techniques results in more rapid deple
on of stocks, reducing the living standards of future genera
ons.

The problem with common access resources was Brst described by Garre< Hardin in the journal Science in 1968 as 

the ‘tragedy of the commons’. Each person, ac
ng in their own self-interest, pursues ac
ons that maximise their own 

u
lity or proBt, but this leads to the destruc
on of the common access resources that sustain life. He described this as 

‘freedom in a commons brings ruin to all’.

Study tip

Market failure can be discussed in terms of any of the 
four types of e*ciency. In the case of common access 
resources, it is best to illustrate how the characteristics 
of common access resources lead to inter-temporal 
ine*ciency because current generations increase their 
living standards at the expense of future generations. 
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The lack of excludability and the absence of prices naturally leads to excessive produc
on and consump
on of goods 

that use up valuable common access resources. Common access resources also share some of the market failure 

characteris
cs of nega
ve externali
es. Given that clean air is a common access resource, the quality of this air can be 

reduced through ac
vi
es that cause toxic pollu
on. The nega
ve 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 

eFciency is therefore reduced by the overconsump
on of common access resources.

Government interven	on: Common access resources

Government regula�ons

Governments can use their legisla
ve powers to reduce the current consump
on of common access resources and 

promote sustainable development. The government can implement legisla
on that bans the use of certain common 

access resources, requires altera
ons to produc
on techniques, requires users to apply for permits or licenses or change 

the law with regards to the se@ng and monitoring of quotas. 

Consider the following examples of government regula
ons:

• Requirements that cars be B<ed with cataly
c converters. This was discussed in the sec
on on nega
ve externali
es 

but is also relevant here because excess pollu	on 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.

• 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 protec
on to all from harmful UV rays.

• The government may restrict when people can undertake hun
ng ac
vi
es. 

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 hun
ng, depending on their popula
ons.

• Certain areas of land are excluded from excessive development. For 

example, Parks Victoria (a government authority) is responsible for the 

protec
on and enhancement of over four million hectares of important 

land. This land is u
lised in a sustainable fashion so that future genera
ons 

can u
lise the resource in the same way that current genera
ons are able 

to do so.

• The government may ban certain produc
on techniques. The Victorian 

Government recently implemented a ban on commercial net Bshing in Port 

Phillip and Corio bays.

Indirect taxa�on

Indirect taxes were discussed in Sec
on 3.3(ii) as a possible way for the government to correct the market failure 

associated with nega
ve externali
es. Indirect taxes are designed to alter the structure of rela
ve prices, which changes 

the incen
ves for producers and consumers . The most eNec
ve 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.

It could be argued that a stable climate is one of humanity’s most important common access resources. Approximately 

99% of scien
sts agree that human ac
on, especially the burning of fossil fuels which release carbon dioxide into the 

atmosphere, causes climate instability and the warming of the planet. This may reduce the ability of future genera
ons to 

access the favourable weather condi
ons 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) have predicted some of the poten
al costs that might be imposed on future genera
ons as a result 

of climate change. These include:

• More erra
c weather pa<erns that damage to homes, businesses, infrastructure and common access 

resources from unstable weather pa<erns. 

• The incidence and intensity of drought may be more pronounced reducing the availability of food.

• Climate change would destroy one of Australia’s most beau
ful and income-producing common access 

resources- the Great Barrier Reef.
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Governments can a<empt to mi
gate the eNects of climate change through the introduc
on of a carbon tax. Sweden 

currently has the highest price of carbon at USD126 per tonne. Since it was introduced in 1991, carbon emissions have 

decreased by 27%.  Australia had a carbon tax between on July 1, 2012 and 1 July 2014. It was ini
ally set at AUD23 

per tonne. It worked by increasing the costs of produc
on for the top 500 pollu
ng Brms. This provided the incen
ves 

for Brms to alter their methods of produc
on. Households also had the incen
ve to change their behaviour as the tax 

Powed through to energy prices. 

Subsidies

Subsidies could also be implemented by the government to alter rela
ve prices and therefore incen
ves. For example, 

the government can subsidise the cost of solar panels or reduce the tax payable on electric vehicles. This alters rela
ve 

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 o5en spreads beyond na
onal 

borders. Climate change is a key example, as stable weather pa<erns are a common access resource that can be aNected 

by ac
ons taken in all parts of the world. To eNec
vely mi
gate the eNects of climate change, interna
onal coopera
on 

is needed. The UN ’Paris Agreement’ was one such a<empt. Par
es to the United Na
ons Framework Conven
on on 

Climate Change agreed to strengthen the global response to the threat of climate change. Further details can be found 

at h<ps://unfccc.int/process-and-mee
ngs/the-paris-agreement/what-is-the-paris-agreement. 

Ac
vity 3i - COVID-19 and Common Access resourcesAc
vity 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 signiBcant increase in 
the demand for personal protec
ve clothing, such as disposable face 
masks and latex gloves. The disposal of these products highlights the 
link between consump
on, nega
ve externali
es 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 
me and then added to the vast stock of 
waste that is dumped in landBll sites. Unfortunately, a large number of 
the masks are also ending up in the oceans. This adds to the extensive 
amount of plas
c pollu
on that can already be found in the oceans 
and other common access water resources around the world. The UN 
es
mates that as many as 13 million tonnes of plas
c goes into the oceans each year. Masks o5en contain polypropylene, a 
plas
c that has a lifespan of 450 years. 

It is clear that most humans now ingest plas
c products indirectly. Over the past two decades, concern over the eNect of 
microplas
cs on human health has grown. Some researchers have hypothesised that consump
on of these plas
cs could 
contribute to hormone imbalance, damaged liver func
on and increase the probability of contrac
ng certain types of cancers.

Marine biologists are also concerned that masks in the oceans will be mistaken for food by dolphins resul
ng in signiBcant 
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 Bnancial costs to future genera
ons through the nega
ve impacts on 
marine ecosystems and tourism and the need to spend addi
onal 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 
incinera
on, which would result in the release of toxins into the atmosphere (further damaging another common access 
resource).

This case study illustrates how human produc
on and consump
on ac
vi
es have eNec
vely reduced the viability of a very 
important common access resource and imposed costs on third par
es (both now and in the future). There was, however, one 
temporary beneBt associated with COVID-19. There was a signiBcant reduc
on in air travel. Many people were also forced 
to work from home, resul
ng in less travel by road. This led to lower carbon emissions and cleaner air in a number of ci
es 
around the world. It was es
mated, at the 
me of wri
ng, that the drop in emissions could be up to 7% for 2020, which would 
mean that they would be equivalent to the amounts released in 2011. 

Ques	ons
1. Explain why there is oGen a link between excess consump	on of common access resources and nega	ve externali	es. 

Enhance your response with reference to an example. 
2. With reference to relevant characteris	cs, 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 genera	ons. 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 Ques	on 3.3eReview Ques	on 3.3e

1. Explain how a common access resource is diNerent from a labour resource that is u
lised in the produc
on process.

2. With reference to the concepts of excludability and rivalry in consump
on, explain the diNerence between a 

public good and a common access resource.

3. Explain how the unique characteris
cs of common access resources cause market failure. Make reference to at 

least one type of eFciency in your response.

4. Explain one policy that has been, or could be, implemented within an economy to reduce the over-consump
on 

of common access resources.

5. Explain why the market failure associated with some common access resources may require interna
onal 

coopera
on to achieve a socially op
mal outcome. What makes this diFcult to achieve?

 3.4 Government failure 
The focus for most of this chapter has been on par
cular cases where the market fails to allocate resources in the most 

eFcient 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 eFciency. In some cases, however, government interven
on can result 

in unintended consequences that lead to an ineFcient alloca
on of resources. Government failure is a term used 

to describe a situa
on where government interven
on fails to improve the alloca
on of resources or, in some cases, 

actually makes the alloca
on of resources less eFcient when compared to the free market outcome.

Government failure can arise in some markets when interven
on 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 beneBts 

that are achieved from taking such ac
on. For example, the bureaucra
c process, may add to the costs and reduce the 

ability of governments to respond to market failure in a 
mely manner. One of the great diFcul
es facing governments 

seeking to correct market failures is that the external costs or beneBts are hard to measure. Calcula
ng 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 

es
mates made about the impact on future genera
ons. This is some
mes referred to as a technical diFculty associated 

with this form of interven
on. The government can, at best, es
mate the cost to society from carbon pollu
on 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 eFcient alloca
on of resources.

Price controls

Governments are o5en tempted to interfere with the free opera
on of the 

market by implemen
ng price controls. This might include a price ceiling, 

where the sellers of the goods or services are banned from raising their 

prices above a certain level. The aim of such a policy is to make such a 

product aNordable for low-income groups. Unfortunately, it tends to create 

an ongoing shortage in the market because the equilibrium price cannot be 

achieved (as the price set by the government will be below the equilibrium 

price).

When price ceilings are set there is an increased inven
ve for a black market 

to develop (where prices might actually be higher than what they would 

be in a free market because those breaking the law need to be rewarded 

for the risks they are taking). The black market alters the incen
ves in the 

market and suppliers take the risk to supply the poten
al consumers, even if 

it means breaking the law. The ac
on by the government impacts nega
vely 

on alloca
ve eFciency because the market does not clear and, in addi
on 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 o5en higher they would be in a free market and unregulated market which leads to a reduc
on in 

consumer sa
sfac
on. 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 rePected in Figure 3.6, where the se@ng of a price ceiling at Pc causes a shortage and a less eFcient alloca
on 

of resources.

Similarly, the government might set a price ;oor, where the price oNered in the market cannot go below a certain level. 

The aim of such an ini
a
ve 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 se@ng of a price Poor o5en leads 

to a signiBcant 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 incen
ve to keep producing.

Quantity

D

S

Price ($)

Figure 3.6

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.

Pe

Pc

QmQd Qs

The price ceiling creates a shortage or excess 

demand in the market and results in the 

emergence of long queues and black markets

Price ceiling

Similarly, the government might set a price ;oor, where the price oNered in the market cannot go below a certain 

level. The aim of such an ini
a
ve 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 

clima
c condi
ons). The se@ng of a price Poor o5en leads to a signiBcant 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 incen
ve 

to maintain the supply levels.

In some cases, however, a price Poor may not result in government failure. 

For example, in the Northern Territory, the government sets a price Poor 

of $1.30 per standard drink of alcohol. They believe that the excise tax 

is not suFcient to curb the level of binge drinking. The price Poor raises 

the price of a bo<le of wine to approximately $10 (a much higher price 

than one might Bnd for some of the cheaper bo<les). In this instance 

the government doesn’t purchase the excess supply so the contrac
on 

in demand encourages the suppliers to reduce the amount they make 

available in the market  (supply will shi5 le5). In this instance, the 

nega
ve consump
on externali
es are reduced and society’s wellbeing 

is improved.

Price Goor – real world example

In Australia, the government imposes a price ;oor in the labour market. At the 
me of wri
ng, the minimum wage was 

set at $21.38 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 £9.50 (approx. AUD 16.70 ). Australia’s rela
vely 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 inPa
on.

The minimum wage is one of a number of policy ini
a
ves that are designed to protect workers with weak bargaining 

power from excessive exploita
on 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 aNord to purchase the 

basic necessi
es). The diFcul
es associated with se@ng the minimum wage is that it is a somewhat inPexible system 

and does not take account of diNerent economic circumstances that can eventuate in diNerent labour markets. Some 

economists and business owners claim the minimum wages set in Australia lead to unintended consequences. The most 
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signiBcant problem associated with se@ng 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 rePected 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 ineFcient alloca
on of resources 

because valuable labour is not being u
lised in the produc
on process. The country will be opera
ng inside its PPF and 

the maximum volume of produc
on, and sa
sfac
on cannot therefore be achieved. New classical economists would 

suggest that, using their tradi
onal model of the compe

ve labour market, Australia’s higher-than-world- average 

minimum wage explains why it has been harder for Australia (at least up un
l 2022) to achieve unemployment rates 

lower than 4%, even when the economy is achieving its poten
al output. In contrast, the US has generally been able to 

achieve lower unemployment rates of unemployment than Australia, in part, due to its lower minimum wages. 

Employment

Demand 

for labour

Supply

of labour

Wage($)

Figure 3.7

The minimum wage leads to a reduction in employment as the higher price of 

labour causes employers to substitute out of domestic labour into capital or source 

cheaper offshore labour (e.g. outsourcing)

We

Wmin

QmDL SL

Minimum wage at Wmin causes a decrease 

in demand for labour relative to the supply 

of labour which leads to unemployment 

measured by SL - DL 

Price floor = Minimum wage

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 imposi
on of minimum wages causes the labour market to 

remain in a state of disequilibrium.

The ‘ar
Bcially’ inPated wages in some industries also alters the 

structure of rela
ve prices in the economy. Australian businesses 

which open on Sunday are par
cularly aNected because they are 

forced by law to pay penalty rates. In some instances, they choose 

not to open on a Sunday, resul
ng in a poten
al loss of output 

(opera
ng inside the PPF).  

Businesses which a<empt to compete with interna
onal Brms may 

also Bnd it diFcult to keep their prices lower. The high wage costs in 

Australia may go some way  to explaining why Australian ci
es are 

some of the most expensive places in the world to live. We pay more 

for groceries, clothing, entertainment and technology. This means that the government’s interven
on may reduce the 

purchasing power of many Australians whose wages are determined by market forces.

The minimum wages also distorts the price mechanism. The rela
ve wages of those whose remunera
on is determined 

by market forces may not be aNected, but rela
ve wages might be. The wages of those professions covered by minimum 

wages are more than likely to be ar
Bcially inPated such that the rela
ve wages of the skilled to unskilled might be 

reduced. This could aNect the alloca
on of scarce labour resources in the economy with there being an under alloca
on 

of labour resources to certain professions because the rela
vely higher wage does not jus
fy the extra training and/or 

eNort. 

Study tip

Some students have trouble visualising the impact 
of a price Boor or price ceiling on a D/S diagram. 
Any arti2cially set price ceiling will always be below 
the market equilibrium price, and the price Boor will 
always be above the market equilibrium price. One 
way to remember this is the saying that ‘the Boor is 
on the ceiling and the ceiling is on the Boor’- to remind 
yourself that, when talking about government price 
controls, the ceiling will be closer to where we normally 
consider a Boor to be, and the Boor will be closer to 
what we think of as the location of a ceiling in the real 
world!!
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Subsidies 

Subsidies have been discussed extensively in this chapter as a poten
al way to correct market failures. They are generally 

used to encourage the produc
on and consump
on of public goods, products that convey posi
ve externali
es and to 

alter rela
ve 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 reduc
on 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 explora
on and infrastructure development and the ability to depreciate assets 

at an accelerated rate. For example, in 2020, the Government announced $59.2 million of funding to boost the supply 

of gas and relevant infrastructure. The favourable treatment of the industry was cri
cised by some commentators, 

especially given the extensive dona
ons that Brms in the gas industry have made to the government (over $6 million 

over the last decade). 

These subsidies signiBcantly alter the incen
ves of the relevant fossil fuel users, and ul
mately this aNects rela
ve 

prices and how resources are allocated. Even if the burning of fossil fuels did not cause climate change (which almost all 

scien
sts believe it does), the altera
on to rela	ve prices, in and of itself, is an unnecessary distor
on to the market. It 

eNec
vely lowers the cost of produc
on for those mining the fossil fuels and any industry that relies on fossil fuels as a 

source of energy. This shi5s their supply curve to the right resul
ng in a lower equilibrium price and a greater-than-free 

market volume being sold. The Director of the Interna
onal Energy Agency noted the following in a 2022 report:

Fossil fuel subsidies are a roadblock to a more sustainable future, but the di4culty that governments face in 

removing them is underscored at �mes of high and vola�le fuel prices. A surge in investment in clean energy 

technologies and infrastructure is the only las�ng solu�on 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 produc
on in the industry than what may have happened in a 

free market. It makes all goods and services ar
Bcially cheap and therefore encourages more consump
on of goods and 

services, which might not be ecologically sustainable (intertemporally ineFcient). The government interven
on results 

in a realloca
on of resources to fossil fuels at the expense of other areas (as the subsidies could be allocated by the 

government to educa
on or healthcare that would generate posi
ve externali
es). The governments are also ac
vely 

suppor
ng an industry that is known to add to carbon emissions (and therefore nega
ve externali
es).

Protec	onism

Governments around the world try to give their local industries a compe

ve advantage so that they don’t lose sales 

to foreign suppliers. This form of interven
on in the market can lead to 

sub-op
mal outcomes for society in terms of reducing eFciency and living 

standards over 
me. One method of protec
ng local industry is to impose 

a tariN (a tax) on imported goods. This can be expressed as a percentage of 

the imported price of the good or a Bxed amount per item. Australia’s motor 

vehicle tariNs peaked in the 1980s at rates above 100%, eNec
vely more than 

doubling the price that consumers had to pay for imported (and as it turned 

out, domes
cally produced) vehicles. Since the 1990s, the tariNs on a whole 

range of imported goods have been reduced, with motor vehicle imports now 

facing a maximum tariN 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 tariNs at all. While it is beneBcial to have lower tariNs on cars 

imported from these countries, the fact that tariNs remain on imported cars (in 

par
cular, those from Europe), means that rela
ve 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 eFcient) to those who are less eFcient (because they do not have to include the cost of the tariN in their Bnal 

price)

In 2021 China imposed tariNs of between 116 and 218%  on Australian wine, which signiBcantly decreased in sales and 

reduced alloca
ve eFciency from an interna
onal perspec
ve. Chinese consumers are faced with higher prices for 

Australian wine rela
ve to that oNered by other countries. This, too, is an example of trade diversion because it shi5s 



101

    Chapter 3: Compe��ve markets and e�ciency

the China’s demand and hence the world’s produc
on from a low-cost producer (Australia has a compara
ve advantage 

in the produc
on of wine) to higher cost, less eFcient producers.

On the surface, tariNs may be seen as a way to create demand for locally made goods and therefore create employment 

opportuni
es. It might appear that labour resources are more fully employed, which, it could be argued, is an 

improvement in the eFciency of resource alloca
on. However, rather than create addi
onal employment, the increased 

tariNs will typically result in higher prices and an increase in the unemployment rate. Firms that use intermediate goods 

which have tariNs imposed, would also face higher costs of produc
on, shi5ing supply curves to the le5, and resul
ng in 

a lower equilibrium traded. The tariNs also encourage complacency (reducing produc
vity) and also invite retalia
on by 

trading partners. Overall, the imposi
on of tariNs, and other forms of protec
on, are usually associated with a nega
ve 

eNect on other types of eFciencies as outlined below.

Technical e8ciency suNers. Protec
onism eNec
vely reduces the level of compe

on in the economy. Compe

on 

imposes a discipline on Brms, such that they seek to lower their costs by making produc
vity improvements. 

When there is a ‘buNer’ from compe

on (because the price of compe
tors products are ar
Bcially inPated by 

tariNs), Brms may become complacent and less concerned about Bnding ways to improve their performance.

Alloca	ve e8ciency suNers. TariNs are a distor
on to the price mechanism and therefore inPuence the 

incen
ves and behaviours of consumers and businesses. The higher rela
ve 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 ineFcient industries, whose ability to produce goods eFciently 

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). [This will be explained 

further in Chapter 10.] Society’s wellbeing is not maximised because the combina
on 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 e8ciency suNers. TariNs and other forms of protec
on reduce the ability of the market to provide clear 

price signals. The ongoing subsidisa
on and other forms of protec
on oNered to the car industry meant that they 

paid too li<le a<en
on to changing condi
ons of demand. For example, during the early 2010s, oil prices were 

consistently above $90 (US) per barrel resul
ng in petrol prices above $1.50 per litre in Australia (a very high 

price at the 
me). Not surprisingly, consumers started to show interest in vehicles that were more fuel eFcient. 

However, both Ford and Holden made li<le change to the types of cars they produced and oNered for sale in 

Australia. Their lack of dynamic eFciency (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 s
ll able 

to make a proBt even when their sales were rapidly declining.

Moral hazard 

In some circumstances, ac
ons taken by government can result in 

moral hazard. Regula
ons and tax incen
ves introduced by government 

can result in economic agents changing their behaviour in such a way 

that it is sub-op
mal 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 beneBts) from 

approximately $560 per fortnight to $1,100 per fortnight. This ini
al 

amount may have led to some unintended consequences. There were 

some reports that some employers found it hard to a<ract suitable 

labour as the higher payment reduced the gap between the minimum 

wage and the unemployment beneBts. In addi
on, the design of the 

2020 JobKeeper wage subsidy had an inbuilt Paw, as eligibility for six 

months of the subsidy hinged on businesses repor
ng a 30% reduc
on in revenue for March 2020.  This resulted in well-

documented cases of businesses receiving the subsidy for the en
re six months despite the fact that their revenue for 

the months of April – September was unimpaired.  This resulted in excessive opportunity costs and alloca
ve ineFciency 

as the funds could have been put to be<er use in assis
ng with the much-needed economic recovery during 2020.

As each of the above examples have illustrated, government ac
ons can have unintended consequences. As you proceed 

through Unit 4, you may also be exposed to other areas of government interven
on that have resulted in changes in 

resource alloca
on, which may not necessarily improve the eFciency of outcomes. [Ac
vity 3j and 3k consider the 

diNerent ways that the imposi
on of taxes might lead to unintended consequences.]
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Review Ques	ons 3.4Review Ques	ons 3.4
1. Explain what is meant by the term ‘government failure’. Link your response to the concept of unintended 

consequences and a less than op
mal outcome with respect to any type of eFciency. 

2. With reference to a speciBc example, explain why the government may wish to introduce a price ceiling in a market.

3. Explain how the imposi
on of the price ceiling, explained in Ques
on 2, might lead to ‘unintended consequences’ 

that result in ineFcient outcomes. 

4. With reference to the labour market, explain the inten
on behind the government’s decision to implement 

minimum wages (a price Poor on wages).

5. Explain how minimum wage legisla
on might distort rela
ve wages in the labour market and may lead to an 

ineFcient alloca
on of scarce labour resources.

6. With reference to at least two speciBc examples, explain why the government may provide subsidies to private 

Brms.

7. Iden
fy one industry where the gran
ng of subsidies might led to government failure. 

8. Explain, with reference to one example, how protec
onist policies result in in alloca
ve and technical ineFciency.

9. Explain how the increase in JobSeeker (or JobKeeper) payments may have resulted in sub-op
mal labour market 

outcomes during 2020/21. 

Ac
vity 3j - Are taxes on cigare<es leading to government failure? Ac
vity 3j - Are taxes on cigare<es leading to government failure? 

As we discovered in Ac
vity 3g, cigare<es are an example of a demerit 
good and one that causes nega
ve externali
es in consump
on. In a 
free market, there would be excess consump
on of cigare<es, leading 
to a welfare loss for society at large. One method to address the excess 
consump
on 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, which resulted in the excise per s
ck rising to over $1.14 (as 
at September 2022). This shi5s the supply curve to the le5, resul
ng in 
higher prices for the cigare<es (approximately $50 for a packet of 25). The 
higher prices should result in a contrac
on  in demand as the purchase 
price now consumes a larger por
on of household income.

Cigare<es are, however, a product with a low price elas
city of demand. 
This means that the percentage increase in price will result in a propor
onately smaller decrease in quan
ty 
demanded. This is linked to addic
on and the percep
on by the smoker that the good is a necessity. Consump
on 
has decreased by approximately 12% since 2016 despite the more than doubling of the retail price.

Australia now has some of the highest cigare<e excise taxes in the world, but there has been a slowing in the rate at 
which cigare<e consump
on is declining. Consump
on decreased by as li<le as 0.2% over the past three years.  To 
avoid the price increase, some consumers have turned to what are perceived to be viable subs
tutes. Consumers 
are looking to purchase ’chop chop’, which is loose leaf tobacco sold on the black market. Illegal tobacco is being 
increasingly imported from Asia and the Middle East, with the Australian Tax OFce es
ma
ng that about 5% of 
poten
al tax revenue is being lost in any given year. An addi
onal concern for governments and health prac

oners 
is that the purchasers of these subs
tutes know li<le 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 cigare<e smoking. 

The high price of cigare<es has also increased the incen
ves for criminals to steal large quan

es, because they 
are rewarded handsomely on the black market. The income generated is used to fund other ac
vi
es of organised 
crime groups. This has meant that scarce government resources have had to be reallocated. In response to the rising 
trade in black market cigare<es, the government established the Australian Border Force’s Tobacco Strike Team to 
inves
gate the illegal impor
ng of cigare<es and loose-leaf tobacco. This may have 
ed up valuable resources that 
could be allocated to alterna
ve spending ini
a
ves such as the building of infrastructure or the provision of merit 
goods.

Ques	ons
1. Explain why cigareQes are an example of a de-merit good that also causes nega	ve externali	es in 

consump	on.
2. Explain why cigareQes have a low-price elas	city 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.
4. Explain, with reference to the facts in the case study and any addi	on al research you might undertake, 

whether government interven	on in this market has resulted in government failure. 
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Ac
vity 3k - Ac
vity 3k - Government Failure: Does Australia’s tax mix lead to an ineFcient   Government Failure: Does Australia’s tax mix lead to an ineFcient   
     alloca
on of resources?      alloca
on of resources? 

According to a 2021 OECD report, Australia’s heavy reliance on income taxes and 
property transfer taxes are having a nega
ve eNect on the eFciency of resource 
alloca
on in Australia. 

Income taxes and e8ciency

Australians are currently paying more personal income tax as a share of government 
revenue than most advanced economies. The OECD report highlights 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 posi
ve eNect on promo
ng equity in 
the distribu
on of income, they may have unintended consequences with respect 
to the impact on eFciency of resource alloca
on.

When marginal tax rates are high (Australia’s top marginal tax rate is 45% when income is above $180,000), then this 
might aNect labour produc
vity and the willingness to increase the number of hours worked. For example, a worker 
might be on a performance-based enterprise agreement which links their annual bonus to their produc
vity. If they 
are faced with a high marginal tax rate on the extra income, then they may have less incen
ve to increase eNort or 
performance. As a result, technical eFciency might not grow by as much.

The high marginal tax rates might also inPuence incen
ves for some workers who are marginally a<ached to the 
labour force. For example, the recipient of a single parent pension might not be signiBcantly be<er oN if they choose 
to undertake paid employment. If they take up a new employment posi
on, then this will result in the gradual loss of 
their government beneBt (up to 50 cents in each dollar is lost) and they start paying income tax. The end result might 
be that a poten
al worker is not added to the pool of labour resources and the economy is unable to reach a point 
on its produc
on possibility fron
er. As a result technical eFciency is not achieved. 

High marginal tax rates might also distort decision making for people who are looking to allocate their scarce resources. 
For example, a person wan
ng to become a doctor is likely to expect to receive a salary that is mul
ple 
mes the 
average weekly earnings. For example, according to payscale.com, the average salary for a General Prac

oner with 
10 years’ experience is $192,000. Before taxes this is equal to approximately 2.1 
mes the median wage in Australia. 
The progressive tax system means that the GP will pay an average tax rate of 31% compared to the 22% paid by the 
average wage earner. This changes the ra
o of rela
ve wages from 2.1 to 1.85. While this might not seem signiBcant, 
it might aNect decision making, because the doctor will need 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 ($1.12 million at the 
me of wri
ng) was 
$61,600. Stamp duty may therefore also distort decision making and lead to an ineFcient alloca
on of resources. For 
markets to operate eFciently, there needs to be a high mobility of labour. Resources should move freely to where 
there are proBt-making opportuni
es. This might mean that people have to move house in order to allocate their 
scarce resource to where they might access be<er opportuni
es and more remunera
on. 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 oNer 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 eFciency 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 Bt for purpose. It is not 
unusual for pensioners, whose children have le5 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 diFcult for young 
families to Bnd suitable accommoda
on at aNordable prices. This nega
vely impacts on alloca
ve eFciency. [At the 

me of wri
ng there has been some changes taking place in NSW where some purchasers of property will have an 
op
on to pay a land tax over 
me rather than the upfront fee of the stamp duty. This is seen by most economists as 
a more equitable (because it makes all homeowners pay an amount linked to the value of their home, irrespec
ve of 
whether they move or not) and eFcient method to tax the ownership of property. ]

Ques	ons
1. Dis	nguish between technical and alloca	ve e8ciency.
2. Explain how the Australian Government’s reliance on income taxes might lead to a less than op	mal level of 

technical e8ciency.
3. Explain how high marginal tax rates might alter the alloca	on of scarce labour resources.
4. Explain why economists might refer to stamp duty as an inequitable and ine8cient way to collect government 

revenue. In your response, make reference to dynamic and/or alloca	ve e8ciency.
5. In July 2024, the “Stage 3” of the Personal Income Tax Plan will be implemented. This will involve abolishing 

the 37% tax rate and lowering the 32.5% rate to 30% for incomes between $45,000 and $200,000. Discuss 
whether this is likely to lead to a more e8cient alloca	on of resources. 



104

  Economic Fundamentals in Australia (8th ed) 

Mul	ple choice review ques	onsMul	ple choice review ques	ons

1. A highly compe		ve market is likely to result in:  

a) huge proBts that can be invested into research and development

b) a high degree of product diNeren
a
on 

c) a lack of alloca
ve eFciency

d) increased purchasing power for consumers

2. A compe		ve market might result in a reduc	on in living standards if:

a) the prices of goods and services are lower for households

b) resources are allocated to areas of highest end-use

c) workers are constantly asked to increase their produc
vity in the workplace

d) resources are quickly moved to areas where they generate the most value-added

3. Market failure is most likely to occur when:

a) the government imposes taxes on cigare<es

b) the consump
on of sugar decreases

c) the consump
on of fresh fruit and vegetables increases

d) businesses do not reveal all of the ingredients in their processed food

4. Which of the following combina	on of characteris	cs, best describes a public good?

a) non-excludable and non-rivalrous

b) excludable and non-rivalrous

c) excludable and rivalrous

d) non-excludable and rivalrous

5. The consump	on of which products is likely to cause the most nega	ve externali	es?

a) Coal-Bred electricity  

b) Organic vegetables

c) Educa
on 

d) Medicine

6. Which of the following products is least likely to create a posi	ve externality in consump	on?

a) Gardening services

b) Educa
on services

c) Medical services

d) Gambling services

7. A decision by the Victorian government to remove the fringe beneBts tax on electric vehicles is most likely to:

a) Reduce nega
ve externali
es in produc
on

b) Reduce nega
ve externali
es in consump
on

c) Increase posi
ve externali
es in produc
on

d) Increase posi
ve externali
es in consump
on

8. In a free market, public goods, like street lights, are likely to be:

a) environmentally friendly

b) unproBtable for private Brms due to the free rider problem

c) provided by mul
na
onal companies because they have more funds to invest

d) over produced by the government 

9. A government website that allows consumers to compare the prices oHered by diHerent electricity retailers is 

designed to reduce the market failure associated with:

a) posi
ve consump
on externali
es

b) asymmetric informa
on

c) nega
ve externali
es in produc
on

d) public goods
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10. A decision by the government to place warnings on cigareQe packages is designed to reduce nega	ve externali	es 

in consump	on by :

a) shi5ing the supply curve to the right and the demand curve to the le5

b) shi5ing the supply curve to the le5 and the demand curve to the le5

c) shi5ing the demand curve to the le5

d) shi5ing the supply curve to the le5

11. The government could aQempt to correct the market failure associated with the under consump	on of merit 

goods, such as fresh vegetables, by:

a) Subsidising fruit and vegetable farmers

b) imposing a price Poor on vegetables

c) expanding the GST to include all foods 

d) increasing licence fees for farmers

12. The government’s decision to ban the sale of illicit drugs is designed to:

a) shi5 the demand curve to the le5, resul
ng in a lower quan
ty consumed

b) shi5 the supply curve to the le5, resul
ng in a lower quan
ty consumed

c) shi5 the demand curve and the supply curve to the le5, resul
ng in a lower quan
ty consumed

d) increase government tax revenue to spend on educa
on

13. The asymmetric informa	on associated with vehicle repairs services provided by a mechanic might result in 

a) an underalloca
on of resources to the parts used to Bx the cars

b) an increase in the incidence of tariNs as a form of protec
on

c) an increase in technical eFciency across the economy

d) an increased demand for new cars that come with long term warran
es

14. Which of the following is likely to increase the degree of informa	on asymmetry in the food market?

a) A 
ghtening of Australian consumer law which forces businesses to replace food that is not Bt for purpose.

b) A law that requires all companies to declare the ingredients that have been used in a food product

c) An increased reliance on imported food

d) Advances in technology that allow consumers to trace the origins of their purchased food

15. Moral hazard is likely to occur if:

a) governments require companies to declare all of their earnings in their tax returns

b) a law is introduced imposing huge penal
es on those comple
ng contracts dishonestly

c) the government employs tax inves
gators

d) the government guarantees all bank deposits

16. Common access resources, like Bsh, tend to be overconsumed because:

a) Bshing licences are too expensive

b) Bsh are non-rivalrous in consump
on 

c) the large Bsh tend to eat the small Bsh

d) Bsh are non-excludable in a free market

17. Market failure is most likely to be reduced by which of the following ac	ons?

a) An excise tax on heroin

b) A quota on the consump
on of fresh vegetables

c) A tax on the kilometres driven in an electric vehicle 

d) Regula
ons that require teachers to be vaccinated against COVID-19

18. A tax on carbon emissions is likely to result in:

a) an increase in the rela
ve price of bicycles and increased exploita
on of common access resources

b) a decrease in the rela
ve price of renewable energy and a reduc
on in nega
ve externali
es

c) a decrease in the rela
ve price of petrol and an increase in posi
ve externali
es

d) an increase in government revenue and a reduc
on in the funding allocated to public goods

19. Which of the following policies is least likely to reduce the consump	on of demerit goods such as alcohol ?

a) an excise tax

b) a price Poor on alcohol

c) a price ceiling on alcohol

d) restric
ng the consump
on of alcohol to those over 18
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20. Which of the following forms of government interven	on is most likely to lead to a reduc	on in the e8ciency  of 

resource alloca	on?

a) The removal of tariNs on all imported solar panels

b) The provision of free or subsidised medical services

c) The provision of the defence force

d) High marginal tax rates

 Chapter 3 Applied Economic Exercise Chapter 3 Applied Economic Exercise

Climate change - nega	ve externali	es, common access resources and asymmetric informa	on  

The most signiBcant market failure challenge faced by governments around the world is climate change. Climate change 

is the subject of much debate, but 99% of climate scien
sts agree that the burning of fossil fuels will lead to signiBcant 

weather pa<erns over 
me. Carbon dioxide (and other greenhouse gases) are released into the atmosphere, and this is 

likely to result in higher average temperatures. Climate change can be linked to several of the sources of market failure: 

nega
ve externali
es in produc
on and consump
on, asymmetric informa
on and common access resources. Each of 

these will be considered in this case study.

Produc
on and consump
on ac
vi
es that use fossil fuel as the energy source impose a cost on both current and 

future genera
ons. More erra
c weather pa<erns, such that droughts, Poods and bushBres are expected to be more 

severe and more prevalent. This will make it harder for farmers to grow crops, reducing the food available. It may also 

disrupt supply chains because key infrastructure and businesses will be damaged or destroyed. One signiBcant example, 

highlighted in the Australian Government sponsored Garnaut Report is the loss of the Great Barrier Reef. This tourist 

a<rac
on is responsible for the crea
on of billions of dollars in tourism revenue each year, and its loss could therefore be 

associated with lower material living standards for those who make their living in this area. Its loss as an iconic wonder 

of the natural world is also likely to have serious nega
ve impacts on non-material living standards as well.

The earth’s atmosphere and clean air in general could also be considered a common access resource. In a more lateral 

sense, it could be argued that rela
vely stable weather pa<erns are a common access resource that we have enjoyed but 

which can be reduced through human ac
vity. When consumers and businesses are involved in the burning of fossil fuels, 

they are eNec
vely using the earth’s atmosphere as a receptacle for their waste. This is a whole-world phenomenon 

and, for the most part, it is hard to exclude people from engaging in this ac
vity and using the atmosphere in this 

way. Unfortunately, the greater release of carbon dioxide results in a reduc
on in both clean air and an ‘appropriately 

balanced atmosphere’ for future genera
ons. The use of this common access resource is therefore excessive (because 

the price is virtually zero) and those who will be most aNected (i.e. future genera
ons) have the least ability to 

inPuence decisions that are made in markets in the current 
me period. Climate scien
sts have also suggested that Less 

Economically Developed Countries (LEDCs) are also ill-equipped to deal with the changes even though they as a group 

have contributed least to climate change.

One of the biggest challenges facing global and na
onal governments is that they are faced with incomplete informa
on. 

Only those who will experience the changes in weather pa<erns in the future will be able to determine the impact 

of decisions made in the current period. There is some
mes signiBcant debate when extreme weather events occur 

because some commentators believe that we are already experiencing the eNects of climate change, but others point to 

a lack of deBni
ve evidence. This uncertainty makes it diFcult for governments to make fully informed ra
onal decisions 

and determine the most eFcient way to correct what is a ‘virtually unknown’ cost to society.

Many countries around the world have recognised the need for ac
on on climate change and governments have 

implemented a wide range of policies to curb emissions. Australia briePy had a carbon tax that was designed to 

internalise (as much as was feasible) the external costs associated with the use of fossil fuels. This resulted in an increase 

in the cost of produc
on for energy intensive industries and inPuenced a change in the alloca
on of resources. Electricity 

prices increased and consump
on decreased. A study by the ANU highlighted that the Carbon Tax was responsible 

for a reduc
on in emissions by 17 million tonnes. The carbon tax legisla
on was repealed by the Abbo< Government 

and replaced by ‘Direct Ac
on’. Direct Ac
on rewards those who implement projects that cut emissions rather than 

punishing those who actually release carbon emissions. The ini
a
ve also costs the government in the form of increased 

expenditure rather than genera
ng revenue, because the government oNered grants to those Brms that were able to cut 

emissions for the lowest cost. Cri
cs of the scheme argued that this has made li<le impact on carbon emissions, with 

Brms being rewarded for ini
a
ves that they would have undertaken, irrespec
ve of the scheme. In 2022, the Albanese 

government introduced the Climate Change Bill 2022. This enshrined into law an emissions reduc
on target of 43% from 

2005 levels by 2030 and net zero emissions by 2050. To achieve the goal, the government announced that it would invest 

in the electricity grid infrastructure to accelerate decarboniza
on, change the regula
ons with regards to emissions for 

major emi<ers and alter the tax incen
ves to increase the uptake of electric vehicles. 
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One of the greatest challenges faced by governments when designing policies with regards to climate change is that 

there is also asymmetric informa
on with regards to the ac
ons that may be taken in other countries. Climate change is a 

global phenomenon and requires interna
onal coopera
on. One signiBcant step towards interna
onal coopera
on and 

ac
on was the development of the Paris Climate Agreement (COP21) which entered into force in 2016. Every country on 

Earth has ra
Bed the interna
onal treaty that seeks to limit warming by 1.5 to 2 degrees Celsius over the coming century 

and to make a commitment to implement the best technologies available to reduce emissions.

 

Further informa
on on the Paris Climate Agreement can be found at: h<ps://unfccc.int/process-and-mee
ngs/the-

paris-agreement/the-paris-agreement

Applica	on ques	ons

1. Explain how current produc	on and consump	on decisions may impose costs on people who may not yet be 

born.

2. Explain why economic growth rates could be lower in the future if carbon emissions con	nue to grow in the 

future. Link your response to the concept of nega	ve externali	es of produc	on and consump	on. 

3. Explain why the atmosphere may be considered a common access resource. As part of your answer, refer to the 

criteria used to deBne common access resources.

4. Explain, with reference to the example of climate change, why common access resources tend to be excessively 

consumed (overconsumed). 

5. Explain why it might be in the interests of fossil fuel producers to conceal informa	on from governments about 

the eHects of fossil fuels on climate change. Link your answer to the concept of asymmetric informa	on.

6. Discuss how the asymmetric informa	on associated with climate change may lead to decision making by 

governments that is sub-op	mal.

7. Explain, with reference to nega	ve externali	es, why produc	on and consump	on of goods and services that use 

fossil fuels causes market failure.

8. Iden	fy and explain one form of government interven	on that could be, or has been, u	lised to reduce the 

market failure associated with carbon emissions.

Extension: Explore the strengths and weaknesses associated with the policy interven	on you explained in Ques	on 8.

Chapter summaryChapter summary

1. Perfect compe

on is seen as the benchmark of comparison as it is the most compe

ve of all market structures.

2. Perfectly compe

ve markets have low barriers to entry, as it is rela
vely cheap and easy to set up a business in 

the market.

3. Perfectly compe

ve markets have a large number of fully informed buyers and sellers, meaning that all economic 

agents are price takers.

4. Products sold in a compe

ve market are assumed to be homogenous.

5. Compe

ve markets are usually associated with mobile resources, minimal government interven
on and perfect 

informa
on.

6. Compe

on promotes alloca
ve eFciency because producers, whose income depends on what they sell, will look 

to oNer those goods and services that are in high demand. Compe

on also tends to result in lower prices for the 

consumers meaning that more needs and wants can be met.

7. Compe

on promotes technical eFciency because Brms selling homogenous goods will need to lower their prices 

to a<ract customers.

8. Compe

on promotes dynamic eFciency because Brms will not want to waste resources producing products that 

are no longer in demand and less proBtable. They will look to shi5 resources quickly to meet the changing needs 

and wants of consumers.

9. Compe

on might result in a reduc
on in inter-temporal eFciency because producers and consumers might not 

consider the environmental consequences of their ac
ons.

10. Compe

on is usually associated with improvements in material living standards because it tends to result in lower 

prices for consumers (and therefore purchasing power).

11. Compe

on, in some cases, might lead to a reduc
on in non-material living standards because it could lead to 

more rapid deple
on of natural resources and increased stress levels in the workplace.

12. Market failure exists when unregulated markets are unable to direct resources to the produc
on of goods and 

services that maximise society’s wellbeing.

13. Public goods are non-rival in consump
on and non-excludable which makes it diFcult for Brms to extract an 

adequate proBt from produc
on.

14. The characteris
cs of public goods results in the free rider problem because people can consume the product 
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without paying for it. This leads to an under alloca
on of resources in a free market.

15. Governments will tend to subsidise or directly provide public goods that are generally perceived to be in society’s 

best interest.

16. Externali
es are costs or beneBts that are imposed or received by a third party who is not involved in a transac
on.

17. Nega
ve externali
es (in produc
on or consump
on) result in an over-alloca
on of resources towards some 

products because the producer and/or consumer do not pay for the external costs imposed on a third party.

18. To correct the market failure associated with nega
ve externali
es the government may seek to internalise the 

external cost by imposing a tax on the producer. This shi5s the supply curve to the le5 and reduces the amount 

produced and consumed in the market.

19. The government can also reduce the incidence of nega
ve externali
es through new regula
ons that might ban a 

product or impose condi
ons on the methods of produc
on that are undertaken.

20. Nega
ve externali
es can be reduced through eNec
ve informa
on campaigns

21. Posi
ve externali
es occur when the consump
on or produc
on of a good or service confers a beneBt to someone 

not involved in the transac
on.

22. Posi
ve externali
es result in an under-alloca
on of resources towards some products because the producer and/ 

or consumer are not compensated for the beneBt enjoyed by a third party/society.

23. Governments will tend to subsidise the produc
on of those goods and services that generate posi
ve externali
es. 

This shi5s the supply curve to the right, resul
ng in a lower equilibrium price and a greater quan
ty sold in the 

market

24. Asymmetric informa
on exists when one party in a transac
on (exchange) has greater informa
on about the 

product than the other.

25. Asymmetric informa
on can lead to the problem of adverse selec
on. This involves decisions that are made which 

result in an ineFcient alloca
on of resources.

26. Moral hazard may arise a5er 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.

27. Markets may correct some degree of asymmetric informa
on without the need for government interven
on. 

Access to reliable informa
on, which might involve screening and/or signaling, can reduce informa
on asymmetry 

and lead to more ra
onal and fully informed decisions that maximise wellbeing.

28. The government intervenes in markets to protect consumers who have less informa
on available to them than the 

seller. Australian Consumer Law imposes responsibili
es on sellers and gives consumers access to eNec
ve redress 

if they have been sold faulty products.

29. On a number of occasions, a<empts by governments to correct perceived market failures has resulted in unintended 

consequences whereby it is diFcult to determine whether society’s wellbeing has been improved. This is some
mes 

referred to as Government Failure.

30. Government failure can also occur when governments seek to undertake measures to promote equity in the 

distribu
on of income (by making marginal tax rates high for example). Incen
ves are altered and technical and 

alloca
ve eFciency might suNer.

31. Protec
ng local industries (by imposing tariNs or gran
ng subsidies), while promo
ng employment in the protected 

sector, may lead to an ineFcient alloca
on of resources because the price system is distorted. This reduces 

compe

ve pressures in the economy that may have promoted both technical and alloca
ve eFciency.

32. Due to poli
cal lobbying, governments may also provide favourable subsidies to industries that do not need them. 

This also distorts the price mechanism and results in a misalloca
on of the na
on’s resources.
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Ac	vity Centre:  Unit 3 Outcome 1

This ac	vity centre contains a sample of prac	ce SAC and exam 
ques	ons rela	ng 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 deBni	ons 
or concepts rela	ng to this area of study.  The answers to all of 
the ques	ons and crossword can be found at the CPAP website 
at www.commpap.com. 

Ques	on 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 
par�cular week. All other factors a1ec�ng the demand for a2 
Milk are ini�ally assumed to be held constant.

Market for a2 Milk

Price per litre ($) Litres demanded Litres Supplied

0.50 350,000 0

1.00 300,000 160,000

1.50 250,000 180,000

2.00 200,000 200,000

2.50 150,000 220,000

3.00 100,000 240,000

a. Using the data in Table 1, construct an accurately labelled 
demand and supply diagram.

b. Iden
fy the equilibrium price and quan
ty traded.  
     (3 marks)

Dairy Farmers, a competitor in the milk market, launched a 
campaign stating that their milk also contained the A2 strain. 

c. Illustrate on your diagram how the adver
sing campaign by 
Dairy Farmers might aNect 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 elas
city of demand (PED) for a2 Milk is likely to be 
higher than the PED for cigare<es.  (2 marks)

A1er 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 informa
on and 
the informa
on contained in the case study, explain why the 
market may have failed to eFciently allocate resources.
      (3 marks)

g.Suggest and explain one form of government interven
on that 
could be u
lised to address the poten
al market failure caused 
by asymmetric informa
on. Your answer can relate to an 
alterna
ve example – it does not have to relate to the market 
for milk.     (3 marks)

Ques	on 2
The following case study is based on the ar�cle ’Global 
2sh produc�on approaching sustainable limits, UN warns‘, 
published in The Guardian, 8th July 2016

Global 2sh produc�on is approaching its sustainable limit, with 
around 90% of the world’s stocks now fully or over2shed and a 
17% increase in produc�on forecast by 2025, according to the UN 
Food and Agriculture Organisa�on (FAO).  Overexploita�on of 
the planet’s 2sh has more than tripled since the 1970s, with 40% 
of popular species like tuna now being caught unsustainably, 
the UN FAO’s biannual State of the world’s 2sheries report says.  
[The full ar�cle can be found at the following link:  hMps://
www.theguardian.com/environment/2016/jul/07/global-2sh-
produc�on-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 
ineFcient alloca
on of resources in the Bsh market. 

     (3 marks) 
b. Iden
fy and explain one form of government interven
on 

that could be u
lised to reduce the degree of market failure 
when considering common access resources such as Bsh 
stocks. Note: You may refer to other examples of common 
access resources to help illustrate your point . (3 marks)

c. Explain why the consump
on of Bsh may be associated with 
posi
ve externali
es. (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 posi
ve externali
es. On 
your diagram show how the alloca
on of resources changes 
following the government interven
on. (Again, the response 
does not have to relate to the market for Bsh.) (3 marks)

e. BriePy explain the eNect of the government interven
on 
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 elas
city of supply (PES) for Bsh would be 
high or low.. (2 marks)

Ques	on 3
Consider the following quotes:

Friedrich Hayek argued that markets were the most e4cient 
mechanism for alloca�ng resources because they represented 
the individual decisions of millions of consumers and thousands 
of producers—the wisdom of crowds, if you like. Bureaucrats 
and poli�cians would never have enough informa�on to 
allocate resources as e4ciently.  Source: The Economist, August 12, 2010

Markets fail to work well if some decisions a1ect bystanders
Markets also fail to work well if some decision makers lack 
informa�on. Source: Tim Harford, The Undercover Economist, p80

a. Evaluate the role of compe

ve markets with respect to 
the eFciency of resource alloca
on and the eNect on living 
standards. (10 marks)

b. With reference to one contemporary example, explain 
how government interven
on in a market (or markets) 
might have uninten
onally led to a reduc
on in society’s 
wellbeing. (3 marks) 

Ques	on 4
Market failure does not necessarily lessen the market’s signi2cance 
as a mechanism that can advance wellbeing of socie�es; instead it 
highlights the need for government interven�on so that the market can 
achieve its poten�al.

a. Explain why compe

ve markets are likely to promote an 
alloca
on of resources that improves the wellbeing of a 
country’s ci
zens.(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. Iden
fy and explain one form of government interven
on 

and explain how it leads to an increase in alloca
ve 
eFciency. (3 marks)
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Crossword Puzzle - AOS 1 Unit 3

Across
2. these types of resources are over-consumed and represent one of 

the market failures (2 words)
7. 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 pro2t whilst consumers seek to maximise utility (2 
words)

10. 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 2rms (2 words)

11. 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.

17. When the market is in a state of excess demand or excess supply 
due to price being too low or too high

18. The depletion of natural resources as a negative externality in 
production (re market failure) is an example of this (2 words)

19. Where the quantity demanded exceeds the quantity supplied 
(excess demand).

21. 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)

24. Where the quantity supplied exceeds the quantity demanded 
(excess supply or glut).

26. Goods whose demand will tend to decrease with an increase in 
disposable income.

29. Any individual or group in society that make economic decisions, 
such as workers, consumers, businesses, governments, and 
investors (2 words)

32. Where the quantity supplied exceeds the quantity demanded 
(surplus or excess supply).

35. A demand factor that a�ects the demand for goods and services via 
its direct impact on disposable income

37. The government body responsible for gathering and reporting 
statistical information (acronym)

41. A type of e*ciency measured by how well resources are being 
allocated in the economy.  The most e*cient 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)

43. Economic agents who are involved in the production process via the 
provision of goods or services.

46. Where the quantity demanded exceeds the quantity supplied 
(shortage) (2 words)

48. An industry where a few (very large) 2rms tend to dominate the 
industry in terms of market share and volumes sold and there is 
limited competition

50. The way di�erent 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)

51. When a third party is a�ected (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.

53. As the price increases for a good or service there will generally be 
an increase in the quantity supplied (3 words)

54. A place where scarce resources are allocated among competing 
uses and goods/services are bought and sold.

55. Resources which have been made by combining labour and natural 
resources to create a more sophisticated input in the production 
process (e.g. machinery).

57. A social science that studies the decisions made by individuals, 
businesses, governments and other groups about how scarce 
resources are allocated.

58. An economic agent who receives the bene2t from a public good but 
does not pay for it (2 words)

59. When it is not possible to increase output without increasing 
inputs (resources). Therefore the most technically e*cient point of 
production occurs where productivity is at a maximum and where 
average costs are at a minimum (2 words)

Down
1. 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 inBuence prices.

3. Latin phrase meaning ‘all other things being equal.’  It is used in 
economics to isolate the cause and/or e�ect of a change(s) in 
variables (2 words)

4. 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.

5. Refers to either demand or supply curve where the responsiveness 
of demand (or supply) to a change in price is low.

6. 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)

8. What consumers receive if they obtain the good or service for less 
than the maximum they are willing to pay (2 words)

9. An unusual economic system may evolve whereby the government 
directs the owners of productive assets to produce certain goods 
and services (2 words)

12. These goods will tend to experience an increase in demand when 
there is an increase in disposable income

13. Public goods don’t have this character which means that people will 
free-ride.

14. 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.

15. Changes in these send clear signals to producers and consumers 
and therefore direct resources to their most pro2table ends (2 
words)

16. Products have this characteristic if they are not homogenous or 
perfect substitutes for other products.

20. A term used to describe a market where there is a single buyer for a 
product.

22. Any place (which may or may not be a physical space) that allows 
buyers and sellers to interact and exchange goods and services.

23. An economic system where the government owns most of the 
resources but markets determine what goods and services are 
ultimately produced (2 words)

25. 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)

27. Refers to either the demand or supply curve where the 
responsiveness of demand (or supply) to a change in price is high.

28. Economic agents who purchase goods and services.
30. This type of tax is paid by economic agents via their purchases of 

goods and/or services (such as the GST).
31. These bene2ts are enjoyed by a country that are non-economic in 

nature, such as the bene2ts of education that are related to positive 
externalities (re market failure)

33. A high degree of this in a market signi2es a small number of 2rms 
control the market (e.g. an oligopoly)

34. A situation where resources are limited compared to the demands 
placed upon those resources via wants and needs (2 words)

36. Products that are essentially the same or undi�erentiated.
37. The addictive pursuit of more and more goods and services.
38. 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)

39. These are goods or services that are opposite in nature to public 
goods as they are both excludable and rival in consumption.

40. A good or service that it is needed by consumers, such as food and 
clothing.

42. 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)

43. 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 o1en 
used to illustrate the concept of opportunity cost.  Acronym

44. The price at which the quantity demanded is equal to the quantity 
supplied.

45. 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)

47. When an unregulated market is unable to allocate resources 
e*ciently 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)

49. A good or service that is not a necessity and whose demand tends 
to increase as income increases to high(er) levels.

50. When two or more 2rms join as one which can substantially lessen 
competition in a particular market.

52. A type of e*ciency relating to how quickly an economy can 
reallocate resources to achieve allocative e*ciency

56. An acronym for the government body responsible for policing 
competition laws.
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4.1  The nature of macroeconomic ac	vity 

Chapters 1 to 3 focused on the role of markets in alloca
ng scarce resources and how the decisions made by 

households, businesses and governments inPuenced prices and the key economic decisions of what, how and for 

whom to produce. The Bnal combina
on of goods and services that is produced at any point in 
me is also likely to 

have macroeconomic ramiBca
ons. This chapter is an introduc
on to macroeconomics, which is the study of economy-

wide issues. Macroeconomists examine the causes and eNects of changes in key aggregate measures of the economy 

such as na
onal produc	on, income and expenditure, unemployment, inPa
on 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 inPuencing the level of 

economic ac
vity. 

Ul
mately, 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 domes
c economic 

goals (Chapter 5), which are directly and indirectly linked 

to improvements in living standards.  The COVID-19 

pandemic adic
ng the globe over the past few years, 

combined with the war in Ukraine and the eNects of 

natural disasters (such as Poods on the east coast of 

Australia) are perfect illustra
ons of the way that a 

knowledge of macroeconomics helps us to understand 

how living standards are inPuenced by domes
c 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 aNect the total demand and supply across the economy, 

knowledge of the  way  people  respond to the changes in rela
ve prices, including interest rates, is needed. This chapter 

focuses heavily on the factors that inPuence the total demand and supply available in the economy. These factors will be 

important knowledge that will be needed as you proceed through the rest of the course.

Macroeconomics therefore focuses heavily on the causes and consequences of changes in economic ac
vity. Economic 

ac
vity refers to the produc
on of goods and services in an economy over a period of 
me. This can generally be 

measured by total expenditure in an economy, the volume of produc
on and the income that it is generated from the 

ac
vity. Economic ac
vity therefore generates goods and services to meet the needs and wants of households (the end 

users of the produc
on), employment and income. 

The most comprehensive sta
s
c that measures economic ac
vity is Gross Domes	c Product (GDP), which is deBned as 

the Bnal market value of all goods and services produced in the (Australian) economy over a given period of 
me.  GDP is 

usually calculated and reported every three months with the performance for the whole preceding year being reported 

at the same 
me. GDP will be discussed in more detail in Chapter 5, when the three domes
c macroeconomic goals of 

strong and sustainable economic growth, full employment and low inPa
on (price stability) are considered.

Review Ques	ons 4.1Review Ques	ons 4.1
1. Dis
nguish between what is studied in microeconomics and macroeconomics.

2. Explain why knowledge of microeconomic theory is important for macroeconomic analysis.

3. Explain what economists are referring to when they discuss ‘economic ac
vity’. What is the most commonly used 

indicator for measuring economic ac
vity?

Chapter 4 The nature and purpose of 

economic ac	vity 
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4.2 Living Standards

When economists look at the impact of economic ac
vity or changes in government policy, they will want to ascertain 

how living standards have been aNected. Living standards can only ever be an average measure, as each person in the 

economy will have diNerent access to the elements that are discussed in the subsequent sec
ons. Economists start their 

discussion of living standards by looking at the dis
nc
on between material and non-material factors that inPuence our 

quality of life. This was briePy discussed in Chapter 1, but will now be analysed in terms of some of the key factors that 

aNect living standards.

Material living standards

Economic ac
vity 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 diNering degrees) in the hope that they 

can allocate resources more eFciently or more equitably. Given that 

economists some
mes disagree on the best way to achieve alloca	ve 

e8ciency, and the ci
zens of a country might have diNerent values and 

goals themselves, it is o5en diFcult 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 inPuenced by households’ purchasing 

power. Can households buy the goods and services they need and want with the income they receive? Incomes received 

from the contribu
on to produc
ve eNort will be more than suFcient for some, but insuFcient for others.  However, 

through government interven
on, this access to goods and services can be altered, increased for some groups and 

reduced for others. Those who believe that increases in the consump
on of goods and services leads to a more enjoyable 

and fulBlling 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 promo
on of ac
vi
es that essen
ally make the average 

person materially richer.

Non-material living standards

Economics has some
mes been cri
cised for its bias towards materialism and the promo
on of excessive consump
on. 

There is an inherent assump
on in most standard economic models that wellbeing is improved if u
lity (sa
sfac
on or 

wellbeing) and proBts are maximised. Even with the existence of diminishing marginal u	lity (each addi
onal unit of a 

good or service that is consumed generates less u
lity than the previous one), the assump
on is that, for the most part, 

‘more is be<er’. The produc
on of more goods and services is likely to boost real incomes and therefore purchasing 

power over 
me. However, the economic models may lose their predic
ve powers if, over 
me, humans re-evaluated 

their obsession with material possessions and found a new level of contentment. In reality, a person’s quality of life 

is mul
-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 aNect a person’s wellbeing – their overall ‘quality of life’. The factors that aNect non-material living standards are 

looked at in terms of the ‘hard-to-measure’ concepts like happiness and life sa
sfac
on. While measuring material 

living standards is rela
vely easy (at least on an average level), knowledge of non-material living standards requires a 

deeper understanding of the human condi
on.  Increasingly, policy makers around the world are paying more a<en
on 

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 ac
vity.  

Factors aHec	ng living standards

Access to goods and services

To measure material living standards, economists will generally rely on an aggregate measure of na
onal produc
on 

called GDP and, over 
me, a na
on will tend to experience an increase in GDP.  While this will indicate that the value of 

produc
on 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 eNects, the ABS calculates a measure 
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referred to as real GDP.  [The deriva
on and importance of these measures will be discussed in Sec
on 5.2 of Chapter 5.]

When real GDP increases, it means more goods and services will be produced than the year before, which typically 

means that na
onal income and expenditure will be higher (see Sec
on 4.3 on the circular Pow of income) and economic 

growth has taken place.

Real GDP can also be divided by the popula
on 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 
me and ci
zens 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 $37,804 in June 1974 to $80,882 

in June 2022.  While there have been periods where real GDP per capita has fallen, including the 2020 recession, there 

is no doubt that incomes have increased over 
me and Australians, on average, can purchase more goods and services 

today than they could in the past.  
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Chart 4.1:  Australian real GDP per capita (per annum)

In 1974, Australians on 

average earned $37,804 per 

person  in ‘real’ terms

In June 2022, Australians on 

average earned $80,882 per 

person  in ‘real’ terms

$

Real GDP per capita is an unreliable indicator of material living standards. It can, at best, provide an es
mate of the 

average access to goods and services but it fails to include a number of key factors and/or transac
ons that inPuence 

both material and non-material living standards. For example, by deBni
on, real GDP per capita does not provide an 

indica
on of how the income is distributed amongst the popula
on. So, for an oil rich country like Qatar, a real GDP per 

capita of approximately $90,000 suggests that its ci
zens 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 
mes 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 Bgures suggest.

Growth in real GDP per capita, or greater consump
on of goods and services more generally, can also overes
mate 

improvements in living standards once we take into account the existence of ‘de-merit goods’ and/or goods containing 

nega	ve externali	es (which were covered in Chapter 3).  To illustrate, if a person purchases a packet of cigare<es (and 

smoke them around other people), the transac
on will be included in the calcula
ons for GDP per capita, highligh
ng an 

increased ‘access to goods and services’ and sugges
ng an improvement in material living standards.  However, as seen 

in Chapter 3, the consump
on of cigare<es damages the health of smokers (i.e. it can be considered a ‘bad’ rather than 

a ‘good’) and can cause a net deteriora
on in material living standards.  In addi
on, the consump
on of this demerit 

good could also nega
vely inPuence non-material living standards, as passive smokers are likely to experience a reduced 

enjoyment of life. The GDP Bgures do not subtract any of the nega
ve externali
es associated with the consump
on of 

the product.

Some researchers have also suggested that excessive material consump
on 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 

condi
on called a\uenza. Aduenza refers to the idea that the addic
ve pursuit of more and more goods and services is 

damaging to the mental health of the individual, as their desires cannot be sa
sBed. This is some
mes referred to as the 

‘hedonic treadmill’ because the sa
sfac
on from the consump
on of goods and services is Pee
ng and the consumer 

seeks sa
sfac
on from external sources rather than through intrinsic (internal) factors such as achievement or a sense of 

purpose. As illustrated in Chart 4.1, 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 fulBlling lives than previous 

genera
ons. 
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It is also true that real GDP per capita can understate material living standards.  In par
cular, 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 (transac
ons for which the government 

has limited data)

• Receive goods or services for free which have been provided by charitable organisa
ons

While measuring living standards by examining ‘access to goods and 

services’ is a useful place to start, it is important to go further into the 

data to discover the degree of equality of income distribution as well 

as the types of goods and services that are produced and consumed 

in the economy. A discussion of living standards will therefore involve 

some value judgements because how an ac
on aNects a person’s 

quality of life is inherently diFcult 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 o5en cri
cised for many of their models of the 

economy, which eNec
vely ignore the role of the environment in 

sustaining life. Environmental quality can be looked at from a number 

of perspec
ves that include:

• 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 produc
on of marketable goods and services and 

other ameni
es that can be provided free of charge (such as access to nature for walks and the ‘common access 

resources’ discussed in Chapter 3.)

• The level of nega
ve externali
es that might be present in the natural environment. Produc
on and consump
on 

ac
vi
es might pollute the air we breathe, the oceans which sustain the Bsh we eat, the land on which we grow our 

food, and even the houses we live in.  Excess carbon emissions from the produc
on and consump
on of goods and 

services, and the impact on climate change, is the most common contemporary example of nega
ve externali
es 

and the impact on environmental quality and living standards.  

Environmental quality and living standards

All economic ac
vity is ul
mately 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 produc
on for Brms and may lead to reduced 

purchasing power for households. Excessive consump
on of common access resources such as the world’s Bshing 

stocks might also lead to reduced income earning opportuni
es in the future and reduced access to key goods and 

services. Pollu
on of the world’s atmosphere and ecosystems will also have long term ramiBca
ons 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 nega
vely impact on produc
ve capacity in the future. Similarly, the use of certain herbicides 

in the produc
on of food may aNect the ability of the human body to heal itself and could lead to a number of 

health-related issues in the future. This could nega
vely aNect the produc
vity of the workforce, which ul
mately 

aNects 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 quan
fy and diFcult to obtain sta
s
cal 

evidence on. Nevertheless, intui
vely, people know that being in nature is good for them. They may feel energised 

from spending 
me at the beach or hiking through a na
onal park. It is also diFcult to measure the eNect of 

excessive pollu
on on a person’s quality of life but it would seem obvious that those who live in a city that suNers 

from heavy air pollu
on 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. Scien
Bc researchers are increasingly Bnding links between the quality of the food consumed by a 

person and their physical and mental health outcomes, factors that clearly aNect a person’s quality of life.
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Physical and mental health

Health outcomes are also an important factor that aNects the ability of a person to access goods and services and has 

a huge impact on one’s quality of life.  A healthy popula	on (from both a physical and mental perspec
ve) is likely to 

be more produc
ve. A healthy person may also be able to work longer hours (when there is demand for their labour) 

and be able to create new solu
ons to problems, be entrepreneurial and develop new and innova
ve technology. If 

a person experiences on-going illness, from either a physical or a mental condi
on, then their ability to par
cipate in 

the produc
on 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 could earn through the provision of their labour, so their access to goods and services is likely to be reduced. The 

government, which usually subsidises or provides such services, will require more funds if the health outcomes of the 

country deteriorate. One way to deal with the funding shorWall would be to increase taxes. However, this would cause 

income earning households to experience a decrease in material living standards as disposable incomes fall.

Being healthy is also a factor that inPuences a person’s non-

material living standards. The inability to undertake and 

par
cipate in leisure or work ac
vi
es can nega
vely aNect 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 isola
on, which also nega
vely aNects 

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 

restric
ons in Victoria, there were calls for the government to 

ease the restric
ons earlier (i.e. before the disease infec
on rate 

came down to ‘safe’ levels) on account of the nega
ve inPuence 

the restric
ons were having on the mental health of Victorians.  

It became evident that Victorians were increasingly prepared to 

take the risk of contrac
ng the disease if it meant that they could enjoy the beneBts that return to work and/or more 

social interac
on provided them.  In early 2022, the World Health Organisa
on produced a report highligh
ng that the 

COVID-19 pandemic had a severe impact on the mental health and wellbeing of people around the world.

As noted earlier when discussing ‘aduenza’, an excessive focus on material consump
on can also have a nega
ve 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 emo
onal needs. Their rela
onships might suNer (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 deteriora
on in one is o5en intrinsically linked to a decline in the other.

Life expectancy

Life expectancy refers to the number of years an average person in a na
on can expect to live. It is one of the measures 

used to determine the level of economic development in a na
on and is used by the UN to calculate the composite 

measure called the Human Development Index.  A longer life expectancy will generally have a posi
ve impact on 

material living standards. If a person lives for a longer 
me, then they may be able to work for a longer 
me and this can 

aNect their ability to earn an income and therefore purchase more goods and services. 

A longer life expectancy has, however, created addi
onal challenges for economies around the world and could lead 

to slower growth rates and nega
ve 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 re
ring at the same age they have done 

in the past, but then they are living longer once they have re
red. Most people in Australia have inadequate funds to 

Bnance their own re
rement and therefore they rely upon the pensions provided by the government. This is predicted 

to cause on-going budget deBcits in the future, unless the government changes how it collects revenues or how it spends 

this revenue. The ageing popula	on will also be associated with increased spending on healthcare, with an increased 

need to raise addi
onal taxes from the exis
ng 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 
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living standards.  In aggregate, a person’s life may include the sum total of more posi
ve experiences if they remain on 

the planet for longer. They may also feel more sa
sBed with life, knowing that they will be alive for a long 
me. Longer 

life expectancy has generally been associated with the eNec
ve eradica
on of many preventable diseases and a greater 

understanding of the causes of illness. This too, could be associated with be<er 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 excep
ons.  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 Bgure increases to 30% once a person reaches the age of 85. Alzheimer’s disease can signiBcantly 

reduce the quality of life for the person aNected as well as that of their family and friends.

Crime rates

Crime imposes a material cost on all ci
zens 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 installa
on of  

security  measures, such as CCTV cameras and security guards.  Crimes, such as credit card fraud, embezzlement, money 

laundering, and corporate fraud (o5en referred to as ‘white colar crimes’) also raise costs for businesses either directly 

(e.g. embezzled funds being wri<en oN as a business expense), or indirectly in terms of higher insurance premiums and 

legal costs.   Overall, the added costs imposed by crimes are ul
mately passed onto consumers (the supply curve shi5s to 

the le5 leading to an increase in the equilibrium price), which leads to a decrease in the purchasing power of households 

and a reduc
on in material living standards.

Crime rates can also have a nega
ve inPuence on non-material living 

standards. The vic
ms of crime are likely to be the most directly 

aNected because their physical or mental well-being has been 

aNected. The families of murder vic
ms would suNer a signiBcant 

deteriora
on 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 a<acks 

around the world have certainly contributed to this anxiety and have 

caused people to become distrusWul of others in the community. 

Further, when crime rates increase, people o5en look to blame 

governments, who some
mes respond by introducing measures 

that encroach on our freedoms and privacy, such as much 
ghter 

security checks and the consequent delays at airports.  While these 

types of measures certainly have the beneBt of helping to discourage 

crime, they nega
vely impact on non-material living standards in 

other ways.

In a peculiar way, criminal ac
vity can also have a posi
ve eNect 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 
me (most likely with the help of funds received from their insurance company), which 

actually adds to economic ac
vity once the items are purchased.  The addi
onal 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 opera
ng around insurance, security and crime preven
on, providing employment and incomes for 

those with exper
se in the Beld. Once again, this impacts favourably upon the ability to purchase goods and services. 

Literacy rates

The adult literacy rate measures the percentage of the popula
on, aged 15 or over, who can both read and write. A 

literate individual has a much higher ability to par
cipate in the market economy. A large propor
on of jobs require 

reading and wri
ng 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 signiBcantly reduced. This nega
vely aNects their ability to purchase goods 

and services and reduces their material standard of living.

At a macroeconomic level, literacy rates may also be important for a country’s ability to compete in a globalised economy. 

Interna
onal trade is now an integral factor inPuencing the rate of economic growth in a na
on. Countries with low 

literacy rates may not be able to oNer goods and services that are the most valuable in the world economy. Literacy 
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rates are an indicator of educa	onal outcomes, such that, when a society becomes more educated, its workforce can 

par
cipate in more sophis
cated areas of produc
on so that more revenue can be earned for the na
on. 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. Communica
on is 

a key facet of the human experience. Enjoyment of 

life can be signiBcantly improved through the reading 

of interes
ng and thought-provoking ideas, and the 

deba
ng of conten
ous issue. It also helps to develop 

new neural pathways that promote self-actualisa
on. 

Literacy increases the ability of the person to par
cipate 

in the produc
on process, which can be associated with 

a greater sense of wellbeing, the beneBts associated 

with social interac
on and a posi
ve feeling knowing 

that he or she is making the world a be<er place to 

live in. Literacy will also improve a person’s ability 

to par
cipate eNec
vely in the broader community 

and, in the context of the broader poli
cal system, to 

contribute to democra
c decision-making in an informed way.

Review Ques	ons 4.2Review Ques	ons 4.2
1. Explain what is meant by the term ‘material living standards’.

2. Explain what is meant by the term ‘non-material living standards’.

3. With reference to one of the factors discussed in Sec
on 4.2, explain why it may cause material living standards to 

increase but cause non-material living standards to decrease.

4. With reference to a diNerent factor discussed in Sec
on 4.2, explain why it may cause non-material living standards 

to increase but cause material living standards to decrease.

5. Explain how an increase in crime can have both a posi
ve and nega
ve eNect on material living standards.

6. Outline how low levels of literacy inPuence living standards at both a microeconomic and macroeconomic level.

7. Iden
fy one reason an increase in material living standards may also be compa
ble with an improvement in non- 

material living standards.

Ac	vity 4a: Material vs non-material living standardsAc	vity 4a: Material vs non-material living standards
Draw up a table similar to that below, in your notebook or on a word document. For each factor, summarise how it aNects material 
and non-material living standards. Provide at least one argument/jus
Bca
on for your iden
Bed eNect (it is important not to 
simply assert that it increases or decreases). Some factors could have both posi
ve and nega
ve eNects, so you may like to include 
both sides to consolidate your knowledge in the area.

Factor Impact on material 

living standards

Impact on non-material 

living standards

An increase in the na
on’s average income

A shortage of oil due to increased conPict in the Middle East

The replacement of workers with ar
Bcial intelligence

Increased government spending on the promo
on of merit 

goods

A reduc
on in the re
rement age

A downward trend in the crime rate across Victoria

Deple
on of natural resources through increased economic 
ac
vity

An increase in produc
on resul
ng from increased 
produc
vity and/or longer work hours

Improved health outcomes resul
ng from preventa
ve health 
measures

An increase in gang violence
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Ac
vity 4b:  COVID-19 and Australian living standards Ac
vity 4b:  COVID-19 and Australian living standards 
The COVID-19 pandemic led to a signiBcant reduc
on in 
Australian living standards since 2020.  In the Brst instance, the 
quick spread of the infec
on 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 nega
ve impact 
on the family and friends of those who ul
mately 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 
isola
on and loneliness experienced during lockdowns.  

In material terms, the virus has had major nega
ve impacts 
for Australians.  First, in early 2020, 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 ‘essen
al’ 
items, such as toilet paper and hand sani
zer.  Second, and more detrimental, was the federal and state government 
responses to the pandemic.  In an eNort to slow the spread of the infec
on, governments imposed restric
ons 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.  

Ul
mately, Australian governments were mo
vated 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 
signiBcant reduc
on in living standards.  However, to do otherwise, and allow the virus to spread more aggressively 
through communi
es was considered to be an unpalatable op
on, 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 rela
vely ‘open’ and allowed the virus to spread, in hopes of protec
ng their economy, s
ll suNered 
signiBcant economic downturns.]

Overall, both the COVID-19 pandemic and the government responses to the pandemic caused the largest economic 
contrac
on experienced by Australia for decades.  Australia experienced its Brst ‘technical’ recession since 1990-91, 
evidenced by real GDP contrac
ng for two consecu
ve quarters (March and June quarters).  Employment also fell 
by more than one million people, leading to an ‘eNec
ve’ 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 aNected 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 reduc
on in real GDP per capita that was recorded over this 
me and rePected a fall in the material standards 
of living for the average Australian.  However, the government s
mulus measures referred to above contributed to 
a rise in ‘disposable incomes’ from the middle of 2020, helping to protect material living standards during this 
me 
(See Chapter 9). 

During 2020 and 2021, Victoria went through periods of rela
vely severe Stage 4 restric
ons, Bnally ending its sixth 
lockdown in late 2021 a5er 263 cumula
ve days of lockdowns, reported to be the most 
me spent in lockdowns for 
any region in the world. While these restric
ons had success in reducing the rate of infec
on, it was clear that many 
Victorians were deeply aNected by the lockdowns. Health authori
es 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 restric
ons in 2022 
despite the growth in new variants of the disease and the con
nuing high infec
on rates. It once again highlights a 
delicate trade-oN that governments are forced to make.  A<empt to avoid further restric
ons in an eNort to protect 
the economy and mental health, is likely to come at the expense of an increased risk of infec
on, more deaths and 
poten
ally a longer period in which the virus is with us.

  Ques	ons
1. Explain how COVID-19 itself aHected 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 deteriora	on in both material and non-material living standards of Australians.  
3. Outline one piece of evidence that might support the conten	on that material living standards fell since 

2020.
4. Describe the nature of the trade-oH faced by governments when deciding on the best response to protect 

Australians from the spread of the virus.
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4.3 The circular ;ow model of income
One of the Brst models that can be used to illustrate some of the key macroeconomic concepts and rela
onships is the 

circular ;ow model of income. This is a model that shows the Pow 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 sophis
ca
on. 

At the core of any circular Pow model is the interac
on between households and businesses in product and factor 

markets. These economic agents are the key decision makers in the economy and their ac
ons have the most signiBcant 

eNect on the amount of income that is generated and that Pows throughout the economy.

The model shows that there are four separate Pows between households and businesses (which are con
nuous Pows 

so it doesn’t ma<er where the Pow begins). Two of the Pows move from the households to the businesses while the 

other two movements are in the other direc
on. For each Pow there is a corresponding movement of income - hence 

the name of the model. The Pows that are described below correspond to the appropriately numbered sec
ons in Figure 

4.1.

Household sector Business sector

Flow 1: 

Resources/factors of production provided to the business sector

Flow 3: 

AD = C + I + G + X - M

Labour

Land

Capital

Wages & salaries

Rent

Interest

Profits

Flow 2: 

Income returned to household sector for providing resources/factors of production

Flow 4: 

Production of goods and services (real GDP)

Figure 4.1

The Circular flow model for a mixed open economy

Consumption (C)

Investment (I)

Government (G)

Exports (X)

Savings (S)

Taxes (T)

Imports (M)

Financial sector

Government sector

External sector

InjectionsLe
ak

ag
es

Flow 1: The factors of produc	on ;ow from households to businesses

The three factors of produc
on 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 Brms but households also own the other factors of produc
on (in a market capitalist system, where resources 

are owned by private individuals) and these are provided as inputs in the produc
on process. Firms see these as part 

of their cost of produc
on 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 produc	on

The market capitalist economic system rewards those who provide Brms with the factors of produc
on. This becomes 

the income for households and may take the following forms:

• From the provision of labour, households may receive wages, salaries, commissions, royal
es etc.

• From the provision of land the households may receive rent.

• From the provision of capital the household may receive dividends, interest and proBts.

This sec
on of the circular Pow model therefore highlights a wide range of incomes that are received in exchange for 

factors of produc
on

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. 

Consump	on), 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 

Consump
on are referred to as leakages in the model and are represented by the downward purple arrow on the le5 

hand side. An increase in leakages will tend to reduce the level of economic ac
vity.

Leakages 

Savings (S):  It is 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 Bnancial ins
tu
ons such as banks. 

When households do not spend their income but rather save 

it, the income is eNec
vely removed from the core of the 

economy and will not boost Aggregate Demand (AD) un
l 

the funds are eventually injected back into the economy via 

Investment (see Injec
ons 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 alloca
on of resources but also the total level of economic ac
vity. 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 reduc
on 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 eNec
vely leaves the country 

through the External Sector and helps to boost economic ac
vity in another na
on. 

The impact of these leakages on AD and economic ac
vity will ul
mately be oNset by injec	ons.  These are instances 

where there is an increase in funds Powing back into the core of the economy. In the model, they are represented by 

the upward orange arrow on the right hand side. These injec
ons result in an increase in the level of economic ac
vity. 

Injec�ons

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 produc
on in the economy (i.e. Flow 4).  

Investment (I): The funds that are saved become available to the Brms in the Financial Sector. Firms are able to 

borrow money (or issue equity) to Bnance the purchase of new capital or land for example. This spending is seen 

as Investment, as the produc
ve capacity of the Brm increases. This is an injec	on because the money Pows 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 ini
a
ves. The funds may 

be redistributed back to some households as transfer payments (thereby contribu
ng to more ac
vity 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 addi
onal 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 injec	on. 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 Consump	on demand, in addi
on to value 

of the injec	ons 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 por
on 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 Sec
on 4.5 which explores 

this in more detail.]  We call Pow 3 Aggregate Demand (AD) for Australian made goods and services, which becomes 

C + I + G + X - M.  

Flow 4: Produc	on 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 produc
on (i.e. real GDP) in the economy, which is Flow 4 in the model.  [The 

meaning and importance of AD, including the factors aNec
ng AD will be explored in some detail from Sec
on 4.5.]

The use of the model is illustra
ve because it helps us to gain a be<er 

understanding of the inPuences aNec
ng AD and economic ac
vity. 

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 conBdence in the economy) will tend to reduce the growth 

of AD and economic ac
vity unless the Business sector is immediately 

willing to use the increased Pow of funds in the Financial Sector to 

increase Investment spending by the same amount. If the Business 

sector is also experiencing low conBdence 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 ac
vity. With respect to the External sector, a decrease in 

the interna
onal compe

veness of Australian exporters and import 

compe
ng 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 compe
tors 

(such as New Zealand). 

In each of the cases above, the leakages from the economy will exceed the injec
ons for a period of 
me, which ul
mately 

has a nega
ve inPuence on economic growth.  Alterna
vely, there may be periods of 
me where the injec
ons are 

greater than the leakages, s
mula
ng economic growth. However, this could lead to excessive spending in the economy 

which may put upwards pressure on prices, which then has nega
ve implica
ons for future rates of economic growth. 

This is the situa
on facing Australia in 2022 following a period of government of heavy government s
mulus to the 

economy.  In par
cular, since the onset of COVID-19, the government signiBcantly increased government expenditure 

rela
ve to government revenue, Causing injec
ons to rise rela
ve to leakages and contribu
ng to a stronger rate of 

growth in AD (Flow 3) and real GDP (Flow 4).  This budget s
mulus to the economy during this 
me is covered more 

fully in Chapter 8 in the context of expansionary budget deBcits.

The problems associated with an unbalanced circular Pow model are the focus of later chapters in this book. The 

Australian government tries to achieve an op
mal rate of increase in the volume of goods and services produced, 

an op
mal level of employment and an op
mal increase in the rate at which prices increase. To do this they can, in 

conjunc
on with the use of other policy instruments, alter their eNect on leakages from and injec
ons into the core 

sec
on of the macroeconomy. As each of the government goals and the appropriate policy responses are discussed 
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in subsequent chapters, it can be useful to refer back to and use the circular Pow model to enhance your level of 

understanding of the eNect of these ac
ons on the overall economy. 

Review Ques	on 4.3Review Ques	on 4.3

1. Which two sectors form the core of the circular ;ow model? Explain why they are considered the ‘drivers’ of 

economic ac	vity.

2. Explain what is exchanged between households and businesses in the product markets and the factor markets.

3. Explain how households and businesses are both buyers and sellers in the circular ;ow model of the economy.

4. Iden	fy and describe examples of the income that is generated by each of the factors of produc	on.

5. Dis	nguish between leakages and injec	ons in the circular ;ow model. Explain how each will lead to changes in 

the total level of economic ac	vity. 

6. Iden	fy the leakages and injec	ons that are connected to the government sector in the circular ;ow model, and 

provide two examples for each.

7. Iden	fy the leakages and injec	ons that are connected to the Bnancial sector in the circular ;ow model, and 

provide two examples for each.

8. Iden	fy the leakages and injec	ons that are connected to the transac	ons with other countries in the circular 

;ow model, and provide two examples for each.

9. In sec	ons 4.5 and 4.6 of the text, you will look at the factors that can in;uence the level of economic ac	vity. 

Predict Bve factors that could lead to an increase in injec	ons and/or leakages that would aHect the level of 

economic ac	vity. Refer back to your answer aGer you have had the chance to study these sec	ons. Re;ect upon 

the accuracy of your predic	ons.

4.4 The nature and causes of the business cycle

Over 
me, the level of economic ac
vity (and therefore the rate of 

economic growth) Puctuates. Economists have observed that the 

level of economic ac
vity tends to go through a cyclical movement, 

with periods of above average or excessive rates of economic 

growth, and periods of nega
ve 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 produc
on, but not all peaks in the business cycle will be considered 

booms. Conversely, troughs are associated with very low rates of growth in produc
on, 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 a technical recession, which is deBned as two successive quarters of nega
ve economic growth. The economy also 

experienced another trough in the Brst 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 nega
ve growth.

The business cycle looks at the Puctua
ons in the growth in output (economic ac
vity) that takes place over an extended 


me frame. In par
cular, it suggests that economic ac
vity follows some sort of pa<ern with periods of expansion 

(where there is posi
ve rates of growth) and periods of contrac
on (where economies may some
mes produce less than 

they did the year before). The no
on of a business cycle has been developed from observa
ons of historical data that 

shows that economic ac
vity 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 
me. The 
me 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 iden
cal and Australia enjoyed an extended period of 

posi
ve economic growth between 1991 and 2019, before the COVID-19 induced technical recession and economic 

trough experienced in Australia during 2020 . 

Phases of the business cycle

The business cycle has four dis
nct 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 conBdence 

are high, which should encourage a greater propensity to spend, a reduc
on in savings and a willingness to take on new 

Study tip

The business cycle is also referred to as the ‘trade cycle’ 
or the ‘economic cycle’. 
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debt. The strong growth in demand will encourage Brms to expand produc
on, leading to an increase in the derived 

demand for labour. Referring back to the circular Pow model in Sec
on 4.3, this will mean that leakages will be falling 

rela
ve to injec
ons, leading to (rapidly) rising economic ac
vity.  If the peak is considered to be a boom, then the rate 

of economic growth generally becomes excessive and unsustainable. InPa
onary pressures increase in response to AD 

accelera
ng beyond produc
ve capacity.  This is rePected in product markets by businesses li5ing the prices of goods 

and services for sale in response to the development of shortages.  Labour markets will also 
ghten as the demand for 

labour rises (and shortages develop) which increases wages and further adds to inPa
onary 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 proper
es. 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.

Peak (most likely a boom)

Downturn (contraction)

Recovery (upturn)
Trough (but not recession)

Trough (but recession if more than two consecutive quarters)
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Figure 4.2 Business cycle
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Stage 2:  A contrac�on or downturn

The excessive rates of inPa
on and the existence of capacity constraints that characterise a boom (or peak) in the 

business cycle should mean that increasing the volume of produc
on becomes increasingly diFcult. High inPa
on, 

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 ‘correc
on’ that eventually leads to a fall in private consump
on 

and investment as more households save and deleverage (reduce their debt burden). Referring back to the circular 

Pow model in Sec
on 4.3, this will mean that injec
ons will start to fall rela
ve to leakages, leading to slower growth in 

economic ac
vity. The rate of economic growth will therefore fall, some resources will become unemployed, conBdence 

deteriorates further and inPa
on falls back to levels that don’t encourage excessive growth in credit and consump
on. 

Stage 3:  Trough 

The downturn will eventually reach a point where the level of economic ac
vity reaches its minimum point in the cycle, 

and this trough may or may not turn out to be a recession. The most commonly accepted deBni
on of a technical 

recession is two consecu
ve quarters of nega
ve economic growth, which is precisely what Australia experienced during 

2020, with nega
ve 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 eNec
vely put the economy into ‘hiberna
on’.   A prolonged 

recession is referred to as a depression and this has not occurred in Australia since the 1930s. 

The low or nega
ve rates of growth in the trough/recession mean that Brms will need fewer factors of produc
on and 

the rate of unemployment (or underemployment) would be high.  Referring back to the circular Pow model in Sec
on 

4.3, this means that leakages will be high rela
ve to injec
ons, leading to falling economic ac
vity. During the recession 

of 2020, the ‘oFcial’ rate of unemployment climbed from approximately 5% towards 8%.  However, this understated the 

true level of unemployment because the government’s JobKeeper program (covered more fully in Chapter 8) ensured 

that thousands of Australian workers were s
ll classiBed as ‘employed’ despite the fact that many were working zero 

hours per week.  The ‘eNec
ve’ rate of unemployment was therefore much higher, approaching 15%, par
cularly if the 

pool of hidden unemployed (see Sec
on 5.5 of Chapter 5) were added to the Bgures.  
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A trough or recession will generally be accompanied by a reduc
on in the rate of inPa
on (i.e. disinPa
on), or even 

falling prices (i.e.dePa
on) given that there will be spare capacity in product markets, labour markets and Bnancial 

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 ul
mately leading to dePa
on in the June quarter 2020.

Stage 4:  Recovery

During the trough or recession, the rela
vely low inPa
on rate (or even dePa
on) combines with lower labour costs 

and lower interest rates to eventually spark an economic recovery. Consump
on, Investment and Net Exports will all 

start to pick up over 
me, helping to promote growth in produc
on, employment, income and expenditure. Referring 

back to the circular Pow model in Sec
on 4.3, this will mean that injec
ons will be rising rela
ve to leakages, leading to 

increasing economic ac
vity. Eventually the economy will recover and con
nue to grow un
l we reach the next peak in 

the business cycle and the process con
nues.

 

While an economy will, over 
me, tend to be self-correc
ng, 

par
cularly 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 o5en be 

quite protracted.  The Government will therefore tend to 

use its macroeconomic demand management stabilisa	on 

policies to temporarily replace the lack of demand during a 

trough (or constrain growth during a peak).  This is 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 produc
on, high inPa
on and low unemployment and a recession is 

associated with weak produc
on, low inPa
on and high unemployment, it is possible to have periods of low economic 

growth, high unemployment rates and high inPa
on rates. Such a situa
on is referred to as stag;a	on. This occurred in 

Australia between 1973 and 1983 with unemployment reaching a peak of 10.2% in 1983 and inPa
on averaging 11.6% 

per annum over the en
re period.  The global supply shocks aNec
ng Australia and the globe since the start of 2022 (due 

primarily to the war in Ukraine and ongoing COVID-19 supply chain disrup
ons) are currently posing a real threat to the 

poten
al re-emergence of stagPa
on over 2022-23.  Costs of produc
on have increased signiBcantly, causing inPa
on to 

accelerate well beyond levels that are considered acceptable, which is exer
ng a nega
ve inPuence on AD and economic 

growth. The policy responses to this emerging threat (considered in chapters 8 and 9) will help to determine whether 

Australia does indeed experience a period of slow or declining economic growth combined with excessive rates of 

inPa
on.

Ac	vity 4c: AnalysisAc	vity 4c: Analysis exercise exercise

In your notebook, create a table like the one below. Based on informa
on in the sec
on above, complete the table. Use words 
like high, low, rising, falling, worsening, improving to describe the likely economic condi
ons in place during the diNerent stages 
of the business cycle.

Stage of business cycle In;a	on Economic Growth Unemployment Interest rates

Peak

Downturn / contrac
on

Trough

Recovery
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Review Ques	ons 4.4 Review Ques	ons 4.4 

1. Describe the four phases of the business cycle using a diagram to illustrate your response.

2. DeBne the term ‘technical recession’. At what stage of the business cycle do economies usually experience a 

recession? 

3. Outline why Australia experienced a recession during 2020.

4. Explain why the ‘boom’ phase of the business cycle is unlikely to last for an extended period of 
me. 

5. Provide one reason to support the asser
on that economic condi
ons in the boom will eventually create the 

condi
ons 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 Pexible prices in the economy is likely to mean that the economy will recover more quickly a5er 

entering a downturn/trough.

8. Explain why governments used macroeconomic stabilisa
on policies to s
mulate the economy during 2020 when 

economic theory suggests that the economy would  have recovered over 
me without any government support.

9. DeBne stagPa
on and explain why there are concerns about the re-emergence of stagPa
on over 2022-23.

4.5 The meaning and importance of aggregate demand

The total expenditure on new Bnal Australian made-goods and services is referred to as Aggregate Demand (AD). AD 

inPuences the level of economic ac
vity because it provides the incen
ves for Brms to increase produc
on levels, 

thereby requiring the increased use of factors of produc
on and genera
ng income growth in the country. The focus 

is on Bnal goods and services because there will be many transac
ons 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 calcula
on of AD, then the same goods and services would be counted twice. For example, if a new car is 

purchased, the Bnal 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 ac
vity or produc
on. 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 calcula
ons of AD and GDP (when they were Brst 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 produc
on.

Changes in the level of AD therefore have a major inPuence on the phases of the business cycle. Following the Great 

Depression in the early 1930s, economists began to pay more a<en
on to aggregate demand theories that emphasised 

the role of governments in reducing the severity of Puctua
ons in the level of economic ac
vity. The main argument for 

manipula
ng levels of AD was oNered by John Maynard Keynes, who suggested that Puctua
ons in AD were the main 

cause of changes in the level of economic ac
vity (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 inPa
on rate. He believed 

that AD could remain low for extended periods of 
me and that this would cause enormous suNering 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 aNects the level of economic ac
vity, it is worth inves
ga
ng 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 diNerent sectors of the economy.

The AD equa
on is:       
AD = C + I + G + X - M

Where:

C = Private Consump�on Expenditure

Private Consump
on Expenditure is deBned as the total value of all expenditures on individual and collec
ve consump
on 

goods incurred by resident households and non-proBt ins
tu
ons serving households. 

The outlays covered include:

• Expenditure on consumer durables such as cars, furniture and high-value, long-las
ng household appliances 

(but excluding dwellings, which are regarded as the Bxed assets of an ‘industry’)

• Consumer semi-durables such as clothing and footwear
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Study tip

It is easy to confuse ‘Investment’ discussed here, which 
is really capital investment, with ‘Investment’ o1en 
referred to in the general community –which typically 
refers to 2nancial investment in assets like shares and 
property.  An investment in shares, for example, is not 
counted as part of AD because the money ‘invested’ 
is simply a transfer of ownership from one party to 
another.  In itself, it does not directly lead to any 
change in AD.

• Single-use goods such as food, cigare<es and tobacco, and alcoholic drinks

• Services of all kinds such as hairdressing, dry cleaning and public transport

Consump
on expenditure usually comprises approximately 60% of AD in Australia.

I = Private Investment Expenditure 

Private Investment expenditure is deBned as the purchase of new 

equipment and plant, buildings and vehicles. The purpose  of 

investment expenditure is to expand the produc
ve capacity and 

produc
vity of the business sector. The addi
on to inventories 

over the accoun
ng period also represents a form of investment. 

The spending by households on new housing is included in this 

subsec
on. Investment spending is usually undertaken with the 

purpose of genera
ng addi
onal goods and services in the future. 

Private investment expenditure is therefore a vola
le component 

of Aggregate Demand as businesses are con
nually changing their 

forecasts about future proBtability. It comprises approximately 15% 

to 20% of AD.  

Ac
vity 4d:  ClassiBca
on of spending in the GDP Bgures Ac
vity 4d:  ClassiBca
on of spending in the GDP Bgures 
A purchase of a motor vehicle by a household (but not by an associated 
unincorporated enterprise) is treated as Bnal Consump
on expenditure, 
whereas the same purchase by a business would be classiBed as ‘gross 
Bxed capital forma
on’ (Investment).  Accordingly, there are many 
assets that are purchased by households, including motor cars, white 
goods or computer equipment, whose AD classiBca
on will depend 
on who purchases them and how they are used.  If they are used by 
businesses in the produc
on process, then they are considered a part of 
private investment demand (I).  If they are used by households for non-
business use, then they are considered a component of consump
on 
expenditure (consumer durables) (C).

Ques	ons

1. Explain the diHerence between the consump	on (C) and 
investment (I) components of aggregate demand.

2. Explain how the purchase of a new taxi would be classiBed by 
the ABS in the Aggregate Demand equa	on.

3. Explain how the purchase of a new house would be classiBed in 
the AD equa	on.

4. Explain how the purchase of an imported Mini Cooper by a household would be classiBed in the AD equa	on. 
Under what circumstances would the purchase of the same car be considered diHerently?

5. Explain why the purchase of shares would not be included in the calcula	ons for AD.

G = Government Expenditure

Government Expenditure includes expenditure by all areas of 

government (Federal, State and Local). It is commonly broken up 

into G1 and G2 as follows.

G1 is Government current (consump	on) expenditure on goods 

and services that are not capital in nature. This includes collec
ve 

goods and services for current use necessary to run the government. 

Much of the spending goes towards the provision of government 

services such as health, educa
on and defence. It also includes 

spending for government departments on sta
onery, salaries and 

rent. It is a rela
vely stable component of AD.

Study tip

Note that welfare payments are not counted as G1 or 
G2. This is referred to as a transfer payment. It has 
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 
households (an injection).  The government is therefore 
not purchasing any new goods or services (which is 
what AD measures) but the welfare recipient is likely to 
spend the money (which will increase AD if it is spent 
on Australian products). To count the welfare spending 
as G1 could lead to double counting.  Therefore, 
welfare payments are only ‘counted’ in AD when they 
are actually spent on Consumption.
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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 produc
ve capacity of the economy. Infrastructure spending on hospitals, schools, roads, ports and railways may 

help to reduce costs of produc
on for private Brms and may help to boost Australia’s interna
onal compe

veness.  

 (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 organisa
ons.  M is 

spending on imports. Imports are foreign-made goods and 

services that have been purchased by Australian households, 

businesses, governments or other organisa
ons.  

‘Net exports’ is some
mes 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 vola
le components of AD and the 

factors inPuencing them will be discussed in Chapter 7.

BBox 4.1 Why are imports deducted from the AD equa
on?ox 4.1 Why are imports deducted from the AD equa
on?

Import spending is actually included in each of the other components of AD. For 
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 
proBt margin. The proBt 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 impor
ng 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 (contribu
on to produc
on) in Australia. So, in 
fact, the AD equa
on 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 
equa
on when calcula
ng Net Exports.

Review ques	ons 4.5Review ques	ons 4.5

1. How do economists deBne and measure aggregate demand?

2. Explain why the level of aggregate demand in the economy is an important determinant of the level of produc
on 

in the economy.

3. Describe Bve goods or services that would be considered Consump
on expenditure in the AD equa
on.

4. Consider the reasons that businesses undertake Investment and explain why it is usually the most vola
le 

component of aggregate demand.

5. Describe Bve items that would be considered private Investment expenditure in the AD equa
on.

6. Iden
fy one area of spending by households that would be counted as ‘Investment’. Explain why this item is 

classiBed in this way.

7. Discuss how a product classiBca
on as C or I can depend on who purchases it and how it is used in the economy.

8. Explain whether the construc
on of a road tunnel would be classiBed as Private Investment (I) or G2.

9. Iden
fy 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 equa
on.
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4.6 Factors that can in;uence the level of Aggregate Demand

Unit 3 requires students to have a detailed knowledge of the factors that aNect the level of AD in the economy. This 

chapter will review each of these factors from a theore
cal perspec
ve, and the eNect of these factors will then be 

discussed with respect to each of the government’s domes
c economic goals, in Chapter 6. 

However, before examining each of the various factors that will impact on AD, it is worth highligh
ng how a change in 

the general price level inPuences AD. The general level of prices is an aggregate measure used by economists to indicate 

how the prices of a representa
ve basket of goods and services have changed over 
me. It is used to determine the 

in;a	on rate (the percentage increase in average prices over a designated period of 
me). The general level of prices 

is, for the purposes of this analysis, the weighted average of prices for a representa
ve basket of goods and services in 

the economy.

Higher prices in the economy tend to have a nega
ve eNect on the total spending in the economy because: 

• 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. Alterna
vely, 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.

• Higher price levels in the na
on will tend to have a nega
ve eNect on its interna	onal compe		veness. This is 

especially the case if the growth in average prices (the inPa
on rate) is higher than it is in other countries, against 

whom Australia might compete in interna
onal markets. This may lead to a reduc
on in the demand for Australia’s 

exports and a subs
tu
on by Australian consumers towards rela
vely cheaper imports. No
ce how this leads 

to an increase in leakages and a reduc
on in injec
ons, 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 interna
onal compe

veness 

improves, which is similar to what occurs at a microeconomic level when the price of a product falls. However, the 

various other factors inPuencing 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 Sec
on 4.8, 

you will learn that these factors will cause the AD curve to shi5, whereas the change in the general price level inPuences 

AD via a movement along the AD curve (as it caused by a change in the general price level). The following factors have 

the poten
al to inPuence the level of aggregate demand in the economy. 

Disposable income

Disposable income is deBned as the rewards received by households from their direct contribu
on (from working) and 

indirect contribu
on (from provision of land or capital) to the produc
on 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 a<empt to s
mulate 

AD through a direct boost to disposable incomes.  In 2020, for example, the government provided one-oN cash bonuses 

to some welfare recipients and doubled ‘unemployment beneBts’ (i.e. JobSeeker) which boosted disposable incomes for 

these low income groups and helped to s
mulate Consump
on and AD.

Interest rates

Interest rates were discussed as a microeconomic factor that aNects consumers’ discre
onary income. Changes in 

interest rates also have macroeconomic implica
ons because they aNect both household consump
on decisions as well 

as business’ investment decisions. This happens as follows:

• An increase in interest rates will nega
vely aNect the discre	onary 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 

for the purchase of goods and services. It also raises the costs of borrowing for consumers, which may aNect 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.
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• Businesses who have also taken out variable rate loans will also experience a reduc
on in their cash ;ow. This 

reduces the proBts that they may have available to reinvest in new capital and equipment. The higher interest 

rates also reduce the proBtability of any future investment project because the poten
al revenue from sales 

might decline (because households are likely to spend less) and their borrowing costs have increased.

Interest rates in Australia are indirectly inPuenced by the manipula
on 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 inPa
on).  In contrast, the RBA may seek to 

s
mulate spending by lowering the cash rate when the level of economic ac
vity is below that needed to s
mulate 

employment growth.  The opera
on of monetary policy will be discussed at length in Chapter 9.

Consumer con2dence

Consumer conBdence measures the general level of op
mism (or pessimism) about the future state of the economy 

(from a consumer’s perspec
ve). The main measure of consumer conBdence (also called consumer sen
ment) uses an 

index number, with an average rate of conBdence equa
ng to 100 index points. If consumer sen
ment is above 100, 

this means that op
mists tend to outweigh pessimists in the period measured. If consumer sen
ment is below 100, this 

means that pessimists have outweighed op
mists in that period. An increase in conBdence may indicate that households 

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 conBdence marginal propensity to consume 

tends to decrease. Marginal propensity to consume measures the increase in consump
on that would result from a 

one- dollar increase in disposable income. If conBdence in the economy were higher, it would be expected that the level 

of consumer spending would increase, resul
ng in an increase in AD. The level of consumer conBdence can be aNected 

by a range of sub-factors including (but not limited to):

• Perceived employment prospects

• Media reports on global economic condi
ons

• Geopoli
cal events such as terrorist a<acks 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

• Clima
c condi
ons

• Changes in the government or its leader.

Business con2dence

Business conBdence measures the general level of op
mism (or   pessimism) about the future state of the economy 

(from a Brm’s  perspec
ve). If Brms expect economic condi
ons to improve then they may  be more willing to 

invest in new plant and equipment, so that they can meet the an
cipated increases in demand and maximise 

poten
al proBts. The level of business conBdence can be inPuenced by:  

• The future state of the economy

• Future demand for the Brm’s goods and services

• Future costs associated with the produc
on of their products and the 

availability of inputs

• The likelihood of increased compe

on

• Expected rates of inPa
on

• Changes in, or uncertainty surrounding, government policy.

Investment is the most vola
le 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 signiBcant changes in investment inten
ons. 

The exchange rate

The exchange rate measures the value of one currency in terms of another currency. For example, on a par
cular 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 informa
on 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 aNect the structure of rela	ve 

prices and this, in turn, has an eNect on the demand for Australian-made goods and services. The change in the value of 

the dollar can theore
cally aNect each component of the aggregate demand equa
on, but for the most part, demand 

for exports and imports will be the components that are most aNected.  This occurs in the following way:
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The impact on exports

Some exporters operate in highly compe

ve markets. They sell rela
vely 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 commodi	es that Australia exports. For example, coal exporters receive the world price for coal that is set 

through demand and supply condi
ons in the world market. The price is usually expressed in USD. If a miner can sell 

each tonne of coal for 50 USD, 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 

1AUD = 1USD, then every tonne sold would generate AUD50 

of revenue. Following a deprecia
on of the Australian dollar to 

say, 1AUD = 0.50USD, the exporter will now earn AUD100 per 

tonne. This boosts the value of exports (even though the same 

amount may be sold) and results in an increase in revenue for 

the exporter. This extra revenue is an injec
on into the circular 

Pow model that results in an increase in economic ac
vity.

Firms who compete in world markets where they set their 

prices in Australian dollars may also Bnd that the demand for 

their good or service increases. The deprecia
on of the AUD 

discussed above eNec
vely reduces the amount of currency 

that the foreign purchaser must sacriBce 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 AUD500 per night. If the exchange rate was 1AUD = 5CNY, 

then the Chinese resident would have to pay 2,500CNY per night. A deprecia
on to 1AUD = 4CNY, would reduce 

the price for the Chinese tourist to 2,000CNY.  The lower rela
ve price of accommoda
on in Australia therefore 

increases the purchasing power of the foreign resident and makes Australia a rela
vely more a<rac
ve des
na
on 

when compared to other countries. With a greater volume of exports being sold, this leads to an increase in AD.

The impact on imports (and import-compe	ng 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 li<le inPuence over those prices. When the value of the AUD 

changes, the structure of rela
ve prices with respect to imports and Australian-made goods and services also 

changes. Following a deprecia	on of the AUD, Australians will now need to exchange more AUD for each unit of 

foreign currency. This eNec
vely 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 Pow. Importantly, the higher rela
ve prices for 

imports encourage consumers, businesses and even the government to subs
tute their demand towards goods and 

services made by ‘import-compe
ng’ businesses. This contributes to an increase in AD and promotes higher levels 

of economic ac
vity.

Rates of economic growth in overseas economies

Economic growth measures the percentage change in the volume of goods and services produced in a na
on from one 

measurable 
me period to another. An increase in economic growth is usually associated with an increase in a na
on’s 

real disposable income and the need for inputs to facilitate the growth.

Given that Australia has an abundance of natural resources, growth in other countries that require these primary 

resources will be of great beneBt to the Australian economy. For example, growth in China means that their demand for 

raw materials con
nues to increase so that key infrastructure can be built and sources of energy (such as coal) are sold 

so that the goods and services that China sells to the world can be produced. 

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 posi
ve eNect on the demand for two of Australia’s key service exports. With increased disposable 

income, Chinese families increasingly sent their children to Australia for educa	onal 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, eNec
vely reduced the economic 

connectedness between Australia and the rest of the world.  This was par
cularly the case in rela
on to services such as 

tourism and educa
on, such that changes in rates of global growth had less of an inPuence on the Australian economy 
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than they did in the past.  With the re-opening of borders and a return to more normal trading condi
ons from 2022, 

Australia is once again able to leverage oN growing economies like China and India.

Review Ques	ons 4.6Review Ques	ons 4.6

1. Explain two reasons why the level of Aggregate Demand might fall when the general level of prices is rising rapidly.

2. How might an increase in interest rates aNect the Consump
on and Investment components of AD?

3. Outline two reasons why consumer conBdence might increase. How might an increase in consumer conBdence 

aNect the MPC and therefore the level of AD in the economy?

4. Outline two reasons why business conBdence might decrease. Explain how this aNects the behaviour of businesses 

and the level of AD. 

5. Explain, with reference to key elements of the circular Pow model, how a deprecia
on of the AUD might aNect AD 

and the level of economic ac
vity in Australia.

6. Explain why the rate of economic growth in China might have a signiBcant impact on the level of AD in Australia.

7. Explain how COVID-19 has inPuenced the ability of Australia to beneBt from stronger rates of economic growth 

overseas.

4.7 Aggregate Supply and factors aHec	ng

Aggregate supply (AS) represents the total volume of goods and services that all suppliers have produced and supplied 

over a period of 
me. 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 na
on’s produc	on possibility fron	er (and therefore its produc
ve capacity). 

When an economy has reached the point where it is supplying the 

maximum possible at that point in 
me, it is said to have reached 

produc	ve capacity. This means that all relevant factors of produc
on 

are being employed and produc
vity is currently being maximized. If 

an economy reaches its produc
ve capacity, then it might be more 

diFcult for the na
on to achieve an increase in output in the future. For 

example, AD might be increasing but if businesses and the government 

cannot increase their produc
on levels to meet this demand then 

growth is likely to stagnate. Therefore governments have, over 
me, 

focused their a<en
on not only on AD but also on factors that inPuence 

the level of AS. To expand the economy over 
me, the na
on’s AS must 

rise so that growth in AD can be met with growth in the produc
on of 

goods and services (i.e. AS).  The following factors have the poten
al to 

inPuence the level of aggregate supply in the economy.

The quan�ty of the factors of produc�on

Firms use resources as inputs in the produc
on of goods and services. Natural resources are needed for all areas of 

produc
on, either directly or indirectly. Consider the following:

• The discovery of oil, which could be used as an input in the produc
on process, had a signiBcant impact on the 

ability of Brms to supply. Food produc
on, for example, has beneBted from increased mechanisa
on, the use 

of oil in the produc
on of fer
lisers and pes
cides and the increased ability of Brms to access resources from 

overseas. In contrast, a drought makes it more diFcult for farmers to supply agricultural goods to the market place 

due to the lack of a key resource - water.

• Australia’s con
nuing high level of immigra
on (excluding 2020-21) adds to the pool of available of skilled 

labour, which can be used in the produc
on process. High levels of immigra
on is a deliberate government policy 

response designed, in part, to address the ageing of the popula
on and skills shortages that have arisen over 
me. 

The increase in the propor
on of the popula
on re
ring from the workforce as the popula
on ages is expected to 

reduce AS in the future. [Immigra
on policy and its eNect on AS is covered extensively in Chapter 10.] 

• 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 Brms to produce goods and services 

and therefore can posi
vely aNect AS. For example, a Brm that introduces robots into the produc
on process 

has an increased capacity to supply as the robots can work for extended periods (unlike humans who tend to get 


red). Government spending (G2) on infrastructure can also increase the availability of valuable capital that can 

facilitate expansion in economic ac
vity. 
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The quality of factors of produc�on

The ability of Brms 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 inPuence AS over 
me.

• If 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 ar
Bcial fer
lisers and 

pes
cides such that the quality of the soil is gradually reduced 

over 
me. This nega
vely aNects the ability of farmers to grow food in the long run and therefore reduces AS in 

the economy.

• The quality of labour resources in an economy is intrinsically linked 

to the health and educa
on outcomes of the popula
on. A more 

educated and skilled workforce is likely to be more produc
ve, 

contribu
ng to produc
vity growth. A higher quality labour force 

generally is also more likely to suggest more eFcient methods of 

produc
on, undertake research that leads to the development of 

new technology and be engaged in ac
vi
es that generate higher 

end use products. A healthier workforce is also likely to be more 

produc
ve because fewer days are spent away from work due to 

illness and they enjoy the work they are involved in.

• The quality of capital resources will also aNect AS via the impact 

on capital produc
vity. Be<er 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 Brms to oNer goods 

for sale in foreign markets. Ar
Bcial intelligence may also result in less wasteful and more produc
ve produc
on 

methods that increase the ability and willingness of Brms to supply.

The costs of produc�on

Costs of produc
on were discussed as a key factor that aNected an individual Brm’s ability and willingness to supply (see 

Chapter 2). All AS factors will ul
mately have some inPuence on the costs of produc
on.  For example, an improvement 

in the quality of labour will tend to raise labour produc
vity and reduce the average costs of produc	on for businesses, 

just like more advanced capital/equipment will improve capital produc
vity and cause average produc
on costs on 

average to fall.  However, the costs of produc
on will also be directly inPuenced by the direct cost of inputs, including 

the cost of raw materials, or the actual cost of labour and capital.  The 

following examples illustrate the eNect of changing costs of produc
on 

on AS.

• Falling oil prices could be regarded as a key factor that increases 

AS in a na
on. Many Brms are aNected directly by falling oil prices 

while others are aNected indirectly. For example, businesses in 

the transporta
on and plas
cs industries would experience 

a decrease in costs of produc
on (because oil is a key raw 

material used in these industries), which directly improves supply 

condi
ons for the transporta
on and plas
cs industries, as well 

as indirectly improving supply condi
ons for those businessess 

relying on transporta
on and plas
cs as inputs.

• Slower growth in wages (especially if they are below the inPa
on 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 Brms to supply because their costs of 

produc
on are excessive rela
ve to the prices Brms can charge in the market. 

• Falling technology prices will also aNect the costs of produc
on. Over 
me, computers and Internet access have 

become cheaper to purchase, resul
ng in lower costs for Brms who need them to remain compe

ve. The fall in 

this cost of produc
on allows AS to increase.

Study tip

Students should be careful when using the example of 
investment in technology as a factor a�ecting AS, that 
they focus on the AS e�ect of the investment i.e. its 
potential to improve productive capacity and potential 
output, not on the e�ect on spending and hence AD. 
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Box 4.2 The value of infrastructure spendingBox 4.2 The value of infrastructure spending

The government can have a signiBcant impact on the quality and quan
ty 
of produc
ve resources that are available to Brms to increase their supply. Spending 
on educa
on and training can aNect the quality of labour resources and the laws 
rela
ng to immigra
on also aNect the labour market. The government also allocates 
part of its budget to infrastructure spending. This is a form of government investment 
that provides the founda
ons for a wide range of economic ac
vi
es. Infrastructure 
spending is discussed at length in Chapter 10, but it is worthwhile briePy considering 
its impact on the ability of private Brms to increase their supply. For example, the 
government could build new road and rail infrastructure. This should, if planned 
eNec
vely, enable less 
me to be spent on roads when travelling from one place to 
another. This has mul
ple beneBts:

• Delivery Brms will be able to make more deliveries per hour.
• Workers might arrive at work feeling more refreshed and therefore they may 

be more produc
ve.
• Vehicles used in business will use less petrol and this helps to lower produc
on costs.
• Rail infrastructure might reduce carbon emissions, helping to reduce the severity of future climate change impacts, and the 

damage to poten
al supply caused by those impacts.

Technological change

A change in technology is a signiBcant factor that has aNected the quality of resources available, produc
vity growth and 

the cost of produc
on. Many workplaces around the world have introduced technology that has replaced humans in the 

produc
on process. This started with repe

ve, low-skilled tasks, but increasingly technology is being developed with 

some form of ar
Bcial intelligence. The use of technology increases the ability of Brms to increase supply from a given 

workforce and helps to reduce the costs associated with hiring labour in the long term. For example:

• The Internet and the rise of the digital economy has enabled a wide range of Brms 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 was
ng 
me ringing up each compe
tor 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 produc
on for the 

Brm and helps to increase their ability to supply.

• The mechanisa	on of industries that were once labour intensive also 

increases the ability of Brms to supply. Farm machinery can complete 

the work of 100s 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.

• 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 opera
ons. 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 produc
vity. This saves the company money and 

less 
me is wasted because fewer accidents disrupt the ability of the Brm to supply.

Produc�vity growth

Produc	vity is measured as the output per unit of input. It describes how eFciently resources are being used in the 

produc
on process to create the goods and services demanded. One measure commonly reported by the ABS is labour 

produc	vity. This measures total output (as measured by GDP) divided by the total hours worked. Alterna
ve measures 

of produc
vity include capital produc	vity and mul	factor produc	vity (the produc
vity of the combined use of capital 

and labour).

Produc	vity growth is usually associated with an increase in the ability and willingness of Brms to supply because:

• A greater volume of goods and services can be produced from the exis
ng (or in some cases fewer) inputs. This 

increases the Brm’s produc
ve capacity.

• The costs of produc
on will fall because the cost per unit decreases if the increase in output is greater than the 

compensa
on required for the increase in output.

Produc
vity growth across a range of Brms in the economy leads to an increase in the na
on’s AS. The importance of 

produc
vity growth is further discussed in terms of its impact on AD and AS in Ac
vity 4e.
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Exchange rates

The exchange rate is considered a supply factor because it aNects 

the cost of produc
on. A deprecia	on of the AUD will make it 

more expensive for Brms to purchase inputs, such as capital and 

intermediate goods that might be used in the produc
on process. 

For example, Brms that require foreign-made computers to operate 

will experience an increase in their cost of produc
on. The increase 

in the price (when converted to AUD) may also make it more diFcult 

for Brms to aNord the capital that could boost supply. Therefore 

the ability to increase AS over 
me could be hampered by a low 

exchange rate. In contrast, an apprecia	on of the AUD would make 

it much easier for a Brm that imported clay from overseas to make their pots, and therefore to increase supply. The 

general level of AS is therefore likely to be posi
vely inPuenced by an increase in the value of the AUD.

Government regula�ons

Government regula
ons were introduced in Chapter 3 in the context of market failures, where the focus was on how 

government interven
on helps to achieve a more eFcient alloca
on of resources.  However, government regula
ons 

ul
mately impose costs on business (mostly by design) which inPuences the willingness and capacity of businesses to 

produce goods and services.  There are a mul
tude of government regula
ons that inPuence business costs and/or 

business decision making, ranging from those that are designed to protect the environment (e.g. pollu
on taxes and 

charges) to those seeking to protect workers (e.g. Workplace safety laws) to those a<emp
ng to protect consumers (e.g. 

product safety laws).  In the main, these laws or regula
ons will add to the cost of doing business and any a<empt by 

governments to further 
ghten regula
ons will typically have a nega
ve impact on AS.  

Clima�c condi�ons and other disrup�ons (‘supply shocks’) to AS

As was discussed in Chapter 2, favourable weather condi
ons help Brms 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 Brms. Chapter 3 also discussed the impact of poten
al altera
ons to weather 

pa<erns that could  be linked to climate change. The increased incidence of erra
c weather pa<erns experienced in 

Australia in recent years (such as more severe droughts, Poods, storms and bushBres) can be traced back to warming of 

the planet. Each of these events resulted in a signiBcant disrup
on to supply. For example, the Poods aNec
ng eastern 

Australia during 2022 had a signiBcant impact on the ability of the farming community to supply agricultural products to  

Australian and interna
onal markets.

The COVID-19 pandemic is a perfect illustra
on of a general ‘supply shock’ which nega
vely impacts on the economy’s 

produc
ve capacity and/or ability to supply goods and services.  COVID-19 was Brst discovered in a Chinese province 

(Wuhan) and  resulted in Chinese authori
es shu@ng 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 nega
ve impact on AS was intensiBed once the virus spread globally, not only restric
ng the ability of Australian 

businesses to source supplies from other countries (commonly referred to as supply chain disrup	ons), but also restric
ng 

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 con
nue opera
ng and 

supplying goods and services.  The combina
on of both nega
ve aggregate supply-side eNects and nega
ve aggregate 

demand-side eNects caused Australia to experience its Brst recession in approximately 30 years.

Humans can also disrupt supply through their destruc
ve and some
mes negligent behaviours. Acts of war tend to 

destroy key infrastructure and businesses, signiBcantly reducing AS in those regions.  For example, the war in Ukraine 

has resulted in a global supply shock felt by all economies during 2022.  This stems from the trade sanc
ons imposed on 

Russia, which has severely restricted the supply of key commodi
es such as gas and oil to the global economy, in addi
on 

to the increased diFculty associated with sourcing commodi
es from that war aNected region. For example, Ukraine has 

been unable to export much of its grain (e.g. wheat) to global markets due to blockades of its Black Sea ports.

Study tip

 Note how the appreciation of the AUD has a 
contrasting e�ect on AD and AS. While a deprecation 
in the AUD tends to boost AD, it reduces the ability and 
willingness of 2rms to supply. Generally speaking, the 
demand side e�ect will be greater as the change in 
the value of the currency has a bigger impact on 2nal 
goods and services that are traded in the market than 
it does overall on only a part of the 2nal price (i.e. the 
input prices). 
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Review Ques	ons 4.7Review Ques	ons 4.7
8. DeBne AS and explain why growth in AS is important for maintaining healthy levels of economic ac
vity.

9. Iden
fy one reason why the quan
ty of produc
ve resources may have increased over the last 2 years and outline 

the impact on AS.

10. Iden
fy and explain one factor that could lead to an improvement in the quality of labour resources and how this 

might inPuence the level of AS.

11. Explain how an increase in the common costs of produc
on might reduce the ability and willingness of Brms to 

supply. 

12. Explain how the deprecia
on of the AUD might aNect the costs of produc
on and therefore the level of AS.

13. What is meant by produc
vity and explain its growth helps to expand the produc
ve capacity of the economy.

14. Iden
fy two signiBcant technological developments from the last 2 years and explain how they can inPuence AS.

15. Explain how the COVD-19 pandemic and the war in Ukraine can be used as an example of a supply shock causing 

a reduc
on in AS.

Ac
vity 4e   Produc
vity - why is it so important?Ac
vity 4e   Produc
vity - why is it so important?
Economists generally agree that boos
ng produc
vity will help an economy to achieve 
higher rates of economic growth and higher living standards. Produc
vity is a measure of 
how eFciently the scarce resources of land, labour and capital are used to produce goods 
and services. An increase in produc
vity (produc
vity 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 eFciency, as described in Chapter 1. Students o5en confuse the 
concepts of produc
vity and produc
on. While they are related, they are diNerent concepts. 
Produc
on can be described as the Bnal output of goods and services (a noun) or the act of 
conver
ng raw materials into intermediate or Bnal products (verb). Produc
vity diNers in 
that it measures how eFciently the Bnal product has been achieved.  

Produc
vity growth helps to promote increases in both AD and AS. If more output can be generated from exis
ng resources then 
the economy is technically able to supply a greater volume of goods and services to the popula
on. Not only that, the increase in 
produc
vity will help to reduce the costs of produc
on for Brms. For example, if we assume that workers are able to produce more 
items per hour (i.e. an increase in labour produc
vity) 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 produc
on 
will increase the willingness and ability of individual Brms to supply. Collec
vely, it adds to an increase in AS and the produc
ve 
capacity of the economy is expanded.  Produc
vity growth is also seen as important for Australia’s interna
onal compe

veness. 
When Brms in Australia can boost produc
on with fewer inputs, then the average (or per unit) costs of produc
on fall and Brms 
are able to charge lower prices. This helps to reduce prices below those oNered in other countries, which increases both export 
sales as well as sales of local import compe
ng products. For those goods in the non-tradables sector (i.e. they are neither 
exported nor imported), the higher produc
vity growth and lower prices will also result in greater aNordability for domes
c 
customers, further helping to boost AD and economic growth.

The link between produc
vity and living standards is clear in material terms.  Ul
mately, 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 sta
s
cs over 
me, with growth in produc
vity being 
closely associated with growth in real GDP per capita (which is a common measure of material living standards).  In addi
on to 
these material beneBts, produc
vity also has the poten
al to boost non-material living standards to the extent that it can provide 
workers with more 
me to pursue leisure ac
vi
es in the event that they elect to work fewer hours than before. This enables more 

me to be spent on hobbies, building meaningful rela
onships, and allow the body and mind 
me to rest and rePect.  Further, 
produc
vity 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 poten
al to increase job sa
sfac
on, 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 idealis
c lifestyle in the future, with 
advances in technology (and the associated improvements in produc
vity) facilita
ng greater automa
on and a reduc
on in 
the average working week of employees, this has not eventuated.   The drive for produc
vity growth has, in many cases, had a 
nega
ve 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 rela
onships. In addi
on, the 
growth in produc
vity over recent decades has not resulted in the expected reduc
on in average working hours because workers, 
on the whole, have accepted higher wages instead of reduced hours of work.  

Finally, to the extent that produc
vity 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 produc
vity has a poten
al to create jobs, the net impact on 
employment and unemployment is less clear-cut.  Some workers will be displaced by technology and a small propor
on o5en Bnd 
it very diFcult re-skill and gain alterna
ve employment. Those who become long-term unemployed (i.e. unemployed for more 
than one year) will be par
cularly aNected, suNering 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.

Ques	ons
1. DeBne the term produc	vity and explain how it can be measured.
2. Dis	nguish between produc	vity and produc	on.
3. Explain why an increase in produc	vity is likely to boost AS and examine the impact on prices, AD and living standards.
4. Explain how an increase in produc	vity can be associated with a decrease in living standards.
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4.8 Using AD and AS diagrams - extension

Sec
on 4.6 examined the meaning and importance of various AD factors in terms of their inPuence on the level of a AD 

in the economy, while Sec
on 4.7 examined the meaning and importance of various AS factors in terms of their inPuence 

on the level of AS in the economy.  These changes in AD and AS can be illustrated diagramma
cally to show how the 

general level of prices and/or the na
on’s output are likely to be 

inPuenced when there is a change in one or more of these factors.  

The Aggregate Demand (AD) curve

When the AD curve is drawn, AD can be redeBned as the total 

quan
ty of aggregate output (or real GDP) that all purchasers in 

the economy are willing to buy at diNerent general price levels. 

Similar to the microeconomic demand curve, the AD curve shows 

an inverse rela	onship between the general level of prices and the 

total quan
ty of output demanded in the economy.

Remember, however, that AD is not just the demand from 

consumers but includes each component that was discussed 

in Sec
on 4.5 (AD =C+I+G+X-M). The AD curve is downward 

sloping. This means that:

 

• An increase in the general level of prices will cause the 

total demand for goods and services to decrease

• A decrease in the general level of prices will cause the 

total demand for goods and services to increase

The reasons for this rela
onship are diNerent to those 

provided in Chapter 2 when microeconomic demand curves 

were discussed. The reasons for the downward slope of the AD 

curve are as follows:

The wealth eHect

Higher prices on average (the general level of prices) will reduce the purchasing power of any given amount of 

income or savings. The public as a group will tend to feel poorer as prices are rising. When prices are falling, an 

exis
ng amount of savings can be used to purchase more goods and services. The change in the general level of 

prices therefore aNects the purchasing power of households across the economy and therefore has an impact on 

Consump
on spending, changing AD in line with the changing general level of prices.

The interest rate eHect

A fall in the general level of prices is likely to mean that consumers have more of their income le5 over to save in 

the economy. In addi
on, there will be less incen
ve to borrow given that purchasing power has risen.  This fall in 

the demand for money (or loans) rela
ve to supply (savings) will exert downward pressure on interest rates, which 

in turn can s
mulate Investment demand in the economy. 

Interna	onal compe		veness

When the general level of prices in Australia decrease and it is assumed that prices in other economies remain the 

same, the interna	onal compe		veness of the domes
c economy improves. Exports become more a<rac
ve to 

foreign buyers and local import compe
ng products become more a<rac
ve 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. 

domes
c consumers subs
tute towards the rela
vely cheaper domes
c alterna
ves). Therefore, a lower general 

level of prices leads to an increase in Net Exports (X – M) and an increase in AD.

Study tip

The current Study Design no longer requires students 
to understand AD and AS curves nor construct an AD/
AS diagram or model.  However, an understanding of 
AD/AS diagrams can be a useful tool for many students 
when seeking to understand have various AD or AS 
factors might impact on economic growth or inBation.
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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 rela
onship between the total demand for goods and services and the general 

level of prices.

AD

Prices

real gdp

Figure 4.3:  AD curves

Downward sloping AD curve because of:

1. Increased purchasing power and wealth effect

2. Lower interest rates

3. Increased international competitiveness

AD

Prices

real gdp

Note that the AD curve (like the microeconomic demand curve) is drawn with a number of condi
ons that aNect the 

posi
on of the curve. Factors that aNect AD are those, other than the general level of prices, that will inPuence any of 

the components of AD (C, I, G, X or M), which in turn results in the AD curve shi5ing either to the le5 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 

consump
on at each price level.  This is represented by a shi5 of the AD curve to the right. The eNect of changing AD 

and AS will be discussed later in this sec
on.

 

The Aggregate Supply (AS) Curve

The aggregate supply curve represents the total real value of produc
on 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 

posi
ve rela
onship 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 ver
cal.  

The Keynesian AS curve

John Maynard Keynes (a famous Bri
sh Economist) did not agree with the New Classical economists and contended 

that, as long as the economy had spare capacity, AS would essen
ally be perfectly elas
c – which means that AS would 

increase without there being any change to aggregate prices. He argued that Brms would be easily able to increase 

their output and would not need an increase in price to mo
vate an increase in supply. A key feature of the Keynesian 

model is that both wages and prices are ‘s
cky’ in a downward direc
on, which explains why the AS line is Pat when 

the economy is opera
ng below its full capacity.  If, however, produc
on reached a point where the economy operated 

near full capacity, then ‘bo<lenecks’ will start to appear. Labour shortages will start to develop, capital will be fully 

employed and produc
on will be unable to keep pace with (aggregate) demand for goods and services.  This operates 

much like the narrowing at the neck of a bo<le - which slows the Pow of liquid from the bo<le. When bo<lenecks 

appear due to lack of spare capacity, the Brms would need to be oNered higher prices to mo
vate them to increase 

supply (because it might be harder to a<ract the resources needed to increase supply). So, the Keynesian AS curve 

actually has three dis
nct sec
ons, which are highlighted in Figure 4.4.
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Figure 4.4:  Keynesian AS curve

Section 1 Section 2
Section 3

ASPrices

real gdp

FE level of

output

[Productive capacity]

Capacity constraints

(bottlenecks) occur

in this section

Sec	on 1:  This sec
on of the AS curve is rela
vely Pat. The level of GDP is low and the economy is assumed to be 

opera
ng below its full capacity. The level of unemployment is assumed to be high and Brms have other resources 

that they are not fully u
lising. 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. 

Sec	on 2:  In sec
on 2, some shortages develop in the market, as the economy gets closer to its produc
ve capacity. 

Bo<lenecks might start to appear and the workers may be able to bargain for higher wages (and may not increase 

their eNorts unless wages are increased). This increases the costs of produc
on, so at this stage the Brms will only 

increase aggregate supply if they are able to sell their products at a higher price. This area looks a li<le like an ‘elbow’ 

because, as AS rises in this sec
on, average prices are also beginning to rise.

Sec	on 3: Once the economy reaches sec
on 3, it has reached its current produc
ve capacity. It will be impossible 

for Brms across the economy to increase their output even if they can generate more revenue from doing so. This is 

some
mes referred to in economic commentary as a very high degree of capacity u
lisa
on. When this Bgure gets 

closer to 100%, then the economy faces serious capacity constraints, which make it very diFcult (and in the case of 

100% capacity u
lisa
on, impossible) to boost aggregate supply.

When the Keynesian AS curve is drawn it is also assumed that all of the factors that aNect AS are held constant. For 

example, if there is an increase in labour produc
vity, then this eNec
vely means that more output is being produced for 

each hour worked. This means that at each price level Brms are able to supply the market with more output, resul
ng 

in a shi5 of the aggregate supply curve to the right. Higher produc
vity also reduces the cost per unit which may mean 

that Brms are willing and able to supply goods and services to the market at a lower price (also represented by a shi5 of 

the AS curve to the right). The implica
ons of movements of the AS curve will be discussed in the next sec
on.

Note how the AS curve is horizontal when the economy is opera
ng below full capacity and transi
ons to a ver
cal curve 

when the economy has reached full capacity. In between there is a phase where skills/labour shortages and bo<lenecks 

develop that cause an upward sloping sec
on of the AS curve. It is within in this sec
on of the AS curve that economies 

mostly operate.  As a consequence, it is natural for economists to draw AS curves that are con
nually upward sloping.  

This is common prac
ce when demonstra
ng the impact that various AD/AS factors might have on economic growth 

and/or inPa
on and is an approach that students can readily use.
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How changes in AD and AS a1ect economic growth, employment and the general 
level of prices

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 intersec
on of the 

AD and AS curve. Therefore the economy is opera
ng at GDPe and Pe.

Given that the AD curve intersects the AS curve at a posi
on that is 

well below produc
ve capacity (i.e. the level of real GDP at which the 

AS curve becomes ver
cal) it indicates that the economy is producing 

well below full capacity, which is consistent with a rela
vely low price 

level (Pe) and low inPa
on.  The model can therefore be used to make 

predic
ons about changes to output and prices when there is a shi5 

in AD and/or AS. While the model does not directly show the posi
on 

of, or changes in, employment/unemployment, this is implied by the 

posi
on of, or changes in, the level of output.  For example, at GDPe, 

the economy is not opera
ng at full capacity, which implies that there 

will be idle resources (such as labour) and therefore the unemployment 

rate is likely to be rela
vely high. Accordingly, any altera
on or shi5 in 

AD or AS over 
me will cause the relevant AD/AS curve to shi5, which 

results in a new equilibrium posi
on and diNerent outcomes for output 

(real GDP), prices (inPa
on) and employment/unemployment. 

Changes in AD

The AD curve will shi5 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 Sec
on 4.6, are as follows:

• Interest rates

• Consumer conBdence

• Business conBdence

• The exchange rate

• Rates of economic growth overseas

• Personal disposable income

A change in any of these factors that causes the AD curve to shi5 to the 

right will therefore lead to a new equilibrium quan
ty and output in the 

economy. The AD curve shi5s 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 posi
on where it was opera
ng below full capacity). A 

speciBc example is discussed in Box 4.3 to enhance your understanding 

of this model. 

Changes in AS

The AS curve will shi5 when any of the following factors change, such that AS increases or decreases at each price level. 

These factors, which were described fully in Sec
on 4.7, are as follows:

• Quan
ty of factors of produc
on

• Quality of factors of produc
on

• Costs of produc
on

• Technological change

• Produc
vity growth

• Exchange rates 

• Government regula
ons

• Clima
c condi
ons and other disrup
ons (‘supply shocks’) 

While the general level of prices was discussed as a factor aNec
ng AS in Sec
on 4.7, it is already on the ver
cal axis so 

changes in it will be rePected as a movement along the AS curve.

Imagine that Australia experienced a favourable year in terms of weather condi
ons. This led to bumper crops for 

farmers and an increase in the na
on’s aggregate supply. This could poten
ally increase the quan
ty and quality of the 

Figure 4.5:  AD and AS
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Figure 4.6:  An increase in AD
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resources available for supply and lead to lower costs of produc
on 

for Brms who use these goods as inputs in the produc
on process. The 

aggregate supply curve would shi5 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 Brms may need to oNer their products 

for sale at a lower price. The increase in the na
on’s AS therefore 

leads to a reduc
on in the general level of prices, which causes AD 

to expand (a movement along the AD curve). For example, the lower 

prices oNered 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 dePa
onary). Given that the economy is now producing 

more goods and services, it can also be expected that the increased 

level of economic ac
vity 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 deprecia
on 

of the AUD as discussed in Box 4.3) is likely to cause the equilibrium 

level of output to fall. The AS curve will shi5 to the le5 (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 contrac
on in demand (people will feel poorer 

and may not be as willing and able to spend). The fall in produc
on will 

be associated with a decreased need for resources so the demand for 

labour is also likely to decrease (causing a fall in employment/increase 

in unemployed persons).

Review ques	ons 4.8Review ques	ons 4.8
1. Dis
nguish the reasons for the AD curve sloping downwards from those rela
ng to the downward sloping demand 

curves for speciBc products.
2. Explain why the Keynesian AS curve is Brst Pat and then upward sloping.
3. Explain the signiBcance of the ver
cal 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 opera
ng with some degree 

of spare capacity.
5. Explain why the second sec
on 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 

opera
ng on the upward sloping sec
on 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 opera
ng 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.

Ac
vity 4f   Factors aNec
ng AD and ASAc
vity 4f   Factors aNec
ng AD and AS
This ac
vity is designed to test your understanding of the AD/AS model and the factors that aNect both Aggregate Demand and 
Aggregate Supply. For each factor, you are required to illustrate, using a fully-labelled diagram, how the movement (shi5) in the 
AD and/or AS curve will aNect the level of economic output (GDP) and the general level of prices. You should also predict how the 
changes may aNect 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 prac
sing. You may use 
either the New Classical model or the Keynesian model.

Ques	ons
1. A reduc	on in interest rates
2. An increase in the rate of economic growth in China
3. A severe 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
6. The Victorian government increases spending on new road and rail infrastructure
7. A deprecia	on of the Australian dollar against a wide range of foreign currencies
8. The introduc	on of ar	Bcial intelligence into the produc	on process 
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Figure 4.8:  A decrease in AS
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Box 4.3 Using the AD/ AS model to make predic	ons 
In late August 2020, the AUD was a rela
vely high 0.73USD, a5er apprecia
ng from a rela
vely low 0.56USD in mid-March, and much 
of the apprecia
on was a<ributed 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 addi
onal support to an economy going through the 2020 recession.  A deprecia
ng 
currency would boost Australia’s interna
onal compe

veness and thereby increase the ability of Australian producers to sell 
exports to foreigners and encourage Australians to purchase domes
c goods and services instead of imports. This would increase 
net export demand and result in a shi5 of the AD curve to the right.  Producers should no
ce 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 produc
on volumes. In doing so, their demand in factor markets will also increase because they 
need resources to produce addi
onal products. Therefore, the derived demand for labour should increase and the unemployment 
rate should fall to lower levels.  However, the deprecia
on will also have nega
ve supply-side eNects given that more than 50% of 
imports are either intermediate goods (e.g. raw materials) or capital goods (e.g. machinery). Those Brms using imported materials/
capital would need to exchange more AUD to buy their supplies from overseas, which raises produc
on costs and causes a shi5 of 
the AS curve to the le5.  

No
ce how the deprecia
on causes the AD and AS curves to shi5 in opposite direc
ons and, without some understanding of the 
likely magnitude of the shi5s, it would be diFcult to determine whether real GDP would increase or decrease.  However, both the 
AD and AS eNect will place upwards pressure on prices (the degree to which depends once more on how close the economy is to 
producing at produc
ve capacity). Overall, the AD eNect will be greater than the AS eNect, in part because on the demand side 
the price of the whole good/service is aNected, but on the supply side, only part of the cost of produc
on is aNected. This means 
that a deprecia
on of our exchange rate will increase both economic growth and the general price level. The size of the eNect on 
economic growth and the price level will ul
mately depend on where the economy is opera
ng in terms of its produc
ve capacity.  
Two possible scenarios will be considered, each predic
ng diNerent outcomes for the magnitude of the changes in output and 
prices.  

GDP1 GDP2

P2

AD2

Diagram B
Possible effect of exchange rate depreciation assuming 

the economy was not in a recession

The depreciation has helped to increase in AD and real GDP.
But the impact on prices is relatively large because the economy

is operating closer to full capacity.  
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Diagram A
Possible effect of exchange rate depreciation over 2020-21

The depreciation has helped to increase in AD and real GDP.
But the impact on prices is relatively minor because the economy

is in a recession and operating below full capacity.  
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Diagram A depicts the impact on economic growth and prices for the Australian economy over the second half of 2020.  The ini
al 
equilibrium posi
on occurs where the AD curve intersects the AS curve at rela
vely low levels, such that the economy is opera
ng 
well below produc
ve capacity (as a consequence of the COVID-19 pandemic) at GDP1 and P1.  The increase in AD that occurs as 
a consequence of the deprecia
on will not cause excessive price increases because Brms can easily increase produc
on to meet 
demand and do not need an increase in price to provide this incen
ve.  Therefore, the AD eNect of the deprecia
on on real GDP 
was rela
vely signiBcant, even in spite of the rela
vely small nega
ve AS side impact, and the overall impact on inPa
on is rela
vely 
minor.

Diagram B depicts the impact on economic growth and prices if we assume that the economy was not in a recession and instead 
was opera
ng closer to full capacity.  In this scenario, the direc
on of the movement in both real GDP and prices will be the same.  
However, because the economy’s resources are almost fully employed (e.g. a very low rate of unemployment is likely to exist), 
the equivalent increase in AD results in a much smaller increase in economic growth (i.e. the gap between GDP1 and GDP2 is 
much smaller compared to that for Diagram A) and a much larger increase in prices (i.e. the gap between P2 and P1 is much larger 
compared to that for Diagram A).
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Ac
vity 4g   Ac
vity 4g   Debt and economic ac
vityDebt and economic ac
vity
We have examined a number of AD and AS factors that can inPuence the level of 
economic ac
vity. Up un
l 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 
posi
ve outcome, but this ac
vity looks closely at how the changes in debt levels 
aNect economic ac
vity and how they might constrain future growth poten
al.

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 Bnancial markets such that access to cheap credit increased 
signiBcantly. However, the onset of COVID-19 resulted in further reduc
ons in 
interest rates as central banks employed more expansionary se@ngs in order to 
reduce both the severity and the length of the 2020 recessions.  Interest rates were reduced to the lowest level on record, 
and this s
mulus to the economy was supported by huge budget deBcits that resulted in large scale net injec
ons 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 that poten
ally 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 consump
on, including apps such as 
A5erpay, ZipPay and ZipMoney.  Surprisingly, these apps eNec
vely perform the func
on of ‘credit’, without technically 
being deBned as credit (because they do not charge interest and instead levy fees and charges).     As a consequence, the 
apps ‘eNec
vely’ add to household debt without being recorded as an increase in ‘actual’ household indebtedness.

One of the key consequences associated with increased access to cash in the economy (some
mes referred to as ‘liquidity’) 
is that the prices of key assets rise by more than individuals’ incomes. House prices in Australia underwent rapid increases 
in the last 30 years, despite the recent falls experienced over the course of 2022, with many younger Australians fearing 
that they may never be able to own their own home. This has nega
ve 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 can access a loan from the bank 
usually become heavily indebted and feel burdened and stressed about their debt levels. The 2018 Financial Services 
Royal Commission also highlighted how incen
ve 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 eNec
vely 
provided misinforma
on about their ‘capacity’ to repay loans. This resulted in the signing of loan contracts that increased 
the vulnerability and stress levels of households. 

The accumula
on of debt can limit the ability of the economy to grow in the future because an increased propor
on of 
future income will be allocated towards the servicing of debt – par
cularly if the debt has been used to fuel consump
on 
rather than investment.  With respect to households, a decision to borrow by consumers eNec
vely increases current 
consump
on at the expense of future consump
on (which is nega
ve for intertemporal eFciency as explained in Chapter 
3). With respect to governments, each 
me the government runs a budget deBcit, 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 nega
ve 
economic shocks – par
cularly if the deBcit 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. Despite recent falls, Australia’s house prices remain very high by interna
onal standards and some economists 
believe that the current falls in house prices will be protracted and painful, with the poten
al to signiBcantly destabilise the 
economy as Australians experience falling wealth and the poten
al for nega
ve 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 inPuencing the ability of Australia to achieve 
domes
c economic stability (i.e. strong and sustainable rates of economic growth, low inPa
on and full employment) look 
out for news ar
cles 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 aNect Australia’s economic performance 
and living standards.

Ques	ons
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 in;uenced economic growth.  Use the circular ;ow 

model of income to support your explana	on.
3. Explain the rela	onship between access to cheap credit and Australian house prices.
4. Explain how con	nuing high household debt levels might in;uence living standards in Australia. Refer to the short 

run and the long run in your response. 
5. Explain why very high budget deBcits can reduce the capacity of governments to respond to any future economic 

crisis.
6. Explain why the events of 2020 may have contributed to a fall in house prices and examine the implica	ons this 

has for Australian living standards. 
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Ac
vity 4h   Ac
vity 4h   Using AD/AS model to illustrate the eNects of the COVID-19 pandemicUsing AD/AS model to illustrate the eNects of the COVID-19 pandemic
As we already know, the COVID-19 pandemic caused major disrup
ons to 
the Australian economy over the course of 2020, ul
mately resul
ng 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 eNects of the virus are 
diagramma
cally illustrated by the AD/AS diagram below.

The virus resulted in nega
ve supply-side eNects on the Australian economy 
given that supply chains around the world were nega
vely impacted by 
workers being unable to contribute to produc
on. In addi
on, 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 nega
ve 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 restric
ons were imposed that limited their capacity 
to service customers. This is represented by the AS curve shi5ing to the le5 
from AS1 to AS2. 

In addi
on, the physical/social distancing measures introduced by governments, as well is the fall in consumer and business 
conBdence, caused the demand for most goods and services to decrease signiBcantly, which is represented by the AD curve 
shi5ing to the le5 from AD1 to AD2. Overall, the large reduc
ons in both AD and AS resulted in a large fall in the produc
on 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.  

Ques	ons
1. Explain why the COVID-19 pandemic shiGed the AD curve to the leG.
2. Explain why the COVID-19 pandemic shiGed the AS curve to the leG.
3. Explain why the general price level fell in the March quarter 2020 despite the fact that the AS curve shiGed to the leG.
4. Describe how the use of an AD/AS diagram can be used to demonstrate the macroeconomic outcomes aGer vaccines 

were developed and distributed throughout the world.
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Mul
ple choice review ques
onsMul
ple choice review ques
ons
1. A study of macroeconomics is likely to focus on:

a) the causes of unemployment

b) the impact of a deprecia
on of the AUD on the rate of inPa
on

c) the eNect of the government’s budget on the rate of economic growth

d) all of the above

2. The level of economic ac	vity is unlikely to be measured by:

a) Gross Domes
c Product

b) Gross State Product

c) Gross Na
onal Income

d) Gross Na
onal Happiness

3. A transac	on 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) the ren
ng of a hotel room to a Chinese tourist

d) the purchase of a signiBcant piece of artwork by Pablo Picasso

4. The purchase of a new Mini Cooper by an Uber eats contractor would be classiBed as:

a) C

b) I

c) G

d) X

5. Which of the following is likely to lead to the smallest nega	ve eHect on AD if the economy was already in a 

recession?

a) A 10% fall in Consump
on expenditure

b) A 10% fall Investment expenditure

c) A 10% fall in Government spending

d) A 10% fall in import spending
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6. ‘Leakages’, in the circular ;ow model of the economy, are likely to increase if:

a) there is an increase in employment in the economy

b) the government reduces the tax burden

c) the Reserve Bank of Australia reduces interest rates

d) the AUD appreciates
 

7. Injec	ons, in the circular ;ow model of the economy, are likely to increase if:

a) the savings rate increases

b) there is an increase in economic growth in China

c) the government increases the size of the budget surplus

d) banks make it more diFcult to obtain a home loan

8. Average material living standards are likely to increase if:

a) na
onal income increases by more than the popula
on growth rate

b) na
onal income increases

c) the popula
on growth rate increases

d) the popula
on shrinks, and the economy goes into a recession

9. Which of the following will have an eHect on non-material living standards that is diHerent to the other three?

a) An increase in crime rates

b) A decrease in the incidence of posi
ve externali
es

c) An increase in the provision of public goods

d) An increase in the unemployment rate

10. The willingness and ability of businesses to increase AS is likely to be the result of:

a) rising real unit labour costs

b) a reduc
on in company taxes

c) a deprecia
on of the AUD

d) an increase in extreme weather condi
ons caused by climate change

11. An increase in the regulatory burden faced by businesses is likely to:

a) increase AS, boost economic growth and reduce prices

b) decrease AS, reduce economic growth and increase prices

c) decrease AS, reduce economic growth and decrease prices

d) decrease AS, increase economic growth and decrease prices

12. AD is likely to fall if:

a) produc
vity increases

b) oil prices increase

c) more ar
Bcial intelligence is used in the produc
on process

d) rainfall increases across Australia, reducing the severity of the drought

 

13. The AD and AS are likely to increase if:

a) minimum wages are increased

b) the Australian dollar depreciates

c) the Australian government places tariNs on all imported goods

d) interest rates decrease

14. Material living standards are likely to improve if:

a) popula
on increases, GDP increases, and the price received for commodity exports decreases

b) produc
vity increases, popula
on falls, and the price received for commodity exports falls

c) produc
vity remains unchanged, Real GDP per capita remains unchanged and the prices received for commodity 

exports increases

d) produc
vity increases, Gross Na
onal Happiness increases, and the price received for commodity exports falls

15. Real GDP per capita is an unreliable indicator of material living standards because:

a) It tells us nothing about produc
on values per person on average

b) It does not take into account changes to the rate of inPa
on

c) It does not take into account inequality in the distribu
on of income

d) It does not take into account changes in popula
on size
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16. In rela	on to the boom phase of the business/economic cycle, which of the following variables is likely to be 

falling?

a) InPa
on

b) Unemployment

c) Interest rates

d) Economic growth

17. A drought is likely to:

a) shi5 the AD curve and the AS curve to the right

b) shi5 the AD curve to the le5 and the AS curve to the right

c) shi5 the AD curve and the AS curve to the le5

d) shi5 the AD curve to the right and the AS curve to the le5

18. Which of the following statements is correct in rela	on to a deprecia	on of Australia’s exchange rate?

a) The AD curve will shi5 to the right, the AS curve will shi5 to the le5, prices will fall and output will rise

b) The AD curve will shi5 to the right, the AS curve will shi5 to the le5, prices will rise and output will fall

c) The AD curve will shi5 to the right, the AS curve will shi5 to the le5, prices will rise and output will rise

d) The AD curve will shi5 to the right, the AS curve will shi5 to the right, prices will rise and output will rise

19. Australia’s poten	al output is likely to decrease if:

a) workers are placed on performance-based contracts

b) Brms and governments invest in human capital

c) businesses receive tax beneBts when engaged in research and development

d) there is an increase in tariNs on all imported goods

20. The general level of prices is likely to increase if:

a) the US dollar appreciates

b) the government decreases spending on public servants’ wages

c) there is a decrease in injec
ons in the circular Pow model

d) the interest rates on business loans are increased

Chapter 4 Applied Extension Exercise – Chapter 4 Applied Extension Exercise – The Keynesian mul	plierThe Keynesian mul	plier

When Keynes developed his model of the macroeconomy, he believed that markets were inherently unstable and this 
was essen
ally responsible for changes in the level of output (i.e. the business cycle). People were likely to engage in 
herd-like behaviour, some
mes ac
ng somewhat against the beneBt of the economy as a whole. For example, when 
there was a decrease in consumer conBdence, people would have a natural inclina
on to increase their savings and this 
would lead to a fall in aggregate demand. This fall in aggregate demand would lead to an increase in the unemployment 
rate and a fall in living standards. Keynes called this the ‘paradox of thri5’ or the paradox of saving. Keynes’ theory led to 
the development of the ‘mul
plier’. The basic premise was that when a component of AD is aNected (in either a posi
ve 
or a nega
ve direc
on), there is likely to be a much larger impact on AD and real output. He described this as a chain 
reac
on that occurred throughout the economy, such that increases (or decreases) in one sector of the economy, led to 
increased (or decreased) spending in the rest of the economy (via the core sec
on of the circular Pow model).

For example, imagine that there is a recession in one of Australia’s key trading partners e.g. Japan. The reduc
on in 
produc
on in Japan, for example, would be an external shock for Australia and will have ramiBca
ons for the level of 
economic ac
vity. With declining incomes in Japan, their demand for a wide range of goods and services will decline. 
They may choose to holiday less in Australia and the demand for export services such as tourism might decrease. The 
lower level of demand in the economy would encourage tourist operators to look at their produc
on ac
vi
es and they 
will recognise that their need for labour has decreased. This might lead to a reduc
on in hours worked or the number of 
employees who are hired. The reduced sale  of accommoda
on therefore leads to a reduc
on in incomes; the business 
owner’s proBts decrease and the workers’ wages are reduced (either from reduced hours or from unemployment). The 
secondary and subsequent round of eNects is some
mes referred to as ‘induced’ spending.

The reduced level of ac
vity in the tourism sector will also tend to Pow through to other sectors in the economy. The 
fall in incomes for the hotel owner and the workers reduce their ability to purchase other goods and services oNered for 
sale in the economy. They may spend less at nearby shops, which leads to a reduc
on of income for those shopkeepers 
and their employees. This reduces their willingness and ability to consume, and the cycle con
nues. Keynes therefore 
believed that governments needed to intervene in the economy so that these ‘induced’ changes were stabilised and the 
severity of the business cycle was reduced.

Keynes based his theory upon the key assump
on of ‘s
cky’ wages and prices in his model of the economy. When the 
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economy experienced a decrease in aggregate demand for some reason, this would lead to a decrease in supply because 
producers would not want to produce goods that could not be sold in the market. The lower level of demand in the 
economy would lead to a decrease in the derived demand for labour and the unemployment rate would increase. In a 
fully Pexible labour market, a higher unemployment rate should lead to a lower equilibrium wage rate because labour 
demand would have fallen rela
ve to labour supply (labour is essen
ally less scarce). If wages were able to fall then the 
incen
ve to hire would return and the AS would increase. If wages were ‘s
cky’, however, the equilibrium wage would 
not fall (workers may be on contracts or protected by minimum wages) and hence the unemployment would persist. 
Keynes also believed that even when there were unemployed resources and the economy was opera
ng below full 
capacity, prices were also rela
vely s
cky (Brms would be reluctant to lower prices if their costs of produc
on remained 
high). 

Another key aspect of the Keynesian model is the emphasis on ’animal spirits’. This is a term used to describe the general 
level of op
mism or pessimism that may be pervasive at diNerent stages of the business cycle. During a downturn (as 
described above), there would be a change in both consumer and business a@tudes to the future and this could last 
well into the future. People who have lived through a severe recession (or the Great Depression) may remember their 
suNering and this might encourage them to maintain high savings rates into the future.  This is another reason that the 
economy could get ’stuck’ in a period of low or nega
ve economic growth.  Businesses would also tend to be opera
ng 
their full capacity and have li<le reason to increase their investment spending. 

This combined lack of Pexibility in prices and wages and lack of animal spirits would mean that to get out of a recession, 
the government would need to compensate for the lack of private demand and s
mulate the economy themselves (for 
example, by building infrastructure). The building of infrastructure would create a new source of income for a wide range 
of people. People would need to design, plan, build and maintain the infrastructure and this generates a new source of 
income for them. The recipients would then spend a por
on of their income in the economy, genera
ng extra economic 
ac
vity in a number of other sectors. The size of the mul
plier, and therefore the beneBts of any change in government 
spending to alter the level of economic ac
vity, is ul
mately determined by the leakages and injec
ons that an economy 
ordinarily experiences. If the marginal propensity to spend is high, then any increase in income will generate a signiBcant 
increase in induced spending. If, however, recipients of the increased income like to spend a large por
on of their 
income on imports then the size of the mul
plier eNect may be reduced. 

The Keynesian approach to managing the economy went out of favour during the 1970s, ‘80s and ‘90s, with greater 
emphasis being placed on Aggregate Supply Policies (to be covered in Chapter 10). The Keynesian model was not 
equipped to deal with the supply side shocks and the existence of stagPa
on (high unemployment and high inPa
on 
simultaneously). It wasn’t un
l the Great Recession (which Australians refer to as the Global Financial Crisis), that policy 
makers started to, once again, focus on how the government could increase its level of interven
on to managing the 
level of economic ac
vity, using the Keynesian approach.

1. Iden	fy one aggregate demand factor that could lead to an increase in economic ac	vity.
2. Explain, with reference to the example used in ques	on 1, why this change in AD might lead to an increase in 

employment and incomes.
3. Explain how the increase in incomes might lead to a new round of ‘induced spending’.
4. Why did Keynes’ assump	ons about s	cky wages and ’animal spirits’ lead to his conclusion that governments 

need to intervene in the market? (As an extra challenge, consider the case where there are excessively high rates 
of economic ac	vity.) 

5. Explain how an increase in the marginal propensity to consume might aHect the magnitude of the mul	plier 
eHect in the economy.

Chapter summaryChapter summary

1. Macroeconomic analysis involves an inves
ga
on and evalua
on of those factors that inPuence aggregate economic 
variables such as unemployment, inPa
on and economic growth.

2. Macroeconomic theory is derived from the models developed in Microeconomics.
3. The level of economic ac
vity refers to the volume of produc
on, employment, incomes and expenditure in an 

economy.
4. Material living standards are related to the ability of households to purchase goods and services.
5. The most common way to measure material living standards is real GDP per capita as this is a measure of average 

purchasing power.
6. Real GDP per capita is an unreliable indicator of material living standards.
7. Non-material standards may be more diFcult to measure as they are inPuenced by non-monetary factors and is 

linked to ’quality of life’ which is mul
faceted.
8. Both material and non-material living standards can be aNected by access to goods and services, environmental 

quality, physical and mental health, life expectancy, literacy rates and crime rates.
9. COVID-19 caused a large decrease in Australian living standards during 2020.
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10. The circular Pow model can be used to illustrate how diNerent sectors of the economy interact to generate economic 
ac
vity.

11. The Pows of income and money between the households and businesses forms the core of the circular Pow model. 
Households provide businesses with the factors of produc
on and in return they are compensated with income. The 
households then spend their income and in return get goods and services.

12. The leakages (ouWlows from the core of the economy) include taxes paid to governments, savings deposited in 
Bnancial ins
tu
ons and imports purchased from overseas na
ons.

13. The injec
ons (inPows back into the core of the economy) are government spending, loans received from Bnancial 
ins
tu
ons and the revenue generated from sales of exports to foreign na
ons.

14. The level of economic ac
vity can Puctuate and empirical research has suggested that there is a cyclical pa<ern, 
which has been described as the business cycle.

15. The business cycle is said to go through four iden
Bable 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 
and this is followed by a contrac
on.

16. A range of psychological and external factors that inPuence 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 ac
vity

17. The most common measure of economic ac
vity is Gross Domes
c Product (GDP), which measures the total value 
of goods and services produced in a given 
me frame (usually 3 months and 1 year).

18. Aggregate demand (AD) is the total spending on new Bnal domes
cally-made goods and services.
19. AD is broken up into 5 components to facilitate more detailed analysis of changes in the level of economic ac
vity.
20. Consump
on expenditure (C) is the largest component of AD and includes spending by households on a range of 

durables and non-durables.
21. Investment expenditure (I) is the most vola
le component of AD and includes spending by businesses on new plant 

and machinery.
22. Government spending (G) is the sum of all spending by Federal, State and Local Governments on consump
on and 

investment.
23. Exports are those goods and services that are made in Australia and purchased by foreign residents.
24. Imports are those goods and services purchased by Australians that are made overseas.
25. 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 interna
onal compe

veness.
26. 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).
27. Lower interest rates generate increased aggregate demand via a number of transmission mechanisms.
28. When consumer conBdence increases, households are more willing to take on new debt and may reduce their 

savings rate, leading to an increase in consump
on.
29. If businesses believe that their proBtability is likely to increase in the future, this will be rePected in higher business 

conBdence and this will boost investment.
30. A deprecia
on of the Australian dollar will usually boost spending on exports and decrease spending on imports, 

helping to raise the level of AD in the na
on.
31. When Australia’s major trading partners experience strong rates of growth, they may be more likely to purchase its 

exports because their incomes are higher and they may need the commodi
es to facilitate their expansion ac
vi
es.
32. Aggregate supply represents the total value of goods and services available for sale in an economy.
33. Aggregate supply will tend to increase if businesses and governments within the economy have access to a greater 

volume of produc
ve resources.
34. Improvements in the quality of resources, through be<er land management techniques, access to educa
on and 

healthcare and improvements in technology can help increase a na
on’s aggregate supply.
35. Produc
vity growth occurs when a greater volume of goods and services can be produced using exis
ng or fewer 

inputs. This helps to boost the produc
ve capacity of a na
on.
36. The total AS can be aNected posi
vely or nega
vely by unpredictable changes in weather pa<erns. This can aNect 

the ability to grow a range of natural resources and may disrupt supply through the destruc
on of infrastructure 
and businesses.

37. Government regula
ons will inPuence AS to the extent that the regula
ons impose costs on businesses.
38. The COVID-19 pandemic is a perfect illustra
on of a general ‘supply shock’ which nega
vely impacts on the 

economy’s produc
ve capacity and/or ability to supply goods and services.
39. 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.
40. The AD is downward sloping indicating that when the general level of prices increases the total spending in the 

economy decreases.
41. There are two opposing views on the AS curve because the Keynesian economists and the New Classical economists 

based their theories on di�erent assumptions about human behaviour.
42. 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 Bat 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).

43. 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 inPa
on rate) and changes in real GDP (economic growth).
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5.1  Strong and sustainable economic growth

Economic growth for a country refers to any increase in the amount or level of na
onal produc
on that has occurred 

over 
me.  The government’s goal is to enjoy con
nued or sustained economic growth and avoid periods of slow or 

nega
ve growth, such as that which occurred during the recent 2020 recession. The government does not set a speciBc 

‘target’ rate of economic growth, but it does outline broader growth objec
ves.  In par
cular, 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 considera
ons that place an upper limit on any growth rate.  In par
cular, growth rate cannot be so high that 

it:

• causes in;a	on to climb to unacceptable levels (which are 

levels above the Reserve Bank’s target range of 2-3% over an 

economic cycle);

• results in signiBcant external pressures on the economy 

(namely an excessive current account deBcit and/or net 

foreign debt);  and 

• leads to an over use of the na
on’s natural resources (and 

therefore unfairly burdens future genera
ons).  

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 inGa�onary, 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 

conBrmed by a former RBA Governor, Glenn Stevens,  in September 2008.  When responding to ques
ons at the House 

of Representa
ves Standing Commi<ee on Economics, he said the following:

‘The economy’s poten�al to supply probably rises at about three per cent a year, give or take a bit. If demand 

is rising at four, 2ve 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 

poten�al supply, and that probably has a three at the front at the most—three, 3¼ or something like that. You 

cannot have demand growth at 2ve and expect that that will not give you a problem on inGa�on.’

It is important to remember that what is considered to be a sustainable rate of growth can vary over 
me.  During 

periods when produc	vity growth is strong (such as during the 1980s), it is possible for growth to be above 4% and 

remain sustainable.  This is because the na
on’s produc	ve capacity is being expanded by produc
vity growth, allowing 

stronger demand and produc
on to take place without inPa
onary or external concerns.  However, if produc
vity growth 

is slow, or if the na
on’s produc
ve capacity is being stretched, even growth rates below 3% may be unsustainable.  For 

example, over the Bve or so years leading into the 2020 downturn, economic growth was some
mes below 3%, but the 

government was reasonably happy with the outcome considering produc
vity growth was rela
vely low, unemployment 

rates consistently fell and there remained skills shortages in some sectors of the economy.  This suggests that any eNort 

to achieve a higher than 3% growth rate over this period may have been unsustainable. 

The government will also take into account interna	onal growth rates when determining the acceptability of given 

growth rates in Australia.  For example, between 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 nega
ve rates of growth over the same period.  In fact, Japan, the USA and many European economies actually 

experienced nega
ve rates of economic growth during a period while rates of growth in Australia were mostly above 2%.  

Chapter 5  

Domes	c macroeconomic goals
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5.2  Measuring economic growth

In Australia, Gross Domes	c Product (GDP) is used to measure the amount of produc
on taking place in the economy 

and it is deBned as the Bnal 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 produc
on process and it is calculated every quarter by 

the Australian Bureau of Sta
s
cs (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 transac
ons taking place in the 

Australian economy. The value of these transac
ons is calculated 

by mul
plying the relevant price of individual items sold by the 

prices paid. The total of all these transac
ons will be recorded as 

nominal GDP (or GDP at current prices). Given that the Australian 

Government and economists are concerned about economic 

ac
vity in terms of its impact on employment, incomes and 

living standards, sta
s
cians have devised ways to remove the 

price eNect so that any increase in GDP is real in the sense that it 

represents an increase in the volume (or real value) of produc
on.  

The chain volume measure of GDP is used by the ABS to provide an es
mate 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 ac
vity or volumes.  It is this that provides the most accurate measure of 

economic ac
vity in our economy, which in turn provides an indica
on of how well the economy is performing in terms 

of income/wealth genera
on and improvements in (material) living standards.  Accordingly, when growth in real GDP is 

above zero, it means that the economy has experienced increased produc
on/output in real terms (a5er removing the 

eNects of inPa
on) and that economic growth has been posi
ve.  In contrast, when growth in real GDP is below zero, 

it means that the economy has experienced a decrease in produc
on/output in real terms, such that economic growth 

has been nega
ve.  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 nega
ve growth rate of 7.0% experienced in 

the June quarter of 2020 followed a March quarter growth rate of -0.2% to ensure that Australia experienced its Brst 

recession (i.e. two consecu
ve quarters of nega
ve economic growth) since the early 1990s. 

Interpre�ng GDP sta�s�cs

The ABS releases sta
s
cs for growth in real GDP on a quarterly basis (see ABS Catalogue 5206.0) and the Bgures can be 

reported by economists or the media in a number of ways.  The ABS will provide Bgures for the chain volume measure 

of GDP (i.e. real GDP) in dollar terms for each quarter.  Table 5.1 and Chart 5.1 presents the Bgures between June 2020 

and June 2022 in original and seasonally adjusted terms.  

The seasonally adjusted Bgures are based on the original Bgures, but sta
s
cally manipulated to ensure they provide a 

more accurate rePec
on of the  state of the economy (or more 

speciBcally, the level of economic ac
vity) during each quarter.  

For simplicity, the media and economists typically focus on 

the seasonally adjusted Bgures, which take out the eNects of 

seasonal factors, which tend to hide the underlying changes 

in GDP from one quarter to the next.  For example, this can 

clearly be seen within Table 5.1 by comparing the original and 

seasonally adjusted GDP Bgures for the December and March 

quarters.  During the peak trading period every year, which of 

course is the December quarter, AD and real GDP will be inPated 

by the eNects of Christmas shopping.  In contrast, during the 

next three months (i.e. the March quarter), AD and real GDP 

will be rela
vely subdued.   The ABS a<empts to remove these 

‘seasonal’ pa<erns to eNec
vely ‘smooth out’ the Bgures and  

arrive at ‘seasonally adjusted’ Bgures – ones that do not record 

large increases in real GDP for December quarter of every year 

and decreases in real GDP for the March quarter of every year.  

The diNerence between original and seasonal Bgures are also 

highlighted in Chart 5.1 below.

Table 5.1 Table 5.1 
Chain Volume Measure of GDP Chain Volume Measure of GDP $ million$ million

Quarter Original Seasonally 

adjusted

Jun-2020 471684 468753

Sep-2020 483234 485131

Dec-2020 519978 501813

Mar-2021 490988 511583

Jun-2021 518196 514593

Sep-2021 502633 505177

Dec-2021 543628 524644

Mar-2022 506259 528374

Jun-2022 537827 533092
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Chart 5.1: Real GDP 
[Quarterly growth]
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Whenever GDP Bgures are reported without a reference to whether 

it is the original or seasonally adjusted Bgure, it is best to assume 

that the Bgure being reported is the seasonally adjusted one.  

Figures for economic growth are rarely reported in absolute dollar 

terms as they are shown in Table 5.1.  Instead of referring to 

these dollar values, the media will typically report the (seasonally 

adjusted) movements in percentage terms.  For example, the 

change in real GDP (i.e. economic growth) for the June quarter 

2022 was 0.9%.  This is derived in the following way:

Quarterly growth

(June Qtr 2022)  
533092 - 528374

528374

GDP Jun - GDP Mar

GDP Mar

X 100 =  0.9% = =

This means that there was a 0.9% 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 vola
lity 

of economic ac
vity which may be hidden within annual Bgures.  This fact is highlighted when calcula
ng annual growth 

rates for the year ended 30 June 2022 from the Bgures 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 calcula
on for the year to end 30 June 

2022 is done as follows:

Annual growth

(year on year) 

533092 - 514593

514593

GDP June 22   -  GDP June 21

GDP June 21

 X 100  =  3.6% = =

This means that economic growth for the year ending June 2022 

was 3.6%, which provides a clear indica
on of an economy that is 

growing at a healthy rate and one which has recovered from the 

recession of 2020. 

Some economists will mul
ply the quarterly rate of economic 

growth by four (quarters) to arrive at an annualised growth rate.  

The annualised growth rate for the June quarter 2022 is simply (4 x 

0.9%) = 3.6%, which in this instance is the same as the year-on-year growth rate of 3.6%.  

Annualised growth

(June Qtr)  
Quarterly growth  X   4 0.9  X 4 =  3.6%= =

Study tip

A ‘key skill’ listed in the study design is the requirement 
to calculate relevant economic indicators using real or 
hypothetical data.   To practise this skill, using some of 
the formulas introduced on this page, a3empt Activity 
5a.

Study tip

Students are not expected to know how the ABS 
arrives at the di�erent measures of GDP nor when or 
why each of the 2gures are used. For the purposes 
of VCE Economics, all that is required is a knowledge 
of real GDP (or the chain volume measure of GDP), 
what it means and how changes in its level can 
be interpreted in terms of its implications for the 

economy.



  Economic Fundamentals in Australia (8th ed) 

152

More o5en than not, the annualised rate will diNer from the year-on-year rate. For example, if we use the seasonally 

adjusted data from Table 5.1, the quarterly rate for March 2022 was 0.7%, giving an annualised Bgure of 2.8%, which 

compares to a year-on-year rate of 3.3%. While the annualised rate of growth provides the best indica
on 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.  

Ac	vity 5a: Ac	vity 5a: Calcula
ng economic growthCalcula
ng economic growth

Assume that GDP Bgures for the years 2020 - 2024 were as follows :

Chain Volume Measure of GDP (Chain Volume Measure of GDP ($billion)$billion)

Quarter Hypothe	cal Bgures

Dec-2022 450

Mar-2023 455

Jun-2023 460

Sep-2023 470

Dec-2023 465

Mar-2024 470

Jun-2024 475

Sep-2024 480

Dec-2024 485

Ques	ons
1. Calculate the ‘year on year’ growth rate for the year to end December 2024. 
2. Calculate the rate of growth for the December quarter 2024 and the annualised rate of growth for the same quarter.
3. Explain why there is a diHerence between the rate of growth calculated in qn 1 and the rate of growth calculated in qn 2.
4. Calculate the percentage change in the real value of produc	on over the March quarter of 2024 and comment on its 

signiBcance in rela	on to the government’s goal for strong and sustainable growth.
5. Calculate the quarterly and annualised rate of economic growth for the December quarter 2023.
6. Explain why Australia’s annual rate of growth has not been nega	ve at any stage over the past four years despite the 

growth rate experienced in the December quarter of 2023.
7. Describe the trend in the annual rate of growth in real GDP since December 2022.

Chart 5.2 highlights the quarterly growth in real GDP since 2009 in both dollar terms (the blue line) and in terms of the  
‘year-on-year growth rate’ compared to Australia’s long term (30 year) average rate of growth of 3.1% which is shown 
by the red dashed line in the chart.
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Chart 5.2:  Real GDP (seasonally adjusted)

Year on year growth in chain volume measure of GDP (RHS)

Chain volume measure of GDP (LHS)

$ Millions

[3.1% = 30 year average]

Between June 2009 and June 2022, quarterly real GDP has increased from $386.9 billion to $533.0 billion, an increase of 
$146.1 billion or 37% over the 13 years, which equates to an average growth Bgure of 2.9% per year. 
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Since 2009, real GDP declined three 
mes, Brst in the March quarter 
of 2011 (due primarily to the eNects of Cyclone Yasi that caused 
major destruc
on to agricultural crops in north eastern Australia) 
and again during 2020 (due to the eNects of COVID-19) and once 
more in late 2021 (due to further lockdowns). However, the decline 
in real GDP in 2011 and 2021 did not extend for more than one 
quarter, which accounts for the green ‘growth rate’ line never falling 
below zero percent even when the blue real GDP line fell slightly. Of 
course, this was not the case in the Brst half of 2020, when real GDP 
experienced its largest half-yearly fall since the 1930s and ensuring 
that Australia recorded its Brst ‘technical recession’ (two quarters of 
nega
ve growth in real GDP) since the early 1990s.

The chart also highlights that Australia’s rate of economic growth has been running below trend (e.g. the 30 year average 
of 3.1%) for most of the past ten years, 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 have remained 
rela
vely high by interna
onal standards, due mainly to a terms of trade boom and the associated growth in mining 
exports volumes, which also accelerated a5er years of Investment and expanded capacity as Australia enjoyed the 
beneBts of the third phase (produc
on phase) of the mining boom.  In Chapter 6, we will examine a number of demand 
and supply factors that have inPuenced 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 Bgures) over the past few 
years.  Note that both rates of growth are derived from the same raw 
Bgures, yet they tell a slightly diNerent story.  The annualised 
quarterly Bgures are more instruc
ve in terms of their ability to 
isolate turning points and capture the vola
lity occurring within any 
given year.  For example, the annualised Bgures clearly highlight the 
period before 2020 in which Australia experienced nega
ve economic 
growth (i.e. 2011), whereas this is not discernible when examining 
the annual growth rates.  Equally interes
ng 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 was 7%, this equated to a 
historically high annualised fall of 28%.  When viewed on the chart, it 
captures the essence of what many economists referred to as ‘the economy falling oN the cliN’ during 2020.  While the 
decline is also evident when looking at the annual Bgures (decline of 6.0%), it is nowhere near as stark and does not 
capture the importance of the June quarter Bgures in explaining the downturn in economic ac
vity over 2020.
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Chart 5.3:  Real GDP (annual vs annualised growth)
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Study tip

The current VCE Economics Study Design (2023-
2027) only requires students to have knowledge of 
key statistics ‘over the past two years’.  Accordingly, 
students are not expected to remember economic 
growth rates prior to 2020-21.  However, a ‘key skill’ is 
the requirement to ‘explain trends’, which involves the 
ability to explain the trend movement in statistics over 
a longer time frame, such as identifying or explaining  
the trend movement in economic growth as presented 
in Chart 5.2. 
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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 na
ons can maintain and/or improve 

living standards over 
me.  

Growth in real income

As we learned in Chapter 4, when discussing the circular Pow 

model of income, growth in produc
on typically means that 

there has been growth in incomes that accrue to the factors of 

produc
on, 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 sa
sfy their 

wants, thereby having a posi
ve 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 diNerence 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 posi
ve rela
onship with employment growth and the ability of 

employment growth to reduce rates of unemployment.  If economic growth exceeds the rate of growth in produc
vity, 

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 par
cipa
on 

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 addi
on, higher employment levels will involve a greater sharing of the income gains from 

economic growth, further contribu
ng to material living standards or welfare.

Increased ability of government to provide essen	al 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 du
es.  Increased amounts of 

revenue allows governments to spend more on essen
al 

services, including more funding for hospitals, schools and/or 

infrastructure more generally, such as new or improved roads, 

rail, port or telecommunica
ons 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 telecommunica
ons 

services) provides a further s
mulus to economic growth.  

In addi
on, stronger rates of economic growth enable governments to improve the living standards of those less 

well oN via welfare spending or other forms of transfer income, as well as the provision of other essen
al 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 addic
on, 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

For a young country like Australia, the government pursues a rela
vely 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 produc
vity (output per unit of input) over 
me.  Governments and business con
nue to invest huge amounts in 

research and development in order to achieve the technological progress that helps to boost produc
vity.  While these 

advances have helped to expand the na
on’s produc
ve capacity and permit higher sustainable growth rates, they can 

have a nega
ve impact on employment growth.  For example, con
nuing rates of produc
vity growth in the order of 1% 

means that a 1% increase in economic growth is likely to be insuFcient to generate an increase in employment.  This is 

some
mes referred to as ‘jobless growth’, where higher output is achieved via greater produc
vity of exis
ng inputs, 

nega
ng the need to hire addi
onal labour.   Accordingly, if economic growth is insuFcient rela
ve to produc
vity 

growth then it will ul
mately lead to a reduc
on in the demand for labour, lower levels of employment and a higher 

unemployment rate.  The rela
onship between economic growth and the unemployment rate over the last 14 years is 

shown in Chart 5.4.

Chart 5.4

Economic growth and unemployment
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As expected, it highlights that unemployment tends to be rela
vely high (or increasing) during those periods when 

economic growth rela
vely weak (i.e. lower than 3%) and rela
vely low (or falling) when economic growth is rela
vely 

strong.  For example, during the period leading into the recession of 2020, economic growth was hovering around 2% 

while the unemployment rate was consistently above 5%. Of course, the rela
onship between economic growth and 

unemployment was stark during the recession, with the oFcial rate of unemployment climbing to about 7% during that 


me when economic growth was nega
ve.  [Note that the eNec
ve rate of unemployment during this 
me climbed 

towards 15% - this is covered later in Box 5.2.].  However, the economic recovery since 2021, as evidenced by economic 

growth climbing above 3%, is consistent with the fall in the rate of unemployment to 3.4% by the middle of 2022.

Secondly, the government is keen to ensure that the rate of growth is suFcient to cater for a con
nually growing 

popula
on.  For example, ignoring the recent period where Australia closed its borders due to COVID-19, Australia’s 

annual popula
on growth had been approximately 1.4%.  This meant that economic growth needed to be at least 

greater than 1.4% in order to avoid a reduc
on in real GDP/GDI per capita.  If real GDP growth falls below popula
on 

growth it will signify that Australians, on average, are materially worse oN than in the previous period. In addi
on, higher 

popula
on growth will also increase the size of the labour force over 
me and make it more diFcult for employment 

growth to have a favourable impact on the unemployment rate.  This is because more of the new jobs will be taken by 

new entrants to the labour force, such as skilled migrants, forcing rates of economic growth to be higher yet again. 

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 examina
on of the quarterly 

growth rates in real GDP and real GDP per capita reveals a less 

Pa<ering story about the economy and material living standards in 

the period up to the recession of 2020.  

Study tip

Real GDP per capita is the most common measure of 
material living standards.  However, it is actually not 
the best measure of our ability to purchase goods and 
services.  This is because GDP does not provide the best 
estimate of ‘income’ over any particular period, unlike 
Gross Domestic Income.  See Activity 5b: [An income 
recession vs a technical recession?]
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Chart 5.5: Real GDP vs real GDP per capita
$

If we ignore the events of 2020, the chart shows that there is a clear correla
on between the two variables, as expected, 

with real GDP per capita falling (i.e. ‘growth’ in real GDP per capita is nega
ve) on those occasions when (quarterly) 

economic growth was nega
ve (i.e. 2008 and 2011).  However, there are an addi
onal Bve periods when real GDP per 

capita also fell (indica
ng lower material living standards) despite the fact that economic growth was posi
ve over the 

same period. [These instances are indicated with a pink dot at 2009, 2015, 2016, 2017 and 2018.]  This means that over 

these periods, economic growth was not high enough to counter the eNects of a rising popula
on, or that growth in the 

economy was lower than popula
on growth, resul
ng in average produc
on per person falling. The data therefore 

clearly indicates that material living standards declined a number of 
mes since 2008 (evidenced by the blue line falling 

and the pink line falling below zero), despite material living standards (as measured by real GDP per capita) rising overall 

between 2008 and 2019.

The huge disrup
on to the economy caused by both the coronavirus and government eNorts to protect the health and 

well-being of Australians dominated the period a5er 2020.  The large 7% reduc
on in real GDP for the June quarter 

resulted in real GDP per capita falling in absolute terms by $1,416 (i.e. an annualised $5,664), highligh
ng that Australians, 

on average, experienced the largest quarterly fall in material living standards since the 1930s.  Since June 2020, the 

economic recovery has resulted in real GDP per capita rising up to $20,525, despite a fall during the middle of 2021.

Consequences if economic growth is too high

By deBni
on, 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 degrada
on to the extent 

that it contributes to a deple
on of natural resources or damage to the environment more generally.  This is par
cularly 

the case if economic growth is not accompanied by advances in technology and/or improvements in produc
vity/

eFciency.  For example, growth in the produc
on of goods and services by 5% each year is likely to lead to the extrac
on 

of natural resources (such as forests and Bsheries) at a rate that cannot be replenished.  Similarly, excessive growth in the 

produc
on of goods and services is more likely to lead to pollu
on 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, con
nuing growth in the level of na
onal spending and real GDP beyond approximately 4% has the poten
al 

to cause a large current account deBcit and growth in net foreign debt (or net foreign liabili
es) to such a level that 

it imposes an unacceptable burden upon future genera
ons of Australians.  [An examina
on 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 inPa
on.  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 inPa
on.  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 

inPa
on.  InPa
on 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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Ac	vity 5b: [Extension] Ac	vity 5b: [Extension] An An income recession vs a technical recession?income recession vs a technical recession?
Up un
l the start of 2020, Australia boasted the enviable record of not recording a ‘technical recession’ (deBned as two 
consecu
ve quarters of nega
ve growth in real GDP) since 1990-91. Even during the global Bnancial crisis (GFC) of 2008-9, the 
annual growth Bgure remained above 1.4%, with nega
ve growth being isolated to the December quarter of 2008 (of -0.5%).  
Up un
l 2020, economic growth rates were generally below the government’s unoFcial target of approximately 3.25%, but they 
were ‘rela
vely’ strong given the economic turmoil experienced around the globe over the same 
me period.  For much of the 

me between 2008 and 2019, Australian governments boasted about the resilience of the economy, highligh
ng the fact that we 
were able to avoid a ‘recession’ when advanced economies, such as the USA, Japan, and the Eurozone all experienced recessions.  

This is where a focus on GDP as a measure of the health in the economy can become a li<le misleading.  A focus on Real Gross 
Domes
c Income (GDI) tells a diNerent story.  Real GDI eNec
vely measures the income we receive from the produc
on and 
sale of goods and services and it reveals that between 2008 and 2019 Australia went backwards on two signiBcant occasions.  
First, real GDI fell, on a year ended basis, over three consecu
ve quarters in 2009 (June, September and December) and second, 
this occurred again for three consecu
ve quarters over 2014-15 (December, March and June).  These periods are shown in the 
chart by the black real GDI line falling below zero.  This means that over these periods, produc
on of goods and services in the 
economy con
nued to grow (i.e. the green real GDP line remained above zero), while incomes earned from that produc
on fell.  
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This means that although the economy grew in terms of the volume of goods and services produced in 2009 and 2015, the 
income we received from those goods and services actually fell.  Accordingly, in 2009 and 2014-15, Australia didn’t have a 
recession if we focus on produc
on, 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.  It is in this respect 
that a focus on GDP (or even GDP per capita) as a measure of material living standards can be misleading.  Given that material 
living standards ul
mately derive from our ability to purchase goods and services, a fall in income (rather than produc
on) is a 
be<er guide as to how our material fortunes have changed.  

But why was there a rela
vely large diNerence between produc
on (GDP) and income (GDI) up un
l 2020, with growth in income 
exceeding produc
on for the bulk of period up to 2011, the reverse occurring up to 2015-16, before income once more exceeding 
produc
on since 2016 – including most of the period since 2020?  The answer lies primarily in the changes in the terms of trade 
(TOT).  During any TOT boom, such as the period up to 2011 and again a5er 2016, rising prices for commodi
es 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 eNect of higher commodity prices.  However, as the saying goes, 
‘what goes around comes around’. Any fall in commodity prices, such as the period 2011-2016, results in lower incomes and 
means that real GDI falls below real GDP.  The rebound in commodity prices since 2016, and in par
cular the huge increases 
experienced over 2021-22, once again has resulted in income (GDI) rising faster than produc
on (GDP), which of course is a factor 
that helped to protect Australian living standards during the COVID-19 pandemic. 

All up, the movements in the TOT have been primarily responsible for the diNerence between real GDP and real GDI.  For the 
period of 
me when the TOT was booming/rising (pre-2011 and again since 2016), the growth in incomes exceeded the growth 
in produc
on and real GDP underes
mated the health of the economy (or the improvement in material living standards). For 
the period of 
me when the TOT was in decline (between 2011 and 2016), the growth in produc
on exceeded the growth in 
income and real GDP overes
mated the health of the economy/material living standards. Of course, if we assume that there is 
no vola
lity in the terms of trade, we can expect a much closer correla
on between the growth in real GDP and real GDI into 
the future.

The large decrease in both indicators during 2020 highlights that Australia experienced both an income recession and a technical 
recession.  The coronavirus induced reduc
on in economic ac
vity was unrelated to changes in the terms of trade, causing both 
real GDP and real GDI to decrease by similar magnitudes.  The resurgence in the terms of trade over 2021-22 has once again 
caused income to rise faster than produc
on which means that the growth in real GDP since the 2020 recession underes
mates 
the growth in Australian living standards over this 
me.
 

Applica	on ques	ons
1. Explain why a rate of growth in real GDP less than 2% might not lead to an increase in material living standards.
2. Dis	nguish real GDP from real GDI.
3. Explain why real GDI fell over 2012 and 2015 when real GDP increased.
4. Dis	nguish a ‘technical recession’ from an ‘income recession’.
5. Discuss whether changes in real GDI are a beQer measure 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 GDI since 2020.  
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Review ques	ons 5.1 - 5.3Review ques	ons 5.1 - 5.3

1. DeBne what is meant by ‘strong and sustainable economic growth,’ referring to inPa
on, external pressures and 

natural resources.

2. Explain what could happen to long term economic growth if growth rates are above 5% or 6% in the short term.

3. Outline the rela
onship between produc
vity growth and sustainable economic growth. 

4. DeBne gross domes
c product (GDP).

5. Dis
nguish nominal GDP from real GDP.

6. Explain why the government is keen to arrive at an es
mate for real GDP instead of relying on nominal GDP.

7. Explain why the ABS seasonally adjusts real GDP Bgures.

8. Describe the diNerent ways of interpre
ng GDP sta
s
cs, focusing on the quarterly, annual and annualised rates 

of growth.

9. Explain how it is possible for Australia to record posi
ve annual growth in real GDP yet record a nega
ve 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 essen
al 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 posi
ve 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 inPa
on.

14. Describe how the coronavirus pandemic of 2020 impacted on real GDP and material living standards.  Use Chart 

5.5 to support your descrip
on.

5.4 Full employment

A deBni	on of employment and unemployment

In every economy, the ‘household’ sector will provide labour resources to the ‘business, government and not for proBt 

sectors.’  It typically involves an exchange between two consen
ng par
es, the outcome of which sees labour input 

being exchanged for some form of income or reward.  In this respect, employment is a key component of economic 

ac
vity 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 sta
s
cal deBni
on of employment is quite 

speciBc.  

To be classiBed 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 remunera
on (such as wages).  To be 

classiBed as ‘unemployed’, one needs to be over 15, without work 

or working for less than one hour per week, and ac
vely looking for 

(more) work.  Based on these ABS deBni
ons, 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 chari
es 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 situa
on where every person that wanted a job is ac
vely 

employed in the economy.  This ideal, however, is rarely achieved in a market-based economy because the most eFcient 

alloca
on of resources may actually require that some unemployment exists at any par
cular 
me – this is some
mes 

called the ‘natural rate of unemployment’ (see below).  Accordingly, full employment is generally regarded as that 

level of unemployment that exists when the government’s economic growth objec
ve is achieved and where cyclical 

unemployment is non-existent.  This means that when the economy is growing at its maximum ‘sustainable’ rate, 

unemployment will be at its lowest point, and the economy will be considered to be at ‘full employment’.  Government 

budget documents reveal that the government’s full employment goal involves the achievement of:

 ‘the maximum sustainable rate of reduc�on in unemployment by li?ing the pace at which economic growth 

can be maintained without running into inGa�onary and external pressures’.  (www.budget.gov.au)

Study tip

While the overriding emphasis in this chapter will be a 
focus on employment as de2ned by the ABS, remember 
that there are many examples of individuals who are 
engaged in ‘non-employment’ pursuits who are no less 
important to the welfare of our country than those who 
are statistically employed.
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There is no magic level or rate of unemployment that is considered to be the ‘full employment rate of unemployment.’  

This is partly because any government is reluctant to set concrete sta
s
cal targets as it sets itself up for cri
cism in the 

event that the target is not achieved.  In addi
on, the structure of the economy typically changes over 
me, causing 

shi5s in what is considered an acceptable rate of unemployment.  To illustrate, an unemployment rate of 5% ten to 

twenty years ago is likely to be more acceptable than a 5% unemployment rate today, given the greater incidence of 

underemployment (see underu
lisa
on rate in Sec
on 5.5) that currently exists in the economy and the fall in the rate 

of unemployment that can be achieved before wages pressures and inPa
on begin to accelerate to unacceptable levels 

(see NAIRU below).  

Typically, when an economy is at its full employment level, this implies that unemployment caused by insuFcient levels 

of AD (i.e. cyclical unemployment) is zero.  Any (natural) unemployment that s
ll exists will ordinarily be made up of 

a combina
on of the following types of unemployment, which will all be inves
gated more thoroughly in Sec
on 5.6.

• Structural unemployment – where the skills of the unemployed do not match the skills required by industry.  

• Seasonal unemployment – where a person is unemployed because their skills are only demanded during certain 


mes of the year.  The most common examples are fruit pickers and ski resort workers.

• Fric	onal unemployment - where a person is unemployed for a period of 
me while they are moving from one 

job to another.  

• Hard core unemployment - where a person is unemployed due to mental, physical or other characteris
cs that 

prevent them from receiving a job oNer.  

 

The government seeks to limit the extent and dura
on of structural unemployment via its use of budgetary policy 

(see Chapter 8) and it tries to minimise the incidence and eNects of ‘hard core’ unemployment. The main type of 

unemployment the government seeks to reduce or eliminate is cyclical unemployment.  This occurs when the economy 

is not opera
ng at its full capacity due to insuFcient aggregate demand, such as during 2020, when the ‘oFcial’ rate of 

unemployment (as opposed to the ‘eNec
ve’ rate of unemployment – see Box 5.2) climbed to 7.5% due primarily to the 

large COVID-19 induced reduc
on in aggregate demand and economic growth.

NAIRU and the natural rate of unemployment

The full employment goal typically involves the a<ainment of the lowest unemployment rate possible before inPa
on 

begins to accelerate.  This is some
mes referred to as the Non Accelera	ng In;a	on 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 s
ll be accompanied by some unemployment.  Indeed, this 

‘natural rate of unemployment’ may be symptoma
c of an eFcient economy, where some levels of unemployment 

actually help to drive more eFcient outcomes over 
me, par
cularly 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 eFciency.  In addi
on, it is equally possible for some individuals to make 

a nega
ve contribu
on to eFciency when they are employed, and it might be in the na
onal best interest that they 

remain unemployed un
l educa
on and training can boost their produc
vity and employability.  

Importantly, the natural rate of unemployment (or full employment) will be determined primarily by the level of long-

term unemployment (i.e. those unemployed for more than one year), who are mostly made up of those suNering from 

either structural unemployment or hard-core unemployment (see below).

Commonwealth Treasury and the RBA previously es
mated 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 es
mates 

downwards. First, Treasury published new NAIRU es
mates in 2019, highligh
ng that NAIRU was closer to 4.5%, but 

more recently the government has revised these es
mates even lower to 4.25% in 2022 as the unemployment rate 

con
nued to decline to very low levels without any discernible increase in wages growth and inPa
on.  Factors in the 

economy that may be contribu
ng to a lower es
mate for NAIRU include the following:

• increasing labour market Pexibility

• growth in casual/part-
me work (due in part to growth in the gig economy)

• rising underemployment

• the reduced bargaining power of workers

• greater compe

ve pressures in product and labour markets

In the presence of these inPuences, the unemployment rate in the economy has been able to fall before labour market 


ghtness sets in and upward pressure is exerted on wages.  In other words, spare capacity in labour markets (or excess 
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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 oNer their labour on digital plaWorms 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 deBni
on of employed despite working rela
vely few hours.  This ul
mately allows the rate of unemployment to fall 

further (i.e. structural unemployment falls) without any addi
onal pressure on wages.  

The rela
onship between the rate of unemployment and inPa
on over 2022 suggests that the NAIRU is at least 4.25% 

(see Ac
vity 5c).  However, given the absence of any signiBcant wages growth over the course of 2022 (in fact real wages 

growth was nega
ve) when the unemployment rate fell to 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 es
mates are 

typically backward looking given that they rely on the rela
onship between past rates of unemployment and wage/

inPa
on outcomes.

Ac	vity 5c: Ac	vity 5c: Economic implica	ons of a changing NAIRUEconomic implica	ons of a changing NAIRU? ? 
The following is an edited extract from the March 2022-3 Budget. 

The Non-Accelera
ng InPa
on Rate of Unemployment (NAIRU) represents the level of the unemployment rate associated with 
stable [i.e. non-accelera
ng] growth in wages and prices. The diNerence between the NAIRU and the unemployment rate is 
one measure of how much spare capacity there is in the labour 
market and economy. The NAIRU assump
on underpinning the 
economic forecasts in this Budget is 4¼ per cent.  Treasury has 
previously assumed the NAIRU to be 4¾ per cent, based on 
historical economic data and econometric analysis.  However, the 
unemployment rate has fallen faster and lower than previously 
expected, without genera
ng substan
al wage increases. 

The underlying level of spare capacity and underemployment 
present in the economy may not have been captured in the 
previous NAIRU assump
on. Addi
onally, structural changes 
may have altered the wage and price se@ng dynamics in a way 
which was not fully rePected in earlier es
mates. [For example, 
less secure forms of employment and the declining inPuence of 
trade unions may have reduced the ability or capacity of workers 
to achieve pay increases during 
mes of strong labour demand.]

One way to understand the inPuence of the NAIRU on the 
forecasts is through a concept known as the Phillips curve. It 
explains the trade-oN between the unemployment rate and stable wages or inPa
on. 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 assump
on has on the [budget] forecasts [for wages growth 
and inPa
on]. One scenario has a higher NAIRU of 4¾ per cent and the other a lower NAIRU of 3¾ per cent (Chart 2.21). 
The scenarios hold the unemployment rate at the Budget forecast to illustrate the impact on wages and prices. As illustra
ve 
scenarios, these results assume there is no change in monetary policy that would oNset some of these price changes. 

With the lower NAIRU assump
on of 3¾ per cent, there is more spare capacity in the labour market compared to the Budget 
forecast. This reduces annual wages growth to be ½ of a percentage point lower in 2022-23 and ¾ of a percentage point lower in 
2023-24. Over 
me lower wages growth leads to lower consumer price inPa
on, as Brm costs are passed on to consumer prices. 
CPI growth in the scenario is ¼ of a percentage point lower in 2022-23 and ½ of a percentage point lower in 2023-24. In the June 
quarter of 2024, through the year growth in both wages and CPI is [forecast to be] 2½ per cent. A higher NAIRU of 4¾ 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 3¼ 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 assump
on, it will take 
me for 
ghtening labour market 
condi
ons to become a key driver of inPa
on. The large degree of uncertainty around technical es
mates of the NAIRU suggests 
a degree of cau
on is required in framing Bscal and monetary policy. Overes
ma
ng the NAIRU could see policy 
ghten 
prematurely and prevent Australia from a<aining the goal of full employment. Source: www.budget.gov.au BP No. 1, Statement 2, page 60

 Ques	ons
1. DeBne NAIRU.
2. Iden	fy the rate of unemployment that is ‘currently’ considered to be consistent with NAIRU.
3. Describe how NAIRU could be used by policymakers to determine how much spare capacity exists in labour markets.
4. Explain why Treasury is likely to have reduced its es	mate of the NAIRU over 	me.
5. Explain the rela	onship between unemployment and wages/in;a	on as described by the Phillips curve.  
6. Draw a [Phillips curve] diagram to illustrate the rela	onship described in Ques	on 5, with in;a	on on the Y (ver	cal) axis 

the unemployment rate on the X (horizontal) axis.
7. Analyse whether the Phillips curve, as drawn in the diagram from ques	on 6, can theore	cally extend below the X axis.
8. Explain the impact that a lower NAIRU assump	on [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.
9. Explain what might happen in the economy if the government aQempts to expand the economy and achieve an 

unemployment rate that is below the NAIRU. Dis	nguish the short run impact from the long run impact.
10. Discuss the implica	ons for policy makers in the event that NAIRU is overes	mated.  
11. Discuss the implica	ons for policy makers in the event that NAIRU is underes	mated.    
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Box 5.1 Box 5.1 The Phillips curveThe Phillips curve

The Phillips curve depicts the rela
vely short run rela
onship or trade-
oN that some
mes exists between inPa
on and unemployment.  When 
inPa
on increases in response to pressures from a growing economy, it is 
usually associated with lower unemployment.  Accordingly, government 
eNorts to reduce cyclical unemployment via demand management tools 
(e.g. by increasing interest rates to reduce AD) typically results in inPa
onary 
pressure.  In contrast, lower inPa
on 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 eNorts by governments to 
reduce inPa
on (e.g. by increasing interest rates to reduce AD) will then have 
the poten
al to increase unemployment and jeopardise the achievement of 
full employment.  This rela
onship that is captured by the Phillips curve has 
important implica
ons 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 stagPa
on, where low 
economic growth and high unemployment exist alongside high rates of inPa
on.  Similarly, it cannot account for 
more ideal economic condi
ons where high economic growth and low unemployment occur alongside low rates 
of inPa
on.  Con
nual eNorts by governments to exploit the ‘trade oN’ between inPa
on and unemployment 
result in a ver
cal long run Phillips curve, but this is beyond the scope of the VCE course.

Review ques	ons 5.4Review ques	ons 5.4

1. DeBne the terms ‘employment’ and ‘full employment’.

2. Explain what is required for a person to be classiBed as ‘unemployed’ according to the ABS deBni
on.

3. DeBne the ‘non accelera
ng inPa
on rate of unemployment.’

4. Describe one reason that might explain the fall in the NAIRU es
mate from 5% to 4.25%.

5. Describe the rela
onship that is likely to exist between inPa
on and unemployment.

6. Explain what is meant by the ‘natural rate of unemployment.’

5.5  Labour force measurement

The ABS collects labour force sta
s
cs via its monthly Labour Force Survey.  It surveys approximately 0.32% of the civilian 

popula
on (which includes 26,000 houses, Pats, etc.) and ascertains the ‘employment status’ of those surveyed.  From 

these results, it ‘extrapolates’ the Bgures to arrive at labour force 

sta
s
cs that are typically representa
ve for the en
re country.  To 

be classiBed as employed, a person must be over 15 years of age 

and working for more than one hour per week.  To be classiBed as 

unemployed, a person must be over 15, without employment (or 

working less than one hour per week) and ac
vely looking for work.

From the July 2022 Bgures, the ABS calculated that the total civilian 

popula
on of working age (i.e. over the age of 15) amounted to 

21,128,297.  We can separate this working age popula
on into the 

following three categories: 

A. Employed persons       13,558,364

B. Unemployed persons                  473,647

C. Persons not in the labour force but of working age (over 15)        7,096,286 

The ABS deBnes 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 Bnd a job).  Accordingly, (A) + (B) represent the labour force.  As at July 2022, the size of the labour force was 

14,032,011 people, made up of 13,558,364 employed and 473,647 unemployed.

Study tip

The ABS de2nitions for employment and unemployment 
are slightly more involved as they a3empt to account 
for a number of particular circumstances a�ecting 
those people interviewed by ABS surveyors, such as 
those workers on strike.  Knowledge of these intricacies 
is not required for you to develop an understanding of 
‘full employment’ and the policy implications that will 
be covered in later chapters.
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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:

 B    

  A + B
X 100/1

Unemployed

Employed + unemployed
X 100/1

Unemployed

        Labour force
X 100/1

                             
              473,647 

14,032,011
X 100/1

U/E rate for month of July 2022  =

                [original figures]  

  =  

  =  

  =  

3.4%=

This means that during July 2022, 

3.4% of all Australian civilians who 

were able and willing to work, were 

unsuccessful in gaining employment

The par�cipa�on rate

The par
cipa
on rate is deBned as the percentage of the total ‘working age’ popula
on (over 15) who are members 

of the labour force - who are par
cipa
ng in the sense of either working or willing and able to start work, and ac
vely 

seeking work.  The working age popula
on is A+B+C (21,128,297 people) and it really represents Australia’s ‘poten
al’ 

labour force.  Accordingly, the labour force par
cipa
on rate tells us what propor
on of our poten	al labour force is 

actually in the labour force.

The par
cipa
on rate is therefore 66.4% as at July 2022 and was calculated as follows:

A + B    

  A + B + C
X 100/1

Labour force    

Working age population
X 100/1

13,558,364 + 473,647 + 7,096,286

13,558,364 + 473,647

14,032,011

21,128,297

X 100/1

PR for month of July 2022  

66.4%

=

=

This means that during July 2022, 

66.4% 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, 66.4% of our potential

labour force were members of the actual

labour force.

=

=

=
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Hidden unemployment – discouraged job seekers

There are a group of poten
al workers who are not classiBed as members of 

the labour force despite the fact they would like to work and would accept a 

job oNer.  They are excluded from unemployment sta
s
cs because they have 

become discouraged about their job prospects and are not ac
vely seeking 

employment.  In this respect they are referred to as ‘discouraged job seekers’ 

or the ‘hidden unemployed’.  Typically, people in this situa
on include those 

who are considered too old by employers, those lacking necessary skills (e.g. 

those who ini
ally became structurally unemployed before they stopped 

looking for work) and those who consider that labour market condi
ons 

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 oFcial rate of 

unemployment, as well of the ‘eNec
ve rate of unemployment’ (See Box 5.2). 

Box 5.2 Box 5.2 ‘OFcial’ vs ‘eNec
ve’ rate of unemployment during COVID-19‘OFcial’ vs ‘eNec
ve’ rate of unemployment during COVID-19

During 2020, the impact of the COVID-19 induced recession on labour markets was signiBcant.  The demand 
for labour fell signiBcantly as many businesses were forced to close or reduce opera
ng hours.  However, one 
of the government responses to the disrup
on was the delivery of Bscal support in the form of a wage subsidy 
given to employers – referred to as the JobKeeper program (see Chapter 8).  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 eNec
vely paid 
for some (or all) of the wages of their employees, regardless of the number of hours worked.  This resulted in 
many employees con
nuing to receive wages despite the fact that some of them worked zero hours.  The eNect 
on labour force sta
s
cs of con
nuing to pay workers while they work zero hours was signiBcant.  It meant that 
these workers retained the status of being employed and resulted in the oFcial rate of unemployment being kept 
lower than otherwise. 

To provide a more realis
c indica
on of how the economic downturn was aNec
ng ‘unemployment’, the Treasury 
Department started to produced a sta
s
c that focused on the ‘eNec
ve rate of unemployment’.  This was 
deBned as unemployment that includes those who have recently withdrawn from the labour force (i.e. those 
entering the pool of ‘hidden unemployed’) and those s
ll connected to their employer but working zero hours.  
For example, in tes
mony to the July 2020 Senate Select Commi<ee on COVID-19, the secretary to the Treasury 
highlighted that the eNec
ve rate of unemployment for the months of April, May and June was approximately 
15%, 14%, and 11% respec
vely, when the oFcial rate of unemployment for those same months was 6.9%, 7.3%, 
and 7.4% respec
vely. 

While the eNec
ve rate of unemployment eventually fell towards the oFcial rate of unemployment, there was 
considerable anxiety about the plight of the ‘unemployed’ leading into 2021, as the government progressively 
withdrew its s
mulus measures, such as the JobKeeper program.  Many feared that the oFcial unemployment 
rate would increase towards 10% as some businesses would be forced to close in the absence of con
nuing 
government support.  This did not eventuate, however, as the demand for labour and employment was s
mulated 
by expansionary monetary and budgetary policies, as well as the huge boost in Australian terms of trade.

Underemployment and the underu�lisa�on rate

Unemployment Bgures 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 classiBed as 

employed, but who are at least partly ‘unemployed’ in the sense that they would prefer to be working more hours. 

It is important to understand the diNerence between these workers and those people considered the ‘hidden unemployed’ 

- the discouraged job seekers referred to in the previous sec
on. They were the poten
al job seekers who were no longer 

ac
vely seeking employment, usually because of poor labour market condi
ons. However, underemployed workers are 

very diNerent. This measure will typically include those individuals who are working part-
me (or casually) when they 

prefer to work full-
me (more than 35 hours per week).  Alterna
vely, they may be underemployed because their 

employer is opera
ng below full capacity due to a downturn in economic ac
vity, such as the economic downturn over 

2020-21.  

In July 2022, there were an es
mated 840,009 people who were underemployed, compared to 473,647 people who were 

unemployed for the same period.  These Bgures taken together represent the number of people who are ‘underu	lised’ 

as a percentage of the poten
al labour force, represented by an underu
lisa
on rate of 9.4%.  This has been calculated 

as follows:
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473,647 + 840,009  

14,032,011
X 100/1

9.4%

This means that during July 2022, 

there were 1.3 million Australians

( or 9.4% of the labour force) who 

were underutilised in the sense that 

they  were either without work or 

wanted to work more hours 

=

=

=

=

=

Underutilisation rate

        (July 2022)                            

Unemployed  + Underemployed

Unemployment rate  + underemployment rate

3.4% + 6.0%

9.4%

Labour force
X 100/1=

OR

The existence of underemployment of over 1 million people in Australia highlights a real shortcoming of the 

government’s focus on unemployment sta
s
cs as a measure of its success in managing the economy or achieving ‘full 

employment’.  The increase in the use of casual and part-
me labour (e.g. the casualisa
on of the labour force) rePects 

the increased Pexibility within labour markets, as well as the 

ongoing digitalisa
on of the economy (as discussed earlier 

in the context of NAIRU) with people increasingly being able 

to oNer 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 posi
on of accep
ng casual or part-
me employment when 

full-
me employment was the preferred op
on. In this respect, 

the very low rate of unemployment underes
mates the extent 

of labour market spare capacity that is likely and overstates 

the success of government eNorts to achieve full employment.  

This relates to a falling NAIRU as discussed earlier.

The recession experienced in Australia during 2020, and its impact on labour market sta
s
cs, further highlights 

how a focus on unemployment sta
s
cs alone can be misleading.  Chart 5.6 below shows the correla
on between 

unemployment, underemployment and the underu
lisa
on rate over the past four years.  Over the Brst half of 2020, the 

unemployment rate only rose from approximately 5.1% to 7.5%, when the economy experienced the largest economic 

contrac
on since the 1930s.  A far more useful indicator of the labour market impact at the 
me was the movement 

in the underemployment rate, which increased from 8.2% to 13.8%, or the underu
lisa
on rate, which increased from 

13.3% to 20.1%.  
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Chart 5.6  
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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 isola
on, with the underemployment/underu
lisa
on rates providing a more useful guide, in 

addi
on to other data, such as hours worked and job vacancies. 

The 2020 sta
s
cs highlight 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 incen
ve to retain workers on their books during the 2020 recession (see Box 5.2), the steep rise in 

the underemployment rate rela
ve to the unemployment rate, as seen in the chart, is not an unfamiliar 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 disincen
ve.  As the economy 

recovered over 2021-22, the underemployment rate fell more quickly than unemployment rate because the increased 

demand for labour by many businesses was sa
sBed Brst by the exis
ng ‘underu
lised’ workforce.  For example, the 

growth in output resulted in businesses asking workers to work more hours, which reduces underemployment and 

the underu
lisa
on rate.  Of course, as the economic recovery gained increasing momentum, more and more of the 

increased demand for labour was being sa
sBed by the employment of addi
onal workers, which helped to reduce the 

unemployment rate to 3.4% by July 2022.

Overall, the underu
lisa
on rate provides a be<er indicator of the state of the labour market.  In par
cular, 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 implica
ons for employment, wages and inPa
on.   

Rela�onship between par�cipa�on and unemployment rates

When examining the rela
onship between the par	cipa	on rate and the unemployment rate, it is necessary to 

focus on how a change in the par
cipa
on rate can impact on the unemployment rate and then how a change in the 

unemployment rate can impact on the par
cipa
on rate.  

On the one hand, an increase in the par
cipa
on 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 classiBed as ‘unemployed’ un
l they Bnd 

work.  Over the longer term, however, a higher par
cipa
on rate can lead to a reduc
on in the unemployment rate.  

This is because a higher par
cipa
on rate usually rePects a growing labour force, which means that the labour supply 

increases, exer
ng downward pressure on wages (as there is greater compe

on for jobs) and/or upward pressure 

on labour produc	vity (as a bigger labour supply can force workers to increase eNort).  As a result, these factors can 

increase the demand for labour, crea
ng addi
onal employment and reducing the unemployment rate.

On the other hand, a decrease in the unemployment rate is likely to induce a rise in the par
cipa
on rate.  This is 

because some job seekers become encouraged about the prospects of Bnding work and enter the labour force.  In other 

words, workers who were previously classiBed as ‘discouraged job seekers’ (or hidden unemployed) are now more 

likely to seek employment as the likelihood of success is greater.  These rela
onships are highlighted in  Chart 5.7 below.
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Chart 5.7 Participation and unemployment rates since 2010 (seas adj)

Participation rate (LHS)

Unemployment rate (RHS)

Approximate NAIRU/FE range

Between 2017 and 2020, the unemployment rate trended down to approximately 5%, while the par
cipa
on rate 

trended up to approximately 66%.  This increase in the par
cipa
on rate is at least partly a<ributable to the fall in the 
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unemployment rate (as discouraged workers re-entered the labour market), but it is also a<ributable to the eNects of 

deliberate a<empts by governments to increase the size of the labour force.  This includes policy ini
a
ves such as 

an increase in the re
rement age, increased funding for child care and subsidies to employers taking on older (50+) 

Australians (See recent Budgetary Policy ini
a
ves in Chapter 8 and Aggregate Supply ini
a
ves in Chapter 10).

However, the economic contrac
on during 2020 saw large changes in both the unemployment rate and the par
cipa
on 

rate as labour market condi
ons deteriorated signiBcantly.  As highlighted earlier, the oFcial unemployment rate climbed 

above 7% [while the eNec
ve rate of unemployment climbed towards 15% - see Box 5.2] as the demand for labour 

decreased in response to lower aggregate demand and produc
on 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 

par
cipa
on rate to 62.6% by May 2020.  However, it was compounded by the 

fact that many people who lost their jobs during this 
me did not search for 

a new job because social distancing/quaran
ning/lockdowns made it either 

diFcult or impossible for people to remain engaged in the labour force.  In 

addi
on, the federal government introduced a temporary relaxa
on of the job 

search requirements that are ordinarily 
ed to the receipt of unemployment 

beneBts.  This caused a large-scale exodus from the labour market, reducing 

the par
cipa
on rate signiBcantly and preven
ng the ‘oFcial’ unemployment 

rate from climbing towards 10%.

The rebound in the par
cipa
on rate since then, to 66.4% by July 2022 partly 

rePects the reinstatement of the mutual obliga
ons requirement for job 

seekers (to ac
vely look for work).  In addi
on, it rePects a return of some 

degree of op
mism following the con
nuing federal and state government 

Bscal s
mulus programs, combined with monetary policy support (see 

Chapters 8 and 9) that helped to support aggregate demand, economic growth and the demand for labour.  The fall in 

the unemployment rate to very low levels since then is once again likely to be a key contribu
ng factor behind the large 

growth in the par
cipa
on rate.   

The fall in the par
cipa
on rate and rise in the unemployment rate during the la<er part of 2021 largely rePects the 

eNects of COVID-19 lockdowns in some states (e.g. Victoria and NSW).  As many people stopped looking for work, it 

caused the par
cipa
on rate to decrease and the unemployment rate to fall over 2020-21.  This highlights the short 

term rela
onship between the par
cipa
on rate and the unemployment rate that was referred to earlier, with decreases 

in the par
cipa
on rate triggering a short term sta
s
cal fall in the unemployment rate as the exit of people from the 

labour force (or more speciBcally from the pool of unemployed) causes the number of unemployed to fall as a propor
on 

of the labour force.  However, once the lockdowns ended in October 2021, people re-entered the labour force, causing 

the par
cipa
on rate to rise and the unemployment rate to temporarily increase (as there are more people looking for 

work which inPates the number of unemployed people as a percentage of the labour force).   

Review ques	ons 5.5Review ques	ons 5.5

1. Dis
nguish the unemployment rate from the par
cipa
on rate.

2. DeBne hidden unemployment and dis
nguish it from underemployment.

3. Explain why the existence of ‘discouraged job seekers’ makes ‘unemployment’ sta
s
cs misleading.

4. Refer to Box 5.2 and explain why the ‘oFcial’ rate of unemployment did not climb above 7.4% during the Brst half 

of 2020 when the economy experienced its largest decline since the 1930s.

5. DeBne the underu
lisa
on rate and explain the diNerence between underemployed and underu
lised 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. DeBne ‘casualisa
on of the labour force’ and outline how it can make unemployment sta
s
cs less relevant than 

the underu
lisa
on rate.

10. Discuss how a large rise in the par
cipa
on rate may impact on the unemployment rate.  Dis
nguish the short and 

long term impacts.

11. Discuss how a large fall in the unemployment rate is likely to impact on the par
cipa
on rate.

12. Explain how the ending of COVID-19 lockdowns in October 2021 inPuenced the par
cipa
on rate and the 

unemployment rate. 
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Ac	vity 5d: CAc	vity 5d: Calcula	on exercisealcula	on exercise [Labour force sta
s
cs] [Labour force sta
s
cs]
From the following hypothe
cal labour force sta
s
cs, complete the tasks below. (Show your calcula	ons and 

beware - not all of the Bgures in the table are required for the answers!)

Labour Force sta	s	cs/data  (hypothe	cal)Labour Force sta	s	cs/data  (hypothe	cal)

Item/category Item/category Numbers (000)Numbers (000)

Popula	on aged over 15 200,000

Labour force 150,000

Employed people full-	me   100,000

Employed people part 	me and casual   35,000

Part 	me/casual workers wan	ng more work 

(included in the 35,000)

    4,000

People who would love to work but have 
stopped looking 

  3,000

UnBlled vacancies     6,000

Unemployed people   15,000

Ques	ons/tasks:
1. Calculate the unemployment rate.
2. Calculate the par	cipa	on rate.
3. Calculate the underu	lisa	on rate.
4. Calculate the number of people of a working age who are neither employed nor unemployed.
5. Iden	fy the number of persons who are classiBed 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 par	cipa	on rate.

Ac	vity 5e: True or False exerciseAc	vity 5e: True or False exercise [Labour force] [Labour force]  
Answer true (T) or (F) to the following statements:

StatementStatement TT FF

An increase in employment will always result in a decrease in the unemployment rate

An increase in immigra
on will cause the par
cipa
on rate to rise

An increase in the pension age to 67 will cause the par
cipa
on rate to fall

Anne Teak, an experienced school teacher, injured her back at work a5er slipping on a wet path.  She has 
been home recupera
ng for 5 weeks and is therefore unemployed

The ‘discouraged worker’ eNect refers to those workers in the workforce who are working below poten
al 
due to dissa
sfac
on with their job

Unemployment will usually peak during a boom in economic ac
vity

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 par
cipa
on rate 

Hidden unemployment and disguised unemployment are the same thing

The underu
lisa
on rate will usually be below the unemployment rate
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Ac	vity 5f: CAc	vity 5f: ClassiBca	on exerciselassiBca	on exercise [Labour force] [Labour force]
Categorise each of the following persons as either employed(E), unemployed (U) or not part of the labour force (N).

Descrip	onDescrip	on EE UU NN

Syd Dowen, a proud father of 7, has been desperately trying to Bnd work and refuses to accept 
social security payments (e.g. unemployment beneBts)

Bill Loni is a full-
me student who is looking for a part-
me job

Ima Hogg has been disciplined by his employer, Hungry Jack, for ea
ng a few too many hamburgers 
during his shi5.  His hours have been reduced from 40 per month to two hours per month

Anita Li<le 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 be<er wages 
and condi
ons 

Dick Tate is an English teacher at a private school who was promoted to the Commerce Faculty in 
search of greater pres
ge and the coolest faculty members

Gladys Canby won Ta<slo<o with her friend Jack Po< and has simply not turned up to work for 3 
months.  Her American boss, Doris Shu<, has laid her oN

Joe King is a Melbourne comedian who has not had a gig for several months.  He con
nues 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 qualiBed funeral director who sent her Bnal job applica
on 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 pre<y 
much dead

5.6 Causes and types of unemployment

When deBning unemployment in Sec
on 5.4 earlier, we introduced a number of diNerent types of unemployment, such 

as cyclical unemployment and structural unemployment.  In this sec
on, 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 insuFcient levels or growth in aggregate demand (cyclical unemployment).  Second, 

unemployment caused by structural, seasonal, fric
onal and hard-core factors, which is o5en 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 Sta
s
cs likes to break up aggregate demand into a number of 

components.  This helps economists and researchers to isolate changes in spending pa<erns and the informa
on can be 

used to develop policy ini
a
ves. As was explained previously, the AD equa
on is:

AD = C + I + G + X - M

C    =  Consumption demand

I    =  Investment demand

G   =  Government demand

X    =  Exports

M  =  Imports
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What is the rela	onship 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 produc
on targets for 

future periods will be reduced. Lower sales and provision of services will mean that producers will need less labour in 

the produc
on 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 of Employment, Interest and Money, 

suggested that the eNects of a decrease in demand in one sec
on of the economy could have ripple eNects through the 

rest of the economy. [This was explained in Chapter 4.] He described this as the mul	plier eHect, which can be both 

posi
ve and nega
ve. If there is a decrease in consumer conBdence for example, households may choose to save a 

greater por
on 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 no
ce a decline in business 

ac
vity and look to reduce produc
on 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 ini
ate another round of decreased spending, and the ini
al eNect is mul
plied 

throughout diNerent sectors of the economy.

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, conBdence and AD decrease signiBcantly and 

the unemployment rate rises sharply. Unemployment during the Great Depression, for example, was es
mated 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 ‘eNec
ve rate of unemployment’ almost 

reached 15% in April 2020.

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 inPuenced 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 aNec
ng AD were covered in a theore
cal se@ng 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 con2dence (sen�ment)

Consumer conBdence aims to measure the general feeling of posi
vity or 

nega
vity about the future state of the economy. Households will tune 

into the informa
on contained in the media and make an assessment 

about their future employment prospects and whether they are likely 

to gain a pay rise. If sen
ment decreases this means that consumers 

may become more cau
ous with their income. It is reasonable to 

expect that during periods of low consumer conBdence, such as during 

the recession of 2020, that households will save a greater por
on 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 na
ons. If 

a major trading partner such as China had a reduc
on in its rate of economic growth, this mean that the growth 

in demand for Australian exports would also decrease. China’s con
nuing growth up un
l 2020 was one of major 

reasons why Australia’s rate of economic growth remained posi
ve during periods when other advanced economies 

(such as the USA, Japan and the Eurozone) were in decline following the global Bnancial 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 

Pow on eNects for investment and produc
on. It meant that incomes from mining increased, which eventually 

Powed into other sectors in the economy via the mul
plier eNect. As explained earlier, as AD increases, this can 

cause cyclical unemployment to decrease.
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Interest rates

Interest rates represent the rewards from lending (saving) and the costs of borrowing. Indebted households are 

very sensi
ve to changes in interest rates. Most households have home loans with variable interest rates, which 

essen
ally means that the interest rate charged by their lending ins
tu
on can change at any 
me. 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 le5 over a5er paying their bills has decreased.  This amount le5 over is some
mes called 

discre	onary income. A decrease in discre
onary income is likely to lead to a decrease in spending on goods and 

services. Interest rates in Australia are heavily inPuenced by the Reserve Bank of Australia’s monthly board mee
ng 

(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 have a nega
ve eNect 

on 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 inPuence on the demand for Australian-made goods and services because it aNects 

rela
ve prices. Whenever an Australian business sells a good or service they generally want to be paid in Australian 

dollars. An apprecia
on 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 

rela
vely more expensive when compared to foreign made goods and services. This could mean a decrease in the 

demand for exports and/or an increase in demand of imports to replace the Australian-made products which are 

now rela
vely more expensive. For example, a high Australian dollar reduces the incen
ve for foreigners to visit 

Australia for a holiday and at the same 
me 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.

Natural unemployment

As discussed earlier, there will con
nue to be unemployment even during 
mes of strong AD, when there is an absence 

of cyclical unemployment. This ‘natural’ unemployment arises in the economy due to structural, seasonal, fric
onal and 

hard-core factors.

Unemployment caused by structural changes - structural unemployment

There can s
ll be a rela
vely high unemployment rate even when there is strong demand in the economy. Prior to the 

global Bnancial crisis, the Australian economy experienced 17 years of posi
ve, 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 
me there 

were s
ll approximately half a million Australians who could not Bnd 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 Bll the vacant posi
ons. 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.

• The implementa
on of new capital and technology which render 

the skills of some workers obsolete. Over 
me, many occupa
ons 

have disappeared because inventors have created capital which 

can complete the work more eFciently (and cheaper) than labour 

resources. For example, robo
cs caused structural unemployment in 

the motor vehicle manufacturing sector and ATMs/internet banking 

has caused structural unemployment in the banking industry.  

Ar
Bcial intelligence (AI) is also crea
ng structural unemployment as 

machines become increasingly adept at replica
ng some cogni
ve 

func
ons of humans.  This includes self-driving vehicle technologies 

replacing professional drivers (e.g. at Australian mines), advanced 

drone technologies replacing couriers, and improved telecommunica
ons technologies replacing recep
onists 

and telemarketers. 

• Changing pa<erns 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 
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be necessary and this will take 
me, 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 tradi
onal store retailing has caused structural unemployment in the retail 

sector.

• The increased use of outsourcing can cause structural 

unemployment, especially if businesses relocate their core 

prac
ces to another country. This has been par
cularly 

evident in the Australian manufacturing sector, with 

many jobs in the tex
le, clothing and footwear sector 

disappearing as Brms have outsourced ac
vi
es to 

lower cost oNshore suppliers. Similarly, many Australian 

businesses have outsourced their informa
on 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 

frac
on of the cost.  Those Australian workers previously 

with skills in these areas have therefore become structurally 

unemployed.  

• Structural unemployment can also be caused by business restructuring that ordinarily occurs in a dynamic 

capitalist economy like Australia’s.  Businesses will con
nually search for be<er or more eFcient ways of 

producing goods and services in order to reduce costs, and this can some
mes 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.

• 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 priva
sa
on and corpora
sa
on 

of Government Business Enterprises (GBEs) that occurred in the past (e.g. in the telecommunica
ons and 

energy sectors) had las
ng impacts on structural unemployment.  To the extent that there are calls for further 

microeconomic reforms in the future, including the con
nua
on of trade liberalisa
on and the possibility of 

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 oNer some hours of work on digital 

plaWorms, such as Uber.  To the extent that this is occurring in the economy, it serves to underes
mate the true extent 

of structural unemployment.

Fric�onal unemployment

Economists don’t worry too much about fric	onal unemployment. It is caused when a person has le5 or Bnished a job 

and has yet to Bnd a new job. In some ways it can be seen as the product of an eFcient economy, as workers are seeking 

be<er opportuni
es in growing industries. Fric
onal unemployment can also be common for those in the construc
on 

industry whose employment may be disjointed because it is project based. Contractors may also experience short 

periods of fric
onal unemployment when they are between jobs.

Seasonal unemployment

Seasonal unemployment occurs for those workers whose skills are not in demand at certain 
mes of the year. There 

are certain professions where economic ac
vity is limited to a 

period of the year, and therefore for the rest of the year they may 

be unemployed. Therefore, seasonal unemployment may aNect fruit 

pickers, ski-instructors and tourist operators. Seasonal unemployment 

can also increase at the end of the school/university year as there is 

an inPux of graduates who are all looking for work simultaneously.

Hard-core unemployment

Hard-core unemployment is generally caused by individual 

characteris
cs 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, a 

drug addic
on, a mental illness, a physical disability or lack of desire to genuinely seek work. This Bnal characteris
c may 

Study tip

A knowledge of both hard-core and seasonal 
unemployment is no longer required knowledge 
in the current (2023-27) Study Design.  They have 
been included here to provide students with further 
examples of types of unemployment that will ordinarily 
exist when the economy is at ‘full employment’.
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result in people registered for Centrelink beneBts looking for jobs they know they won’t get in order to meet Centrelink 

requirements that they ac
vely seek work in order to retain their beneBt.

Review ques	ons 5.6Review ques	ons 5.6
1. DeBne aggregate demand (AD) and in your answer summarise the key components of AD.

2. Explain how a reduc
on in AD is related to cyclical unemployment. In your answer, refer to the mul
plier eNect.

3. Describe the rela
onship between the business cycle and cyclical unemployment.

4. 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 aNected:

• lower consumer conBdence

• weak growth in our major trading partners

• higher interest rates

• higher exchange rate

5. Explain why unemployment can s
ll exist in an economy despite periods of strong rates of economic growth. In 

your answer refer to natural unemployment.

6. Describe Bve factors that can account for the existence of structural unemployment in Australia.

7. Dis
nguish structural unemployment from fric
onal unemployment.

Ac	vity 5g: Ac	vity 5g: Types of unemploymentTypes of unemployment
Iden
fy the type of unemployment applicable to each situa
on below.  You must select from Cyclical (C), Structural (S), Seasonal 
(SL), Fric
onal (F), Hard Core (HC) as well as Hidden(HD) and Disguised unemployment (D).

Descrip	onDescrip	on CC SS SLSL FF HCHC HDHD DD

Gary is a sheep farmer and shearer but is Bnding it very diFcult to get shearing work since 
synthe
c materials are now in such high demand compared with wool.

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 ge@ng stressed over working long hours and receiving average 
pay. He would rather live on unemployment beneBts.

Due to the global Bnancial crisis (GFC), the Brm Cam works for lost proBts due to falling demand 
and falling consumer conBdence. It has had to downsize and Cam lost his job.

Louisa works for a government business enterprise (GBE) that has just been priva
sed. The 
company will retrench many workers and Louisa will lose her job.

Barbara is an accountant and a5er 10 years with one major accoun
ng Brm, she has le5 to look 
for work with another accoun
ng Brm. She has been looking for work for four weeks.

With the Australian dollar apprecia
ng so much, the domes
c 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 tariNs on imported cars and less 
government subsidies to domes
c 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 oN, she Bnds it diFcult to keep 
jobs.

Yasmina works for a Brm that has invested a lot of money  in automa
ng its assembly line, and, 
as a consequence, he has lost his factory job and is no longer needed on the factory Poor.

Dusty has been working part-
me as a cabaret singer but would like a full-
me 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 ac
vely looking for work, including having her 
name listed with a recruitment company.

High interest rates in Australia have had a nega
ve impact on business costs. As a result, Frida’s 
Brm sacked her.

George has a criminal convic
on and has spent 
me in jail. With a limited educa
on and a 
criminal record, he Bnds 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 domes�c product (GDP)

The pursuit of full employment helps to avoid the real economic losses associated with unemployment in terms of 

lost produc	on or output.  With greater employment and lower unemployment, there are mul	plier beneBts to the 

economy in terms of higher incomes earned being spent on goods and services which then creates addi
onal employment 

opportuni
es and income genera
on over 
me.  In this respect, high unemployment makes it more diFcult to achieve 

strong rates of economic growth that are necessary  to achieve growth in (material) living standards over 
me, as 

measured by real GDP (or real GDI) per capita.

Unemployment also means that valuable labour resources are not being u
lised in the produc
on process and therefore 

the country is not opera
ng at its produc
ve capacity. Accordingly, as the unemployment rate grows, par
cularly long 

term or structural unemployment, the loss of skills over 
me will have nega
ve supply side eNects 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 oNse@ng supply side beneBts 

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 rela
vely low and excess supply 

of labour will exist across many industries and occupa
ons.  This can both 

increase labour produc
vity 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 eNect is to reduce real unit 

labour costs for businesses,  which helps to reduce prices (or inPa
on), boost 

compe

veness and s
mulate both AD and real GDP.   Similarly, Brms will 

tend to face reduced wage demands from workers (and their unions) who 

have less economic bargaining strength when unemployment rates are high.  

These inPuences are likely to result in less industrial disputa	on (e.g. fewer 

strikes) and higher produc
vity, once more triggering inPa
onary pressure 

and causing longer term damage to the Australian economy.

Loss of tax revenue

Higher unemployment rates will also have a nega
ve 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 educa
on, health, defence and na
onal security which all 

help to improve the living standards of other Australians. In addi
on, the government will be required to spend more 

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 deBcit (or smaller surplus) unless the 

government decides to raise tax rates.   These measures will have nega
ve eNects on economic growth and further 

compromise living standards because higher deBcits result in more government debt which nega
vely impacts on the 

government’s interest burden as well as interest rates in the economy more generally. These are precisely the issues 

faced by the Australian economy and Australian governments during 2020, with the coronavirus induced recession 

resul
ng in a signiBcant reduc
on in income tax revenue, which has contributed to a historically high budget deBcit 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 addi
on, more people are likely to be placed in a 

posi
on where they will unable to aNord the goods and services to give them a reasonably decent or digniBed standard 

of living.  
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Reduc�ons in living standards

Ul
mately, 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 $812.60 (the federal minimum wage), which equates to $42,255 per year before tax.  

While this is not a large sum of money, it should enable the worker to enjoy a reasonably digniBed standard of living.  

However, if a worker became unemployed, their weekly income will have fallen to approximately $321.35 per week (or 

$16,710 per annum), which was the rate for a single person receiving JobSeeker Allowance (i.e. unemployment beneBt). 

This will have signiBcantly reduced the material living standards of those becoming unemployed as they could purchase 

far fewer goods and services.  

Higher unemployment (or reduc
ons 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 s
gma that is o5en associated with being unemployed 

and will also miss out on the many non-pecuniary beneBts 

that employment brings.  This includes an improved sense of 

connec
on to the community and a higher self-esteem or self-

worth.  In addi
on, 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 

Bnd it harder to become readily employable.  This means that the 

eNects of long term unemployment are even more nega
ve 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, par
cularly for long periods.  The enormous impact of 

unemployment on the individual is considered in detail in Ac
vity 5h.  Living standards will also be nega
vely aNected 

by those factors referred to earlier.  In par
cular, 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 nega
ve impact this could have on social cohesion.

The e1ects on inGa�on if unemployment is too low

The rela
onship between lower rates of unemployment and the rate of inPa
on was covered earlier during the discussion 

of NAIRU and the natural rate of unemployment.  The rela
onship can also be summarised by the Phillips curve, which 

was covered in Box 5.1.  

Essen
ally, as the unemployment rate falls, it rePects a 
ghtening labour market where the demand for labour is growing 

rela
ve to the supply of labour.  Like any market, shortages in some occupa
ons will then develop and employers will bid 

up wages in order to a<ract labour.  Accordingly, there will be an inverse rela
onship between the rate of unemployment 

and the rate of growth in wages such that con
nuing 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 a<emp
ng 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 course of 2022, with the unexpected fall in the rate 

of unemployment to 3.4% at a 
me when NAIRU was thought to be approximately 4.25%. Despite the precise level of 

NAIRU being uncertain, the RBA in par
cular was worried that the very low rate of unemployment rePected a 
ght 

labour market, with limited spare capacity, that would ul
mately 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 produc
on, it results in an 

increase in both cost and demand inPa
onary pressures.  The RBA was therefore concerned that a rate of unemployment 

of 3.4% was below NAIRU and that it would increase both inPa
on and inPa
onary expecta
ons, crea
ng a wages/price 

spiral that had the poten
al to lock in high rates of inPa
on for the medium term.  This is one of the reasons behind the 

RBA’s decision to aggressively 
ghten monetary policy (i.e. increase interest rates) over 2022, despite the absence of 

any concrete evidence that wages growth was accelera
ng to excessive levels. [The policy implica
ons will be explored 

more fully in chapters 8 and 9.] 
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Ac	vity 5h: Ac	vity 5h:       
ThThe mental health impact of unemploymente mental health impact of unemployment

This is an edited extract from Chapter 2 of a report produced by a House of 
Representa
ves commi<ee 
tled ‘An inquiry into issues speciBc to mature-age 
workers’.

The psychological and social costs of prolonged unemployment during the produc
ve 
years of life impact harshly on the quality of life of aNected individuals and families. 
Experiences of low self-esteem and loss of self iden
ty impact on physical and mental 
health and can extend to broader consequences of social isola
on and the loss of 
social networks and support. The impact of redundancy causes family disrup
on 
and breakdown. At the very least it reduces people’s sense of membership and 
contribu
on to the life of the community.

‘For 11 years I have been working directly with unemployed people at the grassroots 
level in training and case management. I have seen, heard and felt the human misery 
and suNering that unemployment has inPicted 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 Consulta
ve Commi<ee)

Loss of self-esteem and conBdence resul
ng from job loss can operate as barriers 
to re-employment. For many people, work provides a social network and o5en a 
reason for social interac
on. Loss of income also limits the ability of people to a<end social ou
ngs. 

Mission Australia argued that one of the serious consequences of isola
on from the workforce is that it reduces prospects 
for re-employment. Contact through social networks is a very important means of Bnding out about available jobs. A further 
consequence is a loss of social standing that increases the sense of isola
on and aliena
on 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 nega
ve, it is rePected 
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 s
mula
on, in providing social contact for those with limited family 
networks and as a means of structuring 
me.   Loss of employment also results in people losing a sense of being in control of 
their des
ny.

Overall, unemployment is o5en psychologically and Bnancially devasta
ng for those who experience it and for those who are 
dependent upon them. There is substan
al evidence of the nega
ve health eNects, not only for the unemployed person but 
also for his or her family.
 Source:   hMp://www.aph.gov.au/Parliamentary_Business/CommiMees/House_of_representa�ves_CommiMees?url=ewr/owk/report/chapter2.pdf.

Ques	ons
1. DeBne the term redundancy and explain how it may contribute to family disrup	on and breakdown.
2. Describe the possible link between unemployment and alcohol/drug abuse.
3. Outline the possible link between unemployment and self-esteem.
4. Explain how the loss of self-esteem can act as a barrier to re-employment.
5. Explain how isola	on from the workforce reduces the prospects for re-employment.
6. ‘Unemployed people are dole bludgers and a burden on taxpayers.’  Discuss the validity of this statement.
7. Explain how loss of employment can result in ‘people losing a sense of being in control of their des	ny’.

Review ques	ons 5.7Review ques	ons 5.7

1. Explain how high rates of unemployment can have a nega
ve impact on real GDP. In your answer refer to aggregate 

supply and/or produc
ve capacity.

2. Explain how high rates of unemployment can also provide some posi
ve supply side beneBts to the economy. In 

your answer refer to produc
vity and labour costs.

3. Outline why high rates of unemployment are likely to result in signiBcant reduc
ons in the government’s tax revenue 

and explain how this can nega
vely impact on living standards.  In your answer refer to the government’s budget 

deBcit and the level of government debt.

4. Describe one way that high rates of unemployment can reduce material living standards. In your answer refer to the 

eNects on inequality and/or poverty

5. Describe one way that high rates of unemployment can reduce non-material living standards or the ‘quality of life’ 

enjoyed by Australians.

6. Outline the consequences associated with a rate of unemployment that is considered to be too low.



  Economic Fundamentals in Australia (8th ed) 

176

Study tip

While stability of the Australian exchange rate is a goal 
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 
rate is stable.

5.8 Low and stable in;a	on (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 
me periods for a number of reasons, such as the improvement in technology that has 

seen the price of motor vehicles, computers, telecommunica
ons equipment and electronics all fall over the past 10 - 20 

years.  Conversely, other prices increase over 
me for a variety of reasons that will be explored soon.  In;a	on 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 
me. 

‘InBation refers to a sustained increase in the general or average price level over time’‘InBation 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 in;a	on, also referred to as price stability.  The RBA’s speciBc inPa
on target is to contain the increase in 

‘consumer price in;a	on’ to 2-3% on average over 
me, where consumer price inPa
on represents the rate of inPa
on 

as it applies to Australian consumers.  It therefore excludes ‘producer price inPa
on’ (inPa
on 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 inGa�on?

The Australian Government is keen to avoid the economic costs associated with a high inPa
on rate, as these costs are 

ul
mately borne by all Australians as consumers of goods and services (see consequences of high inPa
on in Sec
on 

5.11).   It targets a range for inPa
on (2-3% on average over 
me) instead of a speciBc rate of inPa
on (e.g. 2% as is 

the case in the USA and the European Union) because it provides the RBA with the Pexibility to shi5 its focus away 

from inPa
on (and allow it to climb towards 3%) in an eNort to achieve higher economic and employment growth. This 

Pexibility is required for monetary policy to properly operate within its charter and act as a key stabilisa
on policy of 

government. A range for inPa
on of 2-3% also provides a more realis
c target that allows for na
onal varia
ons in the 

rate of inPa
on over 
me. 

Why not target an inGa�on rate of zero?

There are three main factors preven
ng the RBA targe
ng an 

inPa
on rate of zero.

1. Small amounts of inPa
on actually allow for reduc
ons in the 

‘real’ prices of some goods and services (par
cularly labour 

services) without a reduc
on 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 inPa
on, the real wage can reduce without a reduc
on in the nominal wage.

2. Some inPa
on is really accounted for by rising quality of goods and services, which may not be fully captured in 

CPI Bgures.  (Hence, CPI is said to overstate the extent of inPa
on.)  For example, inPa
on 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 calcula
ons.

3. It may create other economic problems like growth rates that are too low, increases in unemployment and/or 

even de;a	on. 

De;a	on versus disin;a	on

De;a	on is the opposite of inPa
on.  It refers to a sustained decrease in the general or average price level, which means 

that prices on average are falling.  It occurs rela
vely infrequently in Australia, with 2020 being a notable excep
on, 

with prices falling by 1.9% in the June quarter and by 0.3% for the year ended 30 June 2020.  DePa
on is dis
nct from 

disin;a	on, which refers to a fall in the rate of inPa
on.  For example, between March 2020 and March 2021, the annual 

rate of inPa
on fell from 2.2% to 1.1%.  This means that prices on average s
ll rose over year ended March 2021 (i.e. 

inPa
on s
ll occurred), but they did not rise as rapidly as they did during the year ended March 2020.

While both disinPa
on and dePa
on can be beneBcial for economies, helping to improve purchasing power of consumers 

and increased compe

veness, a prolonged period of dePa
on can be damaging to an economy and employment 

because some consumers will delay their purchasing decisions in the expecta
on 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 an
cipate that it will cost less to travel in a year or two’s 
me. This reduces consump
on and produc
on 

and has nega
ve implica
ons for employment, incomes and living standards.  In addi
on, dePa
on is likely to encourage 

Brms to delay investment decisions un
l signs of higher prices (or a stronger economy) begin to re-emerge.

Review ques	ons 5.8Review ques	ons 5.8
1. DeBne the term inPa
on.
2. DeBne the RBA’s inPa
on goal.
3. Explain why the RBA does not have a rigid inPa
on target (such as 2% per year).
4. Outline the problems associated with having an inPa
on target of zero percent.
5. Discuss why dePa
on is an undesirable outcome for an economy.
6. Explain the diNerence between dePa
on and disinPa
on.
7. Explain how dePa
on can be both good and bad for an economy.

5.9 Measurement of in;a	on - the Consumer Price Index (CPI)

The Federal Government requires a reliable indicator for inPa
on, given that many economic policy decisions are 
inPuenced by inPa
on outcomes.  The Consumer Price Index (CPI) is the best and most reliable indicator of consumer 
price inPa
on.  It is calculated by the Australian Bureau of Sta
s
cs 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 collec
ng approximately  100,000 prices 
of more than 1,000 goods and services that are purchased by private 
households in the eight Australian capital ci
es, where these make up 
approximately two-thirds of the Australian popula
on. This is called the 
‘basket’ (and is some
mes called the ‘regimen’).  Each of these goods 
and services is then categorised into eleven larger groups before being 
further categorised into sub-groups.  Weigh	ngs are then a<ached to 
each group (and sub-group) to rePect their rela
ve importance to the 
typical Australian household.  This is done to ensure that any price 
change more accurately rePects 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 propor
on (23.2%) was spent on housing while a much smaller propor
on was spent on educa
on (4.6% ).  This 
rela
vely 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 educa
on (such as school fees and the cost textbooks). 
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In the past, the ABS would update the weigh
ng pa<erns 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 pa<erns in December 

2021 revealed that the weigh
ng for the alcohol and tobacco category rose from 7.7% in 2019 to 9.0% in 2021, rePec
ng 

that expenditure on alcohol/tobacco accounted for a slightly higher propor
on of the typical household budget. [And 

also highligh
ng that people tended to consume more alcohol during COVID-19 lockdowns!]  While on the face of 

it, it suggests that people are smoking and drinking more, it also rePects the fact that the price of cigare<es steadily 

increased over recent years as a consequence of the annual 12.5% increase in excise on tobacco that commenced in 

2013 and ended in 2020.
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Why use index numbers to calculate in;a	on?

Index numbers are used by sta
s
cians to provide a meaningful way to record movements in the price or value of items 

that are quite diverse in nature.  Without the use of an index, it would be too diFcult for the ABS to calculate an average 

price of goods and services when we have such a wide range of goods and services, such as fridges, cars, cigare<es, 

petrol, light globes, milk, etc.  

Once all prices are gathered and categorised they are ul
mately converted into one index number for each quarter which 

represents the ‘average price’ of goods and services compared to a par
cular ‘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 inPa
on).  For example, Table 5.2 includes the CPI Bgures 

for the most Bve quarters and it reveals that the CPI for the June quarter 2022 was 126.1 compared to a base year Bgure 

of 100.  The number 126.1 means nothing in isola
on.  However, when compared to the base year (which is 2011-12) it 

highlights that average prices have increased by 26.1% since then.  

It is standard prac
ce to calculate and report inPa
on 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 quarter (or year).  This is achieved by using the following 

formula, which calculates the rate of inPa
on between June 2021 

(when the CPI was 118.8) and June 2022 (when the CPI was 126.1) 

as 6.1% for the year to end June 2022.

Annual inflation rate

(June 2022)

126.1 - 118.8

118.8
 X 100 =

          7.3

118.8
 X 100 =

    6.1%=

The quarterly rate of in;a	on is calculated by using the index numbers for two par
cular 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 inPa
on 

in the June quarter 2022 is 1.8%.  This is derived in the following way:

Quarterly inflation rate
(June 2022)

126.1 - 123.9

123.9

  1.8%

 X 100 =

         2.2

123.9
 X 100 =

=

The annualised rate of in;a	on for the June quarter 2022 is easily determined by mul
plying the quarterly Bgure by 

four.  For the June quarter of 2022, the annualised rate of inPa
on was therefore  7.2% and was derived in the following 

way:

  

Annualised inflation rate =

=

Quarterly inflation rate X 4

  1.8%  X  4

=   7.2%

This clearly indicates that inPa
onary pressures were very high in the June quarter of 2022 given that an annualised 

rate of inPa
on of 7.2% (as well as the annual rate of inPa
on of 6.1%) was signiBcantly above the top end of the RBA’s 

target range of 2-3%. In this environment, the RBA was very keen to dampen inPa
onary pressures via the 
ghtening 

of monetary policy (see Chapter 9) despite the fact that the bulk of these pressure stemmed from temporary ‘supply 

shocks’, such as the war in Ukraine and its eNects on energy prices and the ongoing COVID-19 induced supply chain 

restric
ons that are inPa
ng costs of produc
on more generally.  This of course leads into a discussion of headline versus 

underlying rates of inPa
on.

Table 5.2 – Table 5.2 –   Consumer Price IndexConsumer Price Index
Jun-2021 118.8

Sep-2021 119.7

Dec-2021 121.3

Mar-2022 123.9

Jun-2022 126.1
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Varia	ons of the CPI – headline and underlying rates

The inPa
on rates calculated above are referred to as the headline rate of inPa
on.  This means that they capture the 

price movements of all goods and services contained in the CPI.  Accordingly, the 6.1% inPa
on rate for the year to end 

June 2022 refers to the ‘headline rate of in;a	on’, or simply ‘headline in;a	on’.  

Governments will also seek to gain a picture of the underlying inPa
onary pressures that exist in the economy in order 

to assist in policy formula
on (e.g. see Chapter 9).  The ABS and RBA produce a set of inPa
on sta
s
cs that are derived 

from the original CPI, but exclude various prices in order to arrive at an ‘underlying rate of in;a	on’.  This is some
mes 

referred to as the ‘core rate of in;a	on’ and represents an a<empt to remove the impact of irregular or temporary 

price changes that otherwise would provide a misleading indica
on of both inPa
onary pressures and the medium-term 

trajectory of inPa
on.  

The two main underlying or core measures of inPa
on 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 unrepresenta
ve price changes 

(such as a very large reduc
on in fuel prices during one quarter as a consequence of a price war amongst oil producing 

na
ons).  The weighted median involves using the price change that sits in the middle of the range (referred to as the 

50th percen
le), such that large price increases or decreases do not inPuence this measure of inPa
on.  The RBA and 

ABS also calculate an inPa
on Bgure based on the normal CPI but excluding the ‘vola
le items’ of fruit and vegetables 

and fuel.  This underlying measure is referred to as the ‘CPI all groups excluding vola	le items’ and will be below the 

CPI headline rate when the prices of these vola
le items are rising and will be higher than the headline rate when these 

vola
le prices are falling.  For the year ending 30 June 2022, the inPa
on rates for each measure were as follows:  

CPI Headline        6.1

RBA underlying (trimmed mean)      4.9

RBA underlying (weighted median)      4.2

CPI all groups excluding vola	le items          5.3

The most recent diNerence 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 disrup
ons.  These shocks resulted in one oN 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 addi
on, one oN increases in the price of construc
on materials inPated 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 will be reversed in future periods as both fuel prices 

and construc
on prices return to more normal levels.  The major divergences between the headline and underlying 

(trimmed mean) rates of inPa
on since 2014 are summarised in Chart 5.9.

Headline < Underlying 

largely because the prices of fuel

and oil based products fell in

line with the collapse in global oil prices.

Once again, this caused a  decline in 

the CPI headline rate of inflation but had no

impact on the underlying rate 

Headline < Underlying 

because the prices of automotive fuel fell 

and the government temporarily removed

charges for child care and pre-school to 

assist with economic recovery, all of

which caused a huge fall in the CPI headline 

rate of inflation but were excluded

 the underlying rate 

Headline > Underlying 

because the prices of fuel

and tobacco products (further increase

in the excise on tobacco) caused 

an increase in the CPI headline rate 

of inflation but had no

impact on the underlying rate 

Headline > Underlying 

because the large price rises for fuel

and construction materials caused 

an increase in the CPI headline rate 

of inflation but had no

impact on the underlying rate 

Chart 5.9: Headline vs underlying rates of inflation
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Other measures of in;a	on

While the CPI is the most common measure of inPa
on, other price indexes are also calculated by the ABS.  The most 

notable of these are the Producer Price Index, the Wage Price Index, the terms of trade index (made up of the export 

price index divided by the import price index), the House Price Index and the Pensioner and BeneBciary Living Cost Index 

(PBLCI).  These provide addi
onal informa
on about price pressures in the economy and can assist governments in their 

delibera
ons on economic policy.  For example, the PBLCI measures price increases speciBcally aNec
ng pensioners and 

enables the government to more appropriately index pensions over 
me to ensure that their purchasing power is not 

eroded.

Review ques	ons 5.9Review ques	ons 5.9
1. Provide a general outline of how the CPI is used to provide a measure of inPa
on.

2. Dis
nguish an annualised inPa
on rate from an annual inPa
on rate.

3. Dis
nguish an annualised inPa
on rate from a quarterly inPa
on rate.

4. Dis
nguish between the headline and the underlying inPa
on rates.

5. Dis
nguish the RBA’s trimmed mean from the weighted median as measures of underlying inPa
on.

6. Discuss how a large increase in the price of fruit and vegetables is likely to impact on both the headline and 

underlying rates of inPa
on.

7. Using Chart 5.9, provide an example of when the headline rate of inPa
on exceeded the underlying rate of 

inPa
on and provide a reason for the diNerence.

8. Using Chart 5.9, provide an example of when the underlying rate of inPa
on exceeded the headline rate of 

inPa
on and provide a reason for the diNerence.

Ac	vity 5i: Ac	vity 5i: InPa
on, dePa
on or disinPa
on?InPa
on, dePa
on or disinPa
on?
For each of the following scenarios, determine which of the following has occurred:  inPa
on (A), disinPa
on (B), 
dePa
on (C) or neither A, B or C (D)  Place a 
ck in the most relevant box. Note that  in some cases, more than one 
box can be 
cked.

ScenarioScenario
(A) (A) 

In;a	onIn;a	on

(B) (B) 

Disin;a	onDisin;a	on

(C)(C)

De;a	onDe;a	on

(D)(D)

Neither A, B Neither A, B 

or Cor C

Most prices increase for two days before returning to 

their previous level

Prices on average increased by 3% in the past year 

compared to only 1% the year before

The prices of houses, cars, electrical goods, airfares, food, 

clothing, educa
on increase by 3% on average

Average prices fall by 2% over the course of the year

Average prices rise and then fall by the same amount 

over the course of the year

Apple Inc. announce that the price of the new iPhone 14 

will be higher than the old version

The price of labour (e.g. wages) increases by 1% over the 

course of the current year

School fees have fallen by 1% at a pres
gious Melbourne 

private school

Prices of a few goods fell, but most prices rose 

The price of a box of Kellogg’s CornPakes increases by 2%
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Ac	vity 5j: Ac	vity 5j: CPI result for June quarter 2022CPI result for June quarter 2022
The table below summarises the CPI results for the June quarter 2022.  It highlights the variability in price changes across the 
11 expenditure categories, with the largest annual increase in prices being recorded by the alcohol and tobacco category and 
price falls for categories such as communica	on,  clothing + footwear and furnishings/household equipment/services. Using 
this informa	on, and the table/pictures below, answer the ques	ons that follow.

June quarter 2022 in;a	on results (www.abs.gov.au  Cat 6401.0)

 Mar Qtr 2022 to Jun Qtr 

2022

Jun Qtr 2021 to June Qtr 

2022

Weighted average of eight capital ci	es % change % change

Food and non-alcoholic beverages 2.0 5.9

Alcohol and tobacco 0.8 2.2

Clothing and footwear 3.5 1.6

Housing 2.5 9.0

Furnishings,household equipment + services 2.5 6.3

Health 0.4 2.4

Transport 2.3 13.1

Communica
on 0.1 0.0

Recrea
on and culture 1.4 4.5

Educa
on 0.0 4.7

Insurance and Bnancial services 1.1 3.4

All groups CPI (Headline inPa
on) 1.8 6.1

Underlying rate – trimmed mean 1.5 4.9

Underlying rate – weighted median  1.4 4.2

Ques	ons/tasks
1. Iden	fy and describe the major contributors to in;a	on over the year ending June quarter 2022.
2. Explain why the in;a	on rate over the year was 6.1% when the prices for goods and services within the Communica	ons 

category did not change.
3. Explain whether the 9% annual increase in the housing category will have a larger impact on the overall CPI than the 

13.1% increase in the transport category.
4. The government reduced excise on fuel by 50% (i.e. 22 cents per litre) on 30 March 2022.  Examine how this is likely to 

have in;uenced the Bgures presented in the table above.
5. Explain whether you believe an in;a	on rate of 6.1% is consistent with the government’s price stability goal.
6. Explain how an increase in construc	on costs caused by global supply chain disrup	on is likely to have in;uenced 

headline and underlying in;a	on.
7. Explain how the prices within the educa	on category did not change over the June quarter 2022, yet they experienced 

a 4.7% rise for the year to end June quarter 2022.
8. Calculate the annualised rate of in;a	on based on June quarter 2022 numbers and compare it to the annual rate of 

in;a	on for the year to end June 2022.  Account for the diHerence between the two numbers.
9. Iden	fy the June 2022 quarterly rate of in;a	on and outline whether it provides an accurate account of the change in 

the cost of living for every Australian household over the June quarter 2022.
10. Based on the CPI Bgures, explain why some households will be beQer oH than others over the year to end June 2022.
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5.10 Causes of in;a	on

Economists like to separate the forces impac
ng on inPa
on into aggregate demand and supply side factors.  Those 

factors causing inPa
on to rise because of an increase in AD (such as an increase in consumer conBdence) are referred 

to as aggregate demand side factors a�ecting inBation.  This type of inPa
on is also commonly referred to as demand 

in;a	on.  In contrast, those factors causing inPa
on to increase via pressure on Aggregate Supply (such as factors 

causing the costs of produc
on to increase) are referred to as supply side factors a�ecting inBation.  This type of inPa
on 

is o5en referred to as cost in;a	on.

Demand factors aNec
ng inPa
on include any factor that can exert pressure on aggregate demand in the economy.  Many 

of these factors were explored in Chapter 4.  Any factor that causes AD to increase will tend to contribute to an increase 

in the average price level (inPa
on), par
cularly when the economy is close to (or at) its produc
ve capacity.  This occurs 

because businesses begin to struggle to keep pace with the growth in demand for goods and services and start to raise 

prices as a means of ra
oning demand and maximising proBts.  This can be seen in the diagram on the le5 in Figure 5.1, 

where growth in AD moves from a point (AD0) where there is ample spare capacity in the economy.  As AD increases 

from AD0 to AD1, the excess capacity helps to prevent prices from rising much.  Price will rise from P1 to P2, but it is 

rela
vely benign and inPa
on is likely to be si@ng comfortably within the RBA’s target range of 2-3%.  As AD increases 

from AD1 to AD2, it exerts more pressure on inPa
on (P2 to P3), but the rise in inPa
on is not excessive because the 

economy has ample spare capacity (i.e. the economy is not producing close to its produc
ve capacity - represented by 

the dashed red ver
cal line). However, once AD increases from AD2 to AD3, it starts to have a more signiBcant eNect on 

inPa
on (P3 to P4) because the economy is closer to its produc
ve capacity and bo<lenecks begin to present themselves 

in the economy because producers Bnd it increasingly diFcult to keep pace with demand for goods and services.  As AD 

con
nues to rise to the point where it reaches the produc
ve capacity of the economy at *1 then inPa
on will con
nue 

to accelerate unless the economy can expand produc
ve capacity (by shi5ing the AS curve to the right).

AD1

AD0

AD4

AD2

AD3

Aggregate

price 

level

Aggregate

price 

level

P1

P2

P3 P1

P2

P3

P4

P5

real gdp

demand inflation

AS

Higher disposable incomes

Lower interest rates

Stronger consumer and business confidence

Lower exchange rate

Stronger growth overseas

Figure 5.1

cost inflation

AD

real gdp

AS0
AS1

AS2

Fewer factors of production

Lower quality  factors of production

Higher costs of production

Decreased rate of technological change

Lower productivity 

Lower exchange rates

Deteriorating climatic conditions/supply shocks 

Excessive and burdensome regulations

Productive capacity

*
1

With respect to supply factors aNec
ng inPa
on, they include any factor that can exert pressure on aggregate prices in 

the economy via changes in the costs of produc
on or restric
ons to aggregate supply levels.  Alterna
vely, it represents 

inPa
on that has been caused by ‘supply side’ pressures in the economy.  This is also demonstrated in Figure 5.1 in 

the diagram on the right, where less favourable AS condi
ons (such as the eNects of Poods and the rising cost of fuel 

that was experienced in Australia over 2022) will move the AS curve from AS0 to AS1.  As produc
on costs across the 

economy rise, this increases the price level from P1 to P2.  Further nega
ve supply side pressures on the economy will 

shi5 the AS curve from AS1 to AS2 causing further increases in inPa
on.

Figure 5.1 also highlights some of the AD and AS factors that can contribute to demand and cost inPa
onary pressures in 

the economy.  In Chapter 6 we will focus on how the various AD and AS factors have inPuenced the rate of inPa
on (and 

the other two domes
c macroeconomic goals) over the past couple of years.  
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Ac	vity 5k: Ac	vity 5k: Cost vs demand inPa
onCost vs demand inPa
on
Refer to the diagram below and answer the ques	ons that follow:

AD1

AD0

AD2

AD3

Aggregate

price 

level

Aggregate

price 

level

P1

P2

P1

P2
P3

P4

real gdp

demand inflation

AS

cost inflation

AD

real gdp

AS0
AS1

Productive capacity

*
1

Ques	ons

1. Referring to the diagram, dis	nguish demand in;a	on from cost in;a	on.
2. Explain why in;a	on is likely to be more problema	c when AD increases from AD2 to AD3 when compared to AD 

increasing from AD0 to AD1.  In your answer, refer to produc	ve capacity.
3. In the event that AD in the economy increases beyond AD3, outline the impact on both in;a	on and real GDP and 

describe a solu	on to returning in;a	on to lower levels.
4. Describe two factors that may have recently caused demand in;a	onary pressures to decrease in Australia. 
5. With respect to your answer to the previous ques	on, explain whether the Bnal impact on in;a	on was signiBcant or 

insigniBcant. 
6. Describe two factors that have recently caused cost in;a	onary pressures to decrease in Australia. 
7. Explain how a lower exchange rate is likely to impact on in;a	on. Draw an AD/AS diagram to illustrate.

Ac	vity 5l: Ac	vity 5l: A history of fuel price movementsA history of fuel price movements
Refer to the chart below (reproduced from www.abs.gov.au/sta	s	cs/economy/price-indexes-and-in;a	on/consumer-price-
index-australia June 2022) and answer the ques	ons that follow.

Ques	ons

1. Describe the trend movement in fuel fuel (some	mes referred to as simply ‘petrol) prices over 2019-20 and explain 
whether this leads to de;a	on or disin;a	on.

2. Explain why con;icts such as the invasion of Kuwait in 1990 and the invasion of Ukraine in 2022 result in higher fuel 
prices.  In your answer, refer to crude oil prices.

3. Explain why an economic recovery, such as the recovery from the Bnancial crises of 1997 and 2008, or the recovery from 
the COVID-19 recession of 2020 is typically associated with higher fuel prices. In your answer refer to demand and/or 
cost in;a	on.

4. Explain why OPEC’s decision to maintain produc	on levels during 2014 contributed to lower fuel prices.
5. Outline why the growth in US oil explora	on contributed to lower fuel prices in 2014.
6. Describe how fuel prices are likely to be in;uenced during 2023 and beyond if each of the following occurs:

• The government decides to extend the fuel excise cut that was introduced in March 2022.
• OPEC decide to restrict its supply of oil to global markets.
• The price of renewable energy falls signiBcantly.
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5.11  Consequences of high in;a	on

All countries seek to control inPa
on rates because it is recognised that high inPa
on has real nega
ve consequences for 

their economies, including a reduc
on in the rates of economic growth, less than full employment, declining incomes 

and a deteriora
on in material living standards.  In late 2022, the RBA Governor described the problems associated with 

high inPa
on in the following way:

A powerful lesson from history is that low and stable inGa�on is a prerequisite for a strong economy and a 

sustained period of full employment. High inGa�on damages our economy, worsens inequality and devalues 

people’s savings. High inGa�on also makes it very di4cult to sustain, or increase, real wages. It is a scourge. 

It is for these reasons that the RBA is commiMed to returning inGa�on to the 2 to 3 per cent target range over 

�me.  
Source: Opening Statement to the House of Representa�ves Standing CommiMee on Economics 16 September 2022

The erosion of purchasing power

The erosion of purchasing power, or the decline in the real value of money, is the underlying reason why inPa
on has 

nega
ve consequences for the economy and living standards more generally.

InPa
on means that consumers of goods and services will be paying more for these products over 
me, which erodes 

the purchasing power of any given level of income or cash.  In simple terms, this means that if inPa
on was 10% 

over the past year, then any given amount of cash or money today 

will only be able to purchase 10% fewer goods and services (in value 

terms) compared to one year earlier.  This par
cularly harms those 

whose income fails to increase by the same rate, or at the same pace, 

as inPa
on.  Those ‘lower skilled’ employees with li<le economic 

strength and no union protec
on are more likely to experience a 

reduc
on in their ‘real wage’.  This means the purchasing power of 

their wage falls over 
me and their material standard of living declines.  

Similarly, those low income earners on rela
vely Bxed incomes, such 

as those on some welfare payments, will Bnd it rela
vely more diFcult 

to pay for their weekly bundle of goods and services, again resul
ng in 

a reduc
on in their standard of living.

Even if income earners do manage to achieve an increase in their wage to compensate for the eNects of inPa
on, many 

will s
ll lose out due to the eNects of bracket creep (also called Bscal drag).  This means that, as individual income 

earners receive pay rises, they will eventually move into higher income tax brackets, where a higher marginal rate of 

taxa
on applies to their income. This can have the eNect of reducing their real disposable income (real income a5er 

tax), and making them worse oN.  For example, assume that Jennifer earns $120,000 per year in 2022-23.  She will be 

paying a marginal rate of tax of 32.5%.  However, if inPa
on is 10% and Jennifer is compensated by her employer with a 

$12,000 pay rise (which keeps her real wage intact), this $132,000 income ($120,000 + $12,000) pushes her into the next 

tax bracket. Any addi
onal income above $120,000 is (currently) taxed at a rate of 37%, because in Australia the marginal 

rate of tax rises as income rises. This means that Jennifer pays 37% tax on every addi
onal dollar earned as a result of 

her pay rise.  So, instead of her real income being preserved, Jennifer’s real disposable income, a5er she has paid tax will 

actually fall. Her loss is, however, the government’s gain, as Income Tax revenue increases. [This is one of the factors that 

helps to reduce the size of the budget deBcit over 
me - covered in Chapter 8.]   Of course, Jennifer might gain indirectly 

via changes to the government’s spending/taxing decisions, if the tax receipts are used to fund programmes that beneBt 

her in some way.

Distor�ng the alloca�on of resources

Loss of e8ciency

High inPa
on will tend to result in a less e8cient alloca	on of resources.  This is because economic agents will con
nually 

search for ways to protect against any loss of current or future purchasing power.  Investors will be seeking to ensure that 

there is minimal loss associated with any funds invested in markets.  Accordingly, investment can be diverted away from 

produc
ve areas that create wealth and jobs (such as investment in business capital) and towards those investment 

opportuni
es that oNer the best protec
on against inPa
on, such as gold, artwork and collec
bles, whose returns 

typically increase in line with (or more than) the rate of inPa
on.  In par
cular, inPa
on will tend to advantage those who 

have suFcient wealth or resources to Bnd ways of ‘bea
ng inPa
on.’
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High inPa
on will also undermine the eNec
veness of the price or market mechanism as a means of alloca
ng resources.  

This occurs because economic agents will be less certain about the real causes of price increases.  Consumers will be 

uncertain whether price rises have occurred due to a rise in the quality of par
cular products, and producers will be 

less conBdent about the ability of price rises to provide an accurate signal about the proBtability of par
cular products.  

For example, a wheat farmer who witnesses a price rise for alterna
ve crops will be uncertain whether this could be 
indica
ve of greater proBts to be made by re-alloca
ng resources to these crops, or more an indica
on of an increase in 
prices ‘across the board’ (i.e. inPa
on).  InPa
on will also result in a waste of resources in terms of the resources used 
to con
nually communicate the new prices to consumers.  While this may not seem like a signiBcant issue, for some 
companies this requires the dedica
on of a lot of staN 
me and energy.

Savings and Investment

High inPa
on will also tend to result in consumers devo
ng more of their spending to current as opposed to future 
consump
on.  In other words, the erosion of purchasing power 
will cause some consumers to spend more now to minimise any 
losses associated with holding money, the value of which is falling.  
Consequently, this means that they are likely to save less of any 
given level of income.  This has nega
ve implica
ons for future 
living standards because there is likely to be a smaller pool of 
savings available for investment.  With lower investment, the rate 
of economic growth will be slower and material living standards are 
likely to fall in the future. 

The above distor
on is ampliBed by the eNect that high inPa
on has 
on lending and borrowing decisions (or savings and investment).  
When inPa
on is high, economic agents will Bnd it more a<rac
ve 
to borrow money or less a<rac
ve to save money.  This is because 
any borrowing that does take place, par
cularly at Bxed rates of 
interest, will see the borrowers paying back less in real terms.  To 
illustrate, assume that someone borrows $10,000 at an interest 
rate of 10%.  In simpliBed terms, this should see the lender (who is 
eNec
vely the ‘saver’) receive $1000 in interest earnings.  However, 
if inPa
on is 5%, the value of these interest earnings to the lender/
saver is halved and the cost to the borrower is also halved, therefore 
discouraging lending (or saving) and encouraging borrowing.  [In the 
real world, this distor
on is less drama
c given that interest rates 

are set to counter the eNects of inPa
on such that higher inPa
on 
will be met with higher interest rates, leaving the ‘real interest rate’ intact.]

Even when nominal interest rates do increase in line with inPa
on, the structure of the tax system ensures that there 
is s
ll encouragement for businesses to borrow.  This occurs because higher nominal interest rates will inPate business 
costs by more than the real cost of borrowing, causing tax deduc
ons to be higher and tax expense to be lower.  Investors 
will also see an opportunity to borrow money at rela
vely more a<rac
ve rates and then invest this money in Bnancial 
assets (such as shares or property), pushing up the price of these assets more generally and therefore protec
ng the 
real value of their wealth.  In this respect, inPa
on encourages the wrong type of investment.  Instead of businesses (or 
economic agents more generally) undertaking investment in the type of (physical) assets/capital that drives economic 
growth, such as investment in new plant or technology, inPa
on encourages more specula	ve investment in Bnancial 
assets.

InGa�on and interest rates more generally

When inPa
on increases, it will also tend to increase interest rates for two main reasons.  First, Bnancial ins
tu
ons will 

increase rates in order to ensure that the real rate of interest is maintained.  For example, if interest rates are 10% on 

average and inPa
on is 2%, the real rate of interest is 8%.  If, however, inPa
on were to increase from 2% to 5%, then 

interest rates are likely to rise to an average 13%, as lenders will seek to protect the real rate of return on the loans they 

make (i.e. the real interest rate).  Second, a rise in inPa
on will make it more likely that the Reserve Bank of Australia 

(RBA) will 
ghten monetary policy by raising the cash rate, which tends to raise interest rates more generally.

These higher interest rates will nega
vely impact on both consumers and businesses.  The higher cost of borrowing 

will combine with a greater cost to repay exis
ng debt to reduce both Consump
on and Investment in the economy, 

which therefore reduces demand for most goods and services and decreases proBt growth. Consequently, RBA ac
on 

and normal market pressures will combine to raise interest rates, restrain growth in AD, reduce economic ac
vity and 

decrease living standards in the short term.  

Study tip

‘Investment’ in economics will typically refer to 
business or government expenditure on things like 
buildings, equipment, machinery or infrastructure 
more generally, which is a component of AD.  However, 
investment can also refer to the purchase of 2nancial 
assets, such as shares, bonds, superannuation or bank 
deposits.  This means that a decision to lend money to 
another party is also considered an ‘investment’ by the 
lender.  The ‘investment’ that is more important for  
economic activity, and the one in which economists are 
most interested, is that which is a component of AD.

Study tip

The di�erence between real and nominal interest rates 
is simply the rate of inBation.  If the average interest 
rate in 2nancial markets was 6%, this is referred to as 
the nominal interest rate.  If inBation was 2%, then the 
real interest rate is 4%!
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Loss in interna�onal compe��veness

InPa
on that is greater than the level being experienced by Australia’s trading partners will tend to worsen our 
interna
onal compe

veness.  This means that Australia’s tradables sector, made up of expor
ng Brms and import 
compe
ng Brms, will Bnd it increasingly diFcult to maintain their market share in the global economy.  InPa
on is 
likely to translate into higher export prices, encouraging foreign buyers to switch to alterna
ve suppliers.  Similarly, the 
higher prices being charged by import compe
ng businesses will tend to increase the demand for the rela
vely cheaper 
imports.  The combined eNect results in lower net export income, lower growth in AD or real GDP, and nega
ve eNects 
on employment growth.  Overall, the growth in na
onal income levels will be smaller (or may even fall) and the ability 
of Australians to improve their material living standards will be impaired.  This par
cularly applies to those individuals or 
groups exposed to the traded goods sector of the Australian economy (i.e. exporters and businesses compe
ng against 
imports).

Damaging business con2dence

The tendency for investors to divert funds away from produc
ve investment 
is further heightened by an increase in the level of uncertainty related to 
future investment decisions.  High levels of inPa
on will tend to damage 
businesses conBdence.  This may result in the delay or abandonment of 
investment in projects that otherwise might have proceeded, leading 
to a less eFcient alloca
on of resources and impairment of longer term 
economic growth and living standards.  

A wage-price spiral

High inPa
on tends to increase the likelihood of an economy experiencing the nega
ve eNects of a wage-price spiral.  

This occurs when workers are concerned about the erosion of the purchasing power of their wages (or income) and 

demand higher wage outcomes during inPa
onary periods.  If employers accede to these demands, the costs of labour 

increase for businesses and these costs are o5en passed onto the consumer in the form of higher prices.  The cycle of 

higher prices and higher wages is then established and, once set in train, it can be diFcult to break a wage-price spiral.  

This spiral is depicted in Figure 5.2.

Study tip

 The di�erence between nominal and real wages is 
similar to the di�erence between nominal and real GDP 
or nominal and real interest rates.  To illustrate, if a 
person receives an annual salary (or wage) of $100,000 
during 2022, then this is referred to as his/her nominal 
wage/salary.  However, if inBation is over 10% then the 
purchasing power of this $100,000 is less than the year 
before.  The ‘real wage’ will be closer to $90,000, which 
means that a worker will need a 10% nominal wage 
increase in 2023 (to $110,000) in order to purchase the 
exact same bundle of goods and services as they did in 
2022. If this wage increase is granted, then their ‘real 
wage’ remains at $100,000 despite the fact that their 
‘nominal wage’ has increased to $110,000.

The real wage 

falls

Inflation

Increases

Workers demand 

higher nominal 

wages to protect 

their real wage

Businesses increase 

wages and experience 

higher costs

Businesses seek to 

protect profits by 

increasing prices

Figure 5.2: The wage/price spiral 

However, this was more of a problem when Australia had a more centralised industrial rela
ons system characterized 

by greater union power.  Under the current system, which centres on an enterprise bargaining approach to wages 

determina
on, it is much more diFcult to have a coordinated wages break out that a<empts to compensate for the 

eNects of inPa
on.

InGa�on and the government’s goals more generally

As we have seen, high inPa
on will have a nega
ve impact on the government’s goal to achieve strong and sustainable 

economic growth and, as a consequence, will make it more diFcult for the government to achieve full employment.  

With high rates of inPa
on we would expect to see a less equitable distribu	on of income.  This follows from having 
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rela
vely higher rates of unemployment and the nega
ve impact this has on the number of government welfare 

recipients.  In addi
on, many low income groups (such as low skilled workers without economic power and some on 

Bxed incomes) will experience a rela
vely bigger erosion of their purchasing power compared to other groups as their 

incomes are less likely to rise at the same rate or pace as inPa
on.  Further, low income earners are likely to spend a 

greater propor
on of their income on goods and services compared to higher income earners.  This means that they 

have a higher marginal propensity to consume or a lower ‘marginal propensity to save’.  As a consequence, lower 

income earners will suNer a larger rela
ve decline in the purchasing power of their income, while higher income earners 

will have a greater opportunity to protect the income not spent (savings) by inves
ng in assets whose prices rise in line 

with (or faster than) inPa
on.

High inPa
on will also make it more diFcult for Australia to achieve a more sustainable current account deBcit and net 

foreign debt (see Chapter 7). The erosion of interna
onal compe

veness will decrease the demand for Australia’s net 

exports, reduce the size of any Balance on Goods and Services surplus, increase the current account deBcit (CAD) and 

place addi
onal pressure on net foreign debt (NFD).  This will eventually lead to a longer term reduc
on in the value of 

the Australian dollar.  With respect to the impact on the value of the exchange rate, high inPa
on can ini
ally cause an 

apprecia
on of the exchange rate as high interest rates a<ract capital inPow.  However, over 
me, the exchange rate is 

likely to fall because of the erosion of Australia’s interna
onal compe

veness and net export demand, which results in 

a decline in the demand for the Australian currency.

Ac	vity 5m: Ac	vity 5m: Where’s my purchasing power?Where’s my purchasing power?
Ingrid has worked part-
me for a number of years and managed to save $2,000 by 
the end of 2022.  At the start of 2023 she invested the money in a bank account 
earning 5% interest.  Over the course of 2023, her $2,000 investment grew in size 
by $100 and by the end of 2023 the total amount in her bank account was $2,100.  
She was very happy with the outcome.  Her close friend, Angus, is an IT specialist 
who has been in the workforce for three years.  He has just been told that his normal 
annual wage increase of 5% will be reduced to 3% over the course of 2023. This 
means that his annual wage of $100,000 will now only increase to $103,000 when 
he expected it to increase to $105,000.  Angus is unhappy and is thinking about 
qui@ng his job to work elsewhere.  

Ques	ons
1. Explain whether Ingrid should be happy with the addi	onal $100?
2. Explain why your answer in Ques	on 1 might be diHerent if you were 

advised that the rate of in;a	on over 2023 was 5%.  (Hint:  Would Ingrid be 
able to buy more goods and services with the money in her bank account at 
the end of 2023 when compared to the start of 2023?)

3. Explain why Ingrid should be unhappy if the in;a	on rate over 2023 was 10%.
4. Discuss why Angus is unhappy with a reduc	on in the size of his annual wage increase.
5. Explain why your answer in ques	on 4 might be diHerent if Angus an	cipated that the in;a	on rate over the course of 

2023 would have fallen to 3%.
6. Explain why Angus should be happy if the in;a	on rate over 2023 was less than 3%.

Review ques	ons 5.10 - 5.11Review ques	ons 5.10 - 5.11

1. Dis
nguish demand inPa
on from cost inPa
on.
2. Describe the relevance of aggregate supply or produc
ve capacity when describing demand inPa
on.
3. List Bve separate factors or events that may trigger demand inPa
on.
4. List Bve separate factors or events that may trigger cost inPa
on.
5. Explain how inPa
on erodes the purchasing power of money or cash.
6. Referring to the role of inPa
on, explain how bracket creep can make income earners worse oN.
7. Provide one example of how inPa
on may harm lower skilled workers compara
vely more than higher skilled 

workers.
8. Describe how produc
ve investment may be discouraged in a high inPa
on environment.
9. Explain how high inPa
on can ‘undermine the eNec
veness of the price mechanism as a means of alloca
ng 

resources.’
10. Outline how inPa
on can aNect consump
on and savings decisions and highlight the implica
ons that this might 

have for future living standards.
11. Illustrate how inPa
on can impact on borrowing and lending decisions in the economy.
12. Describe how high inPa
on can impact on Australia’s interna
onal compe

veness, economic growth and 

unemployment.
13. Explain the nature of a wage-price spiral and outline why these spirals are less likely to occur today compared to in 

the past.
14. Explain how high inPa
on is likely to aNect economic growth and living standards via its impact on interest rates.
15. Explain why high inPa
on is likely to increase the rate of unemployment.
16. Explain why high inPa
on is likely to increase the CAD and NFD.
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17. Explain how high inPa
on is likely to impact on the value of the AUD.
18. Explain why high inPa
on can lead to a less equitable distribu
on of income.
19. Using any three of your responses to ques
ons above, outline why inPa
on tends to have a nega
ve impact on 

Australian living standards.

Ac	vity 5n: Ac	vity 5n: The good, the bad or the....?The good, the bad or the....?
For each of the following scenarios, determine whether the impact is likely to be ‘good’ or ‘bad’ in terms of the economic impact 
of the event. In the Bnal column, provide an explana
on for your conclusion. You can complete the explana
on in your notebook 
if the table doesn’t provide enough space.  In some cases, it is possible to select both the Good and Bad boxes.  In these cases, 
the explana
on is all the more important – you need to explain why it would be both Good and Bad.

ScenarioScenario Good Good BadBad Explana	onExplana	on

InPa
on was 5% over the past year and Harry’s wage 
remained at $50,000 per annum

Ann Mar
nos has $100,000 invested in the bank at a Bxed 
interest rate of 5% per annum for two years.  InPa
on was 
10% per annum over this 
me

Australia’s inPa
on rate remains at 3% when inPa
on rates in 
all other countries increase above 3%

A 
le importer in Prahran sources all her 
les from India, 
where the rate of inPa
on has fallen below Australia’s 
inPa
on rate 

Australian businesses get caught up in a wage/price spiral

Bracket creep occurs as a result of inPa
on

Consumers gain conBdence as inPa
on is reduced signiBcantly

Githika lends her friend Tony $30,000 without charging 
interest, and the money is repaid one year later.  InPa
on 
over this 
me was 10%

Zane is an exporter of sheep and Australian inPa
on rates 
increase well above the New Zealand inPa
on rate

Higher inPa
on causes the RBA to increase interest rates

Mul	ple choice review ques	onsMul	ple choice review ques	ons

1.  Which of the following best describes the government’s goal for strong and sustainable growth? 

a) A growth rate in real GDP of approximately 3.25% 

b) The highest rate of economic growth without causing excessive inPa
on, external and environmental   

 pressures 

c) The highest growth rate in real GDP that is possible 

d) The highest growth rate in real GDP without causing excessive inPa
on 

2.   The total market value of all goods and services sold in Australia over a given period is a deBni	on of:

a) Gross domes
c product 

b) Na
onal income

c) Consumer price index 

d) Gross na
onal income 

3.   Which of the following provides the most accurate deBni	on of an annualised rate of economic growth?

a) Mul
plying the latest quarterly Bgure for real GDP growth by four

b) Adding the four most recent quarterly Bgures for real GDP

c) Using the real GDP dollar values for the latest quarter and comparing them to the values for the quarter one  

 year earlier

d) Adding up four quarterly dollar values for real GDP and comparing these to the Bgure a<ained one year earlier



    Chapter 5: Domes�c macroeconomic goals    

189

4.   Australia pursues economic growth for all of the following reasons, except:
a) To promote employment 
b) To generate incomes
c) To help protect the natural environment
d) To boost living standards

5.   In rela	on to real GDP per capita, which of the following statements is incorrect?
a) It is a measure of material living standards
b) It is equivalent to the average amount of income for each Australian
c) It will not always increase when real GDP increases
d) It is derived by dividing real GDP by the number of employees in Australia

6.    If the quarterly rate of growth in real GDP is 0.6% this means that the:  
a)  Annual rate of economic growth is 2.4%
b)  Annual rate of economic growth is 1.2%
c) Annualised rate of economic growth is 2.4%
d) Annualised rate of economic growth is 1.2%

7.    Which of the following is least likely to suggest that living standards in Australia have improved?
a) An increase in GDP per capita
b) An increase in the number of people with ter
ary qualiBca
ons
c) Lower oil prices
d) Slower rates of economic growth in China

8.   Which of the following is the least convincing deBni	on of full employment as it applies to Australia?

a) That level of unemployment that exists when the government’s economic growth goal is achieved

b) Sustainable rate of reduc
on in unemployment by li5ing the pace at which economic growth can be   

 maintained without running into inPa
onary and external pressures

c) When everyone who wants a job can have a job

d) The a<ainment of the lowest unemployment rate possible before inPa
on begins to accelerate

9.   Which of the following ranges for unemployment are most likely to represent the NAIRU?

a) 1.75% - 2.75%

b) 5.75% - 6.75%

c) 5.50% - 6.50%

d) 3.50% - 4.50%

10.   Which of the following types of unemployment is not considered a component of the economy’s natural 

unemployment levels?

a) Cyclical unemployment

b) Seasonal unemployment

c) Structural unemployment

d) Fric
onal unemployment

11.  Which of the following best describes structural unemployment?

a) When unemployment occurs due to insuFcient levels of structural demand in the economy

b) When unemployment occurs due to insuFcient skills held by the unemployed

c) When unemployment occurs due to a change in the structural component of the budget

d) When unemployment occurs due to structural change occurring at workplaces that are foreign subsidiaries of  

 Australian companies

12.   Which of the following statements is least correct concerning the rela	onship between the par	cipa	on  

rate and the unemployment rate?

a) An increase in the par
cipa
on rate can reduce the unemployment rate

b) An increase in the par
cipa
on rate can increase the unemployment rate

c) An increase in the unemployment rate is likely to increase the par
cipa
on rate

d) An increase in the unemployment rate is likely to decrease the par
cipa
on rate

13.   Which of the following statements provides the best descrip	on of ‘Hidden Unemployment’?

a) When people are working for less than one hour per week

b) When people are forced to work for less than the number of hours they prefer

c) When people exit the labour force and seek voluntary work

d) When people become discouraged and stop looking for work



  Economic Fundamentals in Australia (8th ed) 

190

Table ATable A

Employed persons 12,000

Unemployed persons 1,000

Underemployed persons 2,000

Persons not in the labour force but of a working age (over 15) 8,000

14.   Which of the responses below is the most accurate way of calcula	ng the underu	lisa	on rate from the data 

contained in Table A above?

a) (2,000/13,000) X 100

b) (3,000/13,000) X 100

c) (3,000/12,000) X 100

d) (3,000/15,000) X 100

15.   Which of the following is most likely to be a consequence of a high rate of unemployment?

a) Lower labour costs as the labour market loosens

b) Increased incomes enabling individuals to purchase more goods and services

c) Reduced incidence of crime and poverty

d) An increased likelihood of achieving equity in the distribu
on of income

16.   The government will accept that small rates of in;a	on are a feature of a healthy economy.  Which of the  

 following is the least adequate explana	on for why the government tolerates a small amount of in;a	on?

a) Some inPa
on actually represents an increase in the quality of goods and services

b) It allows the real wage to fall over 
me, helping to ensure that the price mechanism works more eNec
vely in 

labour markets

c) Targe
ng low inPa
on rates will result in lower economic growth and higher unemployment

d) The costs of targe
ng a very low rate of inPa
on (such as higher unemployment) may outweigh the beneBts

17.  A reduc	on in the in;a	on rate is regarded as desirable because:

a) Imports will be more compe

ve against domes
c industry

b) Business conBdence and investment is likely to improve

c) InPa
onary expecta
ons are likely to be higher

d) Exporters will be less compe

ve

18.  High in;a	on will tend to do all of the following, except:

a) Erode purchasing power

b) Cause more spending to be devoted to future consump
on 

c) Reduce interna
onal compe

veness

d) Encourage greater borrowing in the economy

19.  Which of the following price increases is unlikely to add directly to in;a	on as measured by the CPI? 

a) An increase in the price of tomatoes

b) An increase in the price of motor vehicles

c) An increase in the price of bank services

d) An increase in the price of machinery

20.   Which of the following factors is not a feature of the wage-price spiral?

a) Higher inPa
on leads to lower nominal wages

b) Wage increases feed into higher cost of produc
on

c) Higher costs of produc
on lead to higher prices and inPa
on

d) Businesses protect their proBts and workers seek to protect real wages
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Chapter SummaryChapter Summary

1. Economic growth refers to any growth in the amount or level of produc
on over 
me.  

2. 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 inPa
onary, external or 

environmental pressures.

3. In Australia, the gross domes
c product (GDP) is used to measure the amount of produc
on taking place in the 

economy and it is deBned as the Bnal market value of all goods and services produced in Australia over a given 

period.  

4. The chain volume measure of GDP is used by the ABS to provide an es
mate 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 ac
vity or volumes.  

5. The ABS releases sta
s
cs for growth in real GDP on a quarterly basis (see ABS Catalogue 5206.0) and the Bgures 

can be reported by economists or the media in a number of ways.  These include quarterly rates of economic 

growth, annual rates of economic growth, and annualised rate of economic growth.

6. All governments pursue economic growth as it is the primary means by which na
ons can maintain and/or improve 

living standards over 
me.  

7. The government is keen to ensure that the rate of growth in real GDP is suFcient to cater for a con
nually growing 

popula
on and to boost overall living standards or welfare of Australians.

8. Economic growth is also pursued because of its posi
ve rela
onship between employment growth and its ability to 

reduce rates of unemployment and generate incomes for households.  

9. Economic growth is also pursued because it increases the ability of governments to provide essen
al services, such 

as infrastructure and welfare.

10. The government pursues a rela
vely strong rate of economic growth of approximately 3 – 3.5% per annum to 

ensure that it exceeds produc
vity growth and caters for an increasing popula
on such that real GDP per capita 

and living standards increase over 
me.

11. Material living standards have declined on a number of occasions since 2010 despite material living standards rising 

overall over those periods.  

12. Economic growth and material living standards declined over 2020 due to the coronavirus induced recession, 

before recovering over 2021-22.

13. Employment is a key component of economic ac
vity and provides the impetus for growth in the economy and 

improvements in living standards.  

14. To be classiBed as ‘employed’ by the ABS, one needs to be over 15 years of age, not in the defence forces, and 

working more than one hour per week in return for some form of measurable remunera
on (such as wages).  

15. Full employment is generally regarded as that level of unemployment that exists when the government’s economic 

growth objec
ve is achieved and where cyclical unemployment is non-existent.

16. The government’s full employment objec
ve involves the achievement of ‘the maximum sustainable rate of 

reduc
on in unemployment by li5ing the pace at which economic growth can be maintained without running into 

inPa
onary and external pressures.’

17. The full employment objec
ve will typically involve the a<ainment of an unemployment rate of approximately 

4.25% or the lowest rate of unemployment that can be achieved before inPa
on accelerates (the Non-Accelera
ng 

InPa
on Rate of Unemployment or NAIRU for short). 

18. The Phillips curve depicts the rela
vely short-run rela
onship or trade-oN that some
mes exists between inPa
on 

and unemployment.  

19. The ‘natural rate of unemployment,’ is the rate of unemployment that exists when economic growth is rela
vely 

strong (in the order of 3-4% per annum) and cyclical unemployment is non-existent.

20. The natural rate of unemployment will encompass structural, seasonal, fric
onal and hard-core unemployment, 

but cyclical unemployment will be zero.

21. To be classiBed as unemployed, a person must be over 15 and ac
vely looking for work.

22. The labour force comprises all those people aged 15 and over who are willing and able to work.  It includes the 

employed and the unemployed.

23. The par
cipa
on rate is deBned as the percentage of the total ‘working age’ popula
on (over 15) that is a member 

of the labour force.

24. The unemployment rate represents the percentage of the labour force that is unemployed.

25. A decrease in the unemployment rate is likely to induce a rise in the par
cipa
on rate.

26. ‘Discouraged job seekers’ or the ‘hidden unemployed’ are those who are excluded from unemployment sta
s
cs 

because they have become discouraged about their job prospects and are not ac
vely seeking employment.

27. The underemployed are those individuals that are classiBed as employed, but who are at least partly unemployed 

in the sense that they would prefer to be working more hours than they are currently working.

28. The underu
lisa
on rate is calculated by adding the unemployed to the underemployed and dividing by the size of 



  Economic Fundamentals in Australia (8th ed) 

192

the labour force.  It represents the propor
on of the total labour force that is ‘underu
lised.’

29. The lower rate of unemployment achieved by Australia up un
l 2020 overstated the strength of the labour market. 

While the unemployment rate came down, there remained a rela
vely high underu
lisa
on of labour.

30. Over the Brst seven months of 2020, the unemployment rate only rose from approximately 5.7% to 7.4%, when the 

economy experienced a largest economic contrac
on since the 1930s.  The underemployment rate increased from 

8.2% to 13.8%, or the underu
lisa
on rate, which increased from 13.3% to 20.1%.  

31. Since 2020, the unemployment rate has trended down to 3.4% as at July 2022.

32. When determining the degree of spare capacity in labour markets it is necessary to look beyond the unemployment 

rate in isola
on, with the underemployment/underu
lisa
on rates providing a more useful guide.

33. An increase in the par
cipa
on rate is likely to cause a short-term increase in unemployment but can help to reduce 

unemployment in the long run via the eNects on the produc
vity and price of labour.

34. A decrease in the unemployment rate is likely to induce a rise in the par
cipa
on rate as people become encouraged 

to re-enter the labour market.

35. During the 2020 recession, the par
cipa
on rate fell signiBcantly while the unemployment/underemployment rate 

rose signiBcantly.  Since then, the reverse has occurred with the par
cipa
on rate climbing to very high levels and 

the unemployment rate falling to very low levels by the middle of 2022.

36. A lack of AD will cause cyclical unemployment and is generally associated with economic downturns which are part 

of the business cycle.

37. Structural unemployment is caused by a mismatch between the skills set of the unemployed and the skills that 

are needed in the economy and is caused by factors such as the implementa
on of new capital and technology, 

changes in tastes and fashions, outsourcing, business restructuring and government microeconomic reforms.

38. The pursuit of full employment also helps to avoid the real economic losses associated with unemployment in 

terms of lost produc
on or output.

39. Higher unemployment rates will have a nega
ve impact on the government’s budget which 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.

40. High rates of unemployment will tend to increase income inequality and increase the incidence of poverty.

41. Ul
mately, high rates of unemployment reduce material and non-material living standards of Australians.

42. InPa
on refers to a sustained increase in the general or average level of prices over 
me.

43. The RBA’s inPa
on target is to contain the increase in ‘consumer price inPa
on’ to 2-3% on average over 
me. This 

is also referred to as the Goal to achieve a low and stable rate of inPa
on (or price stability).

44. The government is keen to avoid the economic costs associated with a high inPa
on rate, where these costs are 

ul
mately borne by all Australians

45. Low rates of inPa
on are tolerated because they allow for necessary reduc
ons in the real wage, account for quality 

changes and avoid the costs of reducing it to lower levels.

46. DePa
on is the opposite of inPa
on and refers to a sustained decrease in the general or average price level, which 

means that prices on average are falling, as they did over the year to end June 2020.

47. The consumer price index (CPI) is the best and most reliable indicator of ‘consumer price inPa
on’.  

48. Index numbers are used by sta
s
cians to provide a meaningful way to record movements in the price or value of 

items that are quite diverse in nature.

49. There are several ways of repor
ng inPa
on rates, including quarterly rates of inPa
on, annualised rates of inPa
on 

or the annual rate of inPa
on.

50. The ABS and the RBA produce a set of inPa
on sta
s
cs that are derived from the original CPI, but exclude various 

‘vola
le’ or ‘one oN’ price changes in order to arrive at an ‘underlying rate of inPa
on.’  

51. The most recent diNerence between the annual headline rate (6.1%) and the underlying rate (4.9%) over the year 

to end June 2022 was the rise in fuel prices and the higher costs of produc
on (e.g. building materials) due to 

COVID-19 induced supply chain disrup
ons across the globe. 

52. A major cause of inPa
on is excessive growth in AD rela
ve to produc
ve capacity (referred to as demand inPa
on)

53. Another major cause of inPa
on is excessive growth in costs of produc
on (referred to as cost inPa
on).

54. InPa
on will erode purchasing power, distort the alloca
on of resources, cause a loss in interna
onal compe

veness, 

damage conBdence levels, lead to a wage-price spiral, cause interest rates to rise and have nega
ve implica
ons 

for governments.

55. All countries seek to control inPa
on rates because it is recognised that high inPa
on has real nega
ve consequences 

for their economies, resul
ng in a reduc
on in the rates of economic growth, less than full employment, declining 

incomes and the deteriora
on of material living standards.
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6.1  Aggregate demand and supply factors in;uencing goals

In Chapter 4, we examined a range of factors that could inPuence aggregate demand (AD) and/or aggregate supply (AS).     

These factors were as follows:

AD factors 

disposable income

interest rates

consumer confidence

business confidence

the exchange rate

rates of economic growth overseas

AS factors 

quantity of the factors of production

quality of the factors of production

costs of production

technological change

productivity growth

exchange rates

government regulations

 climatic conditions and other supply shocks

We learned that each of the AD factors inPuenced the level of AD in the economy, which necessarily means that they 

will inPuence the real value of produc
on and therefore economic ac
vity.  We also learned that there are several AS 

factors that inPuence the willingness to supply goods and services and/or produc
ve capacity, which also inPuences the 

real value of produc
on and economic growth.  The following sec
on will provide a quick overview of the diNerence 

between AD and AS factors in terms of the way they aNect the achievement of Australia’s domes
c macroeconomic 

goals.  We will then examine how these AD/AS factors may have inPuenced economic growth, inPa
on, unemployment 

rates and living standards over the past two years.

Aggregate Demand factors

Any event that causes AD to change will have an impact on produc
on, employment, prices, incomes and living standards, 

and can therefore be considered an AD factor aNec
ng the achievement of Australia’s domes
c macroeconomic goals.  

These factors will cause a change in the level of AD and it is important to remember that every demand factor must 

inPuence AD via an eNect on at least one of the components of AD.  First, however, we need to revisit the AD equa
on 

from Chapter 4.

AD = C + I + G + X - M

C    =  Consumption demand

I    =  Investment demand

G   =  Government demand

X    =  Exports

M  =  Imports

Chapter 6  
Factors in;uencing the achievement of goals
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Using the AD/AS diagram to illustrate, the AD factors will cause the AD line to shi5.  It will shi5 out to the right when the 
factor is having a posi
ve impact on AD and back to the le5 when it is having a nega
ve impact on AD.  This is illustrated 
in Figure 6.1.

AD1

AD2

Prices

real gdp

demand factors positively impacting AD demand factors negatively impacting AD

AS

AD2

AD1

Prices

real gdp

AS

Higher disposable incomes

Lower interest rates

Stronger consumer and business confidence

Lower exchange rate

Stronger growth overseas

Lower disposable incomes

Higher interest rates

Weaker consumer and business confidence

Higher exchange rate

Weaker growth overseas

Figure 6.1

Aggregate Supply factors

Aggregate supply in the economy is the total volume of produc
on 

(or output) that suppliers (in aggregate) are prepared to supply to 

the market. The Aggregate Supply (AS) curve represents the total 

real value of output that can be produced in rela
on to various 

aggregate price levels.   It has a posi
ve rela
onship to the general 

price level and steepens with increasing levels of output.  This is 

due to the fact that higher output levels become increasingly 

more diFcult to achieve as an economy approaches its produc
ve 

capacity.  At produc
ve capacity, any increases in AD only result in 

higher prices. 

There are several factors that inPuence AS in the economy and these 

factors are similar to those inPuencing individual supply curves.  In 

essence, any factor that causes a change in the ‘costs of produc	on’ 

or ‘supply poten	al’ for the business sector is an AS factor aNec
ng 

economic growth.  Once again, we will use the AD/AS diagram to 

illustrate in Figure 6.2 below.  The change in the AS factors will cause 

the AS curve to shi5.  It will shi5 to the right when the factor is 

having a posi
ve impact on AS and to the le5 when it is having a 

nega
ve impact on AS.  

AD

Prices

real gdp

supply factors positively impacting AS supply factors negatively impacting AS

AS1 AS2

AD

Prices

real gdp

AS1
AS2

More factors of production

Better quality factors of production

Lower costs of production

Increased rate of technological change

Higher productivity growth

Higher exchange rates

 Improved climatic conditions

Less onerous or fewer government regulations 

Fewer factors of production

Lower quality  factors of production

Higher costs of production

Decreased rate of technological change

Lower productivity growth

Lower exchange rates

Deteriorating climatic conditions/global supply shock

More onerous or more government regulations

Figure 6.2

Study tip

Students are reminded that the Study Design no longer 
makes speci2c reference to the AD and AS curves, which 
means that an understanding of the AD/AS model is not 
required knowledge.  However, the use of the model aids 
in the understanding of how AD/AS factors inBuence 
economic activity and the achievement of domestic 
macroeconomic goals.

Study tip

When a factor causes AD to change it will have an indirect 
e�ect on AS via a change in the aggregate price level (or 
inBation).  But it is also possible for a factor that shi1s the 
AD curve to have longer term supply side e�ects.  This is 
o1en the case for those factors that cause an increase 
in Investment (such as lower interest rates).  In the short 
term, these factors will increase AD (pushing the AD curve 
to the right).  But once the investment is in place (such as 
a new factory or a new mine) it starts to have supply side 
e�ects, pushing the AS curve to the right as the nation’s 
productive capacity increases.   
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Ac	vity 6a: Ac	vity 6a: The impact of AD/AS factorsThe impact of AD/AS factors

In the table below, you are provided with a number of hypothe	cal scenarios rela	ng to the movement in AD/AS factors 

impac	ng on economic growth.  AGer examining the AD/AS diagrams,  complete the table by selec	ng/highligh	ng the 

most likely  op	on(s), from A, B, C or D, that captures how the par	cular factor is likely to impact on AD/AS.  The Brst 

one has been completed for you.

Hypothe	cal movement in AD/AS factorHypothe	cal movement in AD/AS factor AA BB CC DD

Economic growth in China rebounds over 2023-24

Australia increases skilled migra
on to record levels to tackle skills shortages

Rapid advances in robo
cs technology occur in manufacturing

Costs of raw materials in produc
on increase across the board

The trade weighted index falls to very low levels

Consumers become more op
mis
c as we learn to live with COVID-19

Interest rates con
nue to rise 

Personal income tax rates are raised to reduce future budget deBcits

Global conPict rises in both Europe and Asia

Labour produc
vity rises signiBcantly

There is an increase in the par
cipa
on rate over 2023-24

AD1

AD2

Prices

real gdp real gdp

AS

AD2

AD1

Prices AS

AD

Prices

real gdp

AS1 AS2

AD

Prices

real gdp

AS1
AS2

Option A Option B Option C Option D

Ac	vity 6b: Ac	vity 6b: Aggregate supply and PPCAggregate supply and PPC

A Produc	on Possibility Curve (PPC) is some	mes used to demonstrate the favourable impact of aggregate supply 

factors.  Using the adjacent PPC (also called a Produc	on Possibility Fron	er or PPF) as a guide, answer the ques	ons 

that follow:

1. Illustrate how an increase in produc	vity might impact on the 

economy’s produc	ve capacity.

2. Illustrate how the PPC is likely to be aHected by an increase in the rate 

of popula	on growth.

3. Demonstrate how the PPC would change if there was an increase in 

the quality of human and physical capital employed in the ‘services’ 

sector rela	ve to the sectors of the economy producing ‘goods’.

4. Outline the implica	ons for the economy if produc	on is occurring at 

Point A.

5. Apart from raising produc	vity, increasing the popula	on or improving 

the quality of factors of produc	on, describe one other way that the 

economy can increase the produc	on of both goods and services.  Use 

the PPC to illustrate.

6. Dis	nguish a movement in produc	on from point A to B, from a movement in produc	on from point B to C.

7. Describe the problems that the economy might experience if the demand for goods and services in the economy 

(i.e. AD) was occurring at point C.

Services

[e.g. education]

Goods

[e.g. food]

Production Possibility Curve (PPC)

A

B

C
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Ac
vAc
vity 6c   ity 6c   The immediate AD and AS eNects of COVID-19 The immediate AD and AS eNects of COVID-19 

The COVID-19 pandemic caused major disrup
ons to the Australian economy 
resul
ng 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%.  

The spread of the deadly virus restricted the supply of key labour resources to 
industries (impac
ng nega
vely on the quan
ty of factors of produc
on) and 
restricted the supply of key inputs from some oNshore loca
ons (e.g. China 
during the early stages of the pandemic). In addi
on, the spread of the virus 
created signiBcant panic and anxiety across Australian households (evidenced 
by panic buying of essen
al items such as hand sani
zer and toilet paper 
during the early stages of the crisis) and ul
mately resulted in a huge decline 
in consumer conBdence and an increased propensity to save instead of spend 
beyond the ini
al panic buying.  Businesses were also much more uncertain 
about the future state of the economy, resul
ng in a huge decline in business 
conBdence.  These factors combined with large nega
ve rates of overseas growth (e.g. deep recessions in Europe and the USA) to 
exert a nega
ve inPuence on aggregate demand (reducing Consump
on, Investment and Exports).  These are examples of how the 
health pandemic ul
mately impacted on both the (aggregate) demand and supply sides of the Australian economy.

However, these nega
ve eNects of the virus itself were compounded by the impact of government policy ini
a
ves that were 
designed to slow the spread of the virus (i.e. physical/social distancing and lockdown measures).  These measures not only 
restricted the ability of consumers to spend (e.g. border closures restric
ng domes
c tourism) they had an immediate nega
ve 
impact on the ability of numerous businesses to supply goods or services to markets.  For example, in hospitality, restaurants and 
cafes were either forced to close down or restrict opera
ons, and industries such as sport and recrea
on, were severely limited in 
their capacity to oNer services to clients (e.g. gyms and sports centres being unable to operate and organisa
ons such as the AFL 
being restricted in how they could supply their services to the market).  

The overall reduc
on in economic ac
vity caused by both the virus itself, and government eNorts to contain the spread of the 
virus, then had further nega
ve impacts on business and consumer conBdence, as well as triggering huge reduc
ons in income 
from wages and salaries, which collec
vely exerted further nega
ve pressure on aggregate demand.  However, the government 
responded to the ‘economic’ crisis (as opposed to the ‘health’ crisis) via huge s
mulus programs designed to oNset the decline 
in household (and business) incomes.  These programs (e.g. JobSeeker and JobKeeper) actually had the eNect of oNse@ng the 
declines in wage and salary incomes such that (gross) household disposable income increased over the period (e.g. by 2.2% in 
the June quarter 2020). The fact that there was a large decrease in Consump
on during a 
me when incomes increased meant 
that households (in aggregate) increased their savings (e.g. from 6% to 20% in the June quarter).  Detail on how the government 
responded to the economic crisis will be covered in chapters 8 and 9.

Ques	ons
1. Explain how the COVID-19 virus itself contributed to a reduc	on in aggregate demand (AD).  In your answer, refer to one 

of the AD side factors listed at the beginning of this chapter.
2. Explain how the COVID-19 virus itself contributed to a reduc	on in aggregate Supply (AS).  In your answer, refer to one of 

the AS side factors listed at the beginning of this chapter.
3. Explain how government policy ini	a	ves that were designed to slow the spread of the virus contributed to the reduc	on 

in AD and AS referred to in the previous ques	ons.
4. Explain why (gross) household disposable income increased during the June Quarter 2020 despite the fact that wages and 

salaries of employees actually fell over the same period.
5. Explain why consump	on spending fell in 2020 despite the fact that household disposable income increased.
6. Explain why the Australian economy experienced falling prices in the June quarter 2020, despite the existence of nega	ve 

supply-side forces (which shiGed the AS curve to the leG).

GDP1GDP2

P2

AD2

Coronavrus effects on the economy using AD/AS

P1

AS1

AS2

AD1

Prices

real gdp

Review ques	ons 6.1Review ques	ons 6.1

1. DeBne AD and list the components of AD.

2. Dis
nguish an AD factor aNec
ng economic growth from an AS factor.

3. Describe those factors than can act to s
mulate AD and boost economic growth.

4. DeBne aggregate supply.

5. Describe those factors that can increase AS.

6. Explain how a demand factor can ul
mately lead to supply side improvements in the economy.

7. Explain how a factor causing an increase in AS can also boost AD.



197197

    Chapter 6: AD and AS factors a�ec�ng goals

Study tip

Given that we explored how demand factors a�ect 
AD in Chapter 4, it is not necessary to re-examine 
‘the theory’ in depth. Instead, we will focus on how 
the various demand/supply factors have inBuenced 
economic growth, the unemployment rate, inBation 
and living standards over the past two years.  

6.2 Impact of AD and AS factors over the past two years

Interest rates 

As discussed in Chapter 4, interest rate changes will inPuence 

AD and economic ac
vity, with lower interest rates expected to 

s
mulate AD and economic ac
vity.  However, changes in interest 

rates will also be closely correlated to rates of economic growth.  

Higher interest rates tend to occur alongside stronger rates of 

economic growth and lower interest rates will typically occur 

alongside lower rates of economic growth.  There are two main 

reasons for why this occurs.  First, stronger economic growth brings 

with it an increase in demand for funds in Bnancial markets which 

pushes up the ‘price’ of those funds (i.e. interest rates).  Of course, 

the reverse occurs when economic growth is low.  Second, when economic growth is high, the RBA tends to 
ghten 

monetary policy in order to combat inPa
onary pressure and when economic growth is low the RBA tends to loosen 

monetary policy in order to s
mulate growth and jobs.  [A loosening monetary policy results in lower interest rates, 

while 
ghtening monetary policy results in higher interest rates - as outlined in Chapter 9.].  

Chart 6.1 highlights the rela
onship between interest rates, economic growth, inPa
on and unemployment since June 

2019.
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Chart  6.1:  Interest rates and key macroeconomic indicators

Economic growth (LHS)

Headline inflation rate (LHS)

Unemployment rate  (LHS)

Cash rate (RHS)

The cash rate is the key ‘oFcial’ interest rate that acts as a benchmark against which all other interest rates are aNec
vely 

set in the economy, and it will be covered more fully in the context 

of monetary policy later in the text (Chapter 9).  The fall in the cash 

rate between 2019 and early 2022 caused other interest rates in 

the economy to fall by a similar magnitude which played a part 

in s
mula
ng aggregate demand and economic growth a5er the 

middle of 2020. The lower interest rates also contributed to growth 

in demand inPa
onary pressures, with the headline rate of in;a	on 

rising above the top end of the RBA’s target range by the middle of 

2021 and even higher since then.  With respect to the impact on the unemployment rate, given that lower interest rates 

contributed to stronger rates of economic growth, they ul
mately helped to s
mulate the demand for labour, boost 

employment and reduce the unemployment rate from as high as 7% in 2020 to as low as 3.4% by the middle of 2022.  

To the extent that lower interest rates between 2019 and 2022 helped to prop up economic growth and employment 

beyond that which would have otherwise occurred, it is fair to say that lower interest rates have helped to support 

Australian living standards.  The rise in interest rates since May 2022 should lead to a reduc
on in economic growth and 

inPa
on, as well as a rise in the unemployment rate over 2023.

Study tip

It is important to understand that the impact of rising 
interest rates in increasing cost inBation will be more 
than o�set by the opposing e�ect of rising interest 
rates in decreasing demand inBation. 
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Disposable income 

Gross Disposable income is an indicator that is derived from household income account within the ABS’ Na
onal 

Accounts.  It is includes wages and salaries of household members, as well as property income and transfers, and then 

excludes the income tax payable on that income.  When gross disposable income increases, it means that a5er-tax 

income has increased, providing the household sector with increased purchasing power.  
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Chart 6.2:  Disposable income and key macroeconomic indicators

Growth in Gross Disposable Income 

Unemployment rate

Economic growth

Headline inflation rate

Chart 6.2 captures the rela
onship between annual growth in gross disposable income and economic growth, inPa
on 

and unemployment.   The growth in Australia’s disposable income leading into 2020 hovered around 4% per annum, 

before climbing above 8% during 2020.  The growth in disposable incomes during 2020 seems peculiar in light of the 

fact that Australia experienced a recession and that wages and salaries of employees fell markedly.  As pointed out in 

Ac
vity 6c, disposable incomes actually increased because of the impact of government’s s
mulus measures, including 

the wage subsidy (JobKeeper), the one oN cash beneBt to some welfare recipients and the temporary doubling of 

unemployment beneBts (JobSeeker).  Ordinarily, this rise in disposable income should have provided a substan
al boost 

to spending, economic growth and employment.  However, Bgures at this 
me revealed that there was large increase 

in household savings (for example, the savings ra
o increased from 6% in the March quarter to 20% in the June quarter 

2020) which meant that the normal correla
on between income and the key macroeconomic variables was delayed 

un
l the household sector began drawing down their savings therea5er.  When households did Bnally begin spending 

some of that saved income, this resulted in Consump
on growth, which contributed to a stronger rate of economic 

growth over the Brst half of 2021, as well as the higher rate of inPa
on and lower unemployment rate. The further rise 

in disposable incomes since 2021 has contributed to an increase in economic growth and a lower unemployment rate, 

thereby boos
ng living standards.  However, it has contributed to an increase in inPa
onary pressures.

The exchange rate 

Chart 6.3 on the next page highlights the rela
onship between Australia’s exchange rate, as measured by the Trade 

Weighted Index (TWI), and changes in economic growth, inPa
on and the unemployment over the past few years.  

The deprecia
on of the exchange rate over 2019-20, from a TWI of approximately 60 in 2019 to 55 by the middle of 

2020, provided support to trade exposed industries (such as manufacturing, tourism and educa
on), which enjoyed 

a fall in the interna
onally traded price of their respec
ve goods/services, improving interna
onal compe

veness 

and helping to generate greater sales and more produc
on.  In addi
on, those Australian exporters who are ‘price 

takers’ (i.e. they exert li<le or no control over the world price of their export) received more sales revenue for any 

given volume of exports, which increased export income.  The combined eNect was to see an increase in net export 

demand and the associated boost to aggregate demand, helping to raise real GDP and employment beyond that which 

would have otherwise occurred. This is despite the fact that the deprecia
on resulted in Australian businesses paying 

more (in Australian dollar terms) for imported inputs, either capital goods such as machinery, or intermediate goods 

such as raw materials.  Given that imported inputs generally have a low price elas
city of demand, the deprecia
on 

did indeed have a nega
ve impact on produc
on costs over this 
me. Overall, however, the demand side eNects of the 

lower exchange rate outweighed the nega
ve supply side eNects such that the deprecia
on up to the middle of 2020 

supported economic growth and exerted downward pressure on the unemployment rate. With respect to inPa
on, 

the deprecia
on exerted upward pressure on inPa
on (both on the demand and cost side) which contributed to the 

headline rate of inPa
on climbing into the RBA’s target zone in early 2020.
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Since then, there has been an apprecia
on of the exchange rate, with the TWI rising from 55 in 2020 to 62 by the 

middle of 2022.  This rise largely rePects a stronger terms of trade 

over the period, which in itself helped to boost export incomes and 

s
mulate economic growth.  The apprecia
on over 2020-21 was 

also a response to a weaker US dollar at the 
me.  In addi
on, there 

was a large fall in the demand for imported capital and intermediate 

goods, which was consistent with the impact of the recession (e.g. 

reduced output requiring reduced imported inputs), which resulted 

in a reduced demand for foreign currency on foreign exchange 

markets (thereby increasing the value of Australia’s exchange rate).  

[The causes and eNects of recent exchange rate movements will 

be explored more fully in Chapter 7.]   This apprecia
on of the 

exchange rate since then is likely to have the reverse inPuence on the key macroeconomic variables, nega
vely impac
ng 

on economic growth, increasing the unemployment rate and further reducing the rate of inPa
on. 
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Chart 6.3:  Exchange rates and key macroeconomic indicators
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Consumer and business conBdence

Chart 6.4  highlights  the rela
onship between consumer conBdence (as measured by the Westpac-Melbourne Ins
tute 

consumer sen
ment index) and the key macroeconomic indicators.  A consumer conBdence index of below 100 means, 

on balance, consumers are more pessimis
c than op
mis
c, and vice versa.  Like earlier factors, conBdence levels both 

follow economic ac
vity as well as cause changes in ac
vity.  The generally lower rate of economic growth and recession in 

2020, caused a deteriora
on in consumer conBdence, with the index falling well below 100 from the second half of 2019 

and beyond.  This rela
vely low level of consumer conBdence then nega
vely impacted on Consump
on, AD and real 

GDP and was one of the major contribu
ng causes of the huge reduc
on in real GDP, higher rate of unemployment and 

lower inPa
on rates (i.e. dePa
on) over the course of 2020. From late 2020, however, consumer conBdence rebounded 

as the eNects of expansionary monetary and budgetary policies helped to boost both disposable and discre
onary 

incomes of households.  This contributed to a stronger rate of economic growth, declining rates of unemployment and 

a higher rate of inPa
on over 2021-22.  The fall in consumer conBdence into nega
ve territory (i.e. below 100) over the 

Brst part of 2022, due largely to the eNects of the war in Ukraine, natural disasters and the rise in interest rates, should 

have a nega
ve impact on the key macroeconomic variables over 2022-23.
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Chart 6.5 Business confidence and key indicators
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Chart 6.4:  Consumer confidence and key indicators
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Study tip

It is important not to confuse the causes and e�ects of 
a change in the exchange rate.  A weaker Australian 
dollar can reBect weaker net export growth, which 
reduces inBationary pressure.  However, a lower dollar 
forward will then cause an increase in inBationary 
pressure.  The causes and e�ects of changes in the 
exchange rate are examined in greater detail in 
Chapter 7.
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The changes in business conBdence typically follow the changes in business condi
ons (including proBtability levels 

and labour hiring inten
ons) as measured by the NAB business condi
ons index (devia
on from average), where a 

number below zero indicates condi
ons are rela
vely poor (or below average) and an index above zero the opposite. 

As was the case with consumer conBdence, business condi
ons/conBdence will both follow economic ac
vity as well as 

contribute to changes in ac
vity.  Chart 6.5 highlights that, like consumer conBdence, business conBdence/condi
ons 

con
nued to fall during 2020, contribu
ng to the nega
ve rate of economic growth experienced at the 
me (as business 

Investment decreased signiBcantly), the higher unemployment rate and reduc
on in inPa
on (or dePa
on) recorded 

in the year to end June 2020. Over 2020-21 condi
ons improved signiBcantly for businesses, which helped to s
mulate 

growth and inPa
on and reduce the rate of unemployment.  While the index has fallen from its peak in early 2021, 

business condi
ons were s
ll favourable over 2021-22 which helped to s
mulate business investment and contribute to 

a stronger rate of economic growth, lower unemployment and a higher rate of inPa
on.

Overseas rates of economic growth

Chart 6.6 highlights that global rates of economic growth 

plummeted as a consequence of the COVID-19 pandemic, 

with the IMF’s measure of world output recording a Bgure 

of -3.1% for 2020.  This nega
vely inPuenced the Australian 

economy, contribu
ng to the nega
ve rate of economic 

growth experienced in Australia over the same period and the 

associated increase in unemployment. Australia is par
cularly 

exposed to rates of growth in the developing world, given that 

a signiBcant share of Australia’s exports are needed to fuel 

their growth in industrial produc
on (e.g. exports of iron ore, 

coal and natural gas), and this reduced both export demand 

and the rate of economic growth, as well as contribu
ng to 

the downward pressure on prices and the dePa
on recorded 

in 2020. Since then, however, global growth has rebounded, 

par
cularly in emerging economies of China and India, which 

has helped to boost Australian rates of economic and employment growth.  The beneBts that stem from strong growth 

in countries like China and India largely comes from the boost in the demand for Australian minerals, which of course 

leads to an increase in Australia’s terms of trade and rising levels of na
onal income.  [Further examina
on of the causes 

and eNects of a change in the terms of trade is covered in Chapter 7.]
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Chart 6.6:  World economic growth and key Australian macroeconomic indicators
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Quality of factors of produc	on, technological change and produc	vity 

The quality of Australia’s factors of produc
on, such as the skills possessed by human capital (e.g. labour), the output 

poten
al of physical capital (e.g. machinery), or the fer
lity of land (e.g. farms), ul
mately determines produc	vity 

or eFciency of our factors of produc
on.  As the quality of our factors of produc
on increase, we would expect that 

there will be an increase in the na
on’s output rela
ve to inputs.  For example, increases in educa
onal a<ainment 

should help to improve the quality of human capital and therefore lead to an increase in labour produc	vity (output 

per hour worked).  Similarly, advances in technology can result in an increase in the quality of both physical capital, such 

as developments in robo
cs that accelerates growth in capital produc	vity, and natural capital, such as the fer
lity of 
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farmland improving because of new technology that improves the quality of fer
lisers. Taken together, an improvement 

in the quality of Australia’s factors of produc
on should be rePected by an increase in mul
factor produc
vity, which is 

deBned as the ra
o of output to a combina
on of inputs, typically labour and capital. 
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Chart 6.7:  Labour productivity growth and key macroeconomic indicators

Growth in non-farm labour productivity per hour 
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Chart 6.7 shows that growth in labour produc
vity rose over 2019-

20 from below 0% (i.e. produc
vity falling) in 2019 to more than 

4% in 2020. From that point, labour produc
vity declined to -3.2% 

by the middle of 2021, before increasing towards 2% by the middle 

of 2022. During those periods where labour produc
vity growth 

is nega
ve, such as during 2019 and 2021, it means that labour 

resources (or labour hours) are producing less output than before, 

which contributes to growth in unit labour costs, adding to the cost 

of produc
on and exer
ng upward pressure on the rate of inPa
on.  

This in turn nega
vely impacts on economic growth, the demand 

for labour and unemployment. However, the growth in labour 

produc
vity for most of the period, acted as a favourable supply 

factor helping the economy to emerge from the 2020 recession, as 

average costs of produc
on are lowered and businesses are more 

incen
vised to undertake investment and supply more to markets.   

This results in downward pressure on prices and inPa
on (which is consistent with the reduc
on in prices over 2020) 

and encourages an increase in AD and real GDP. As a consequence, the demand for labour and employment increased 

beyond 2020 because the higher level of AD and real GDP induced a larger ‘derived demand for labour’. To the extent 

that higher labour produc
vity is a result of business restructuring, it can actually come at the expense of jobs (and 

material living standards) in the short to medium term if the restructuring involves businesses subs
tu
ng out of labour 

and into capital.  

Quan	ty of factors of produc	on

Increasing the size of the labour force (e.g. by increasing immigra
on), making more machinery or equipment (e.g. by 

inves
ng more in capital) or Bnding more natural resources (e.g. discovering new mineral deposits) are all ways that 

Australia could increase the size or quan
ty of its factors of produc
on.  In contrast to increasing the quality of factors 

of produc
on, increasing the quan	ty of our key resources is one of the major factors accoun
ng for economic growth 

over 
me.  For example, increasing the (skilled) migra
on intake has helped to increase the labour supply, and alleviate 

skills shortages and/or capacity constraints that have existed in some sectors of the economy.  The same logic applies 

to all factors of produc
on, where a greater volume of resources makes it easier for businesses to access resources for 

produc
on, which in turn raises produc
vity and/or reduces the costs of produc
on.

Chart 6.8 highlights the rela
onship between the supply of labour (i.e. the labour force) and the relevant key 

macroeconomic indicators.  While the supply of labour fell during parts of 2020 and 2021 due to COVID-19 restric
ons, 

lockdowns and border closures, there has been general growth in the supply of labour over the past few years.  The 

general increase in the size of the labour force helped to improve supply condi
ons for businesses.  Not only did the 

larger labour supply exert downward pressure on labour costs (see ‘Costs of produc
on’ below) and contribute to low 
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(or nega
ve) rates of inPa
on (at least up un
l mid-2021), it meant that businesses were likely to be less burdened 

by capacity constraints (or skills shortages) and more able to increase produc
on in line with growth in (aggregate) 

demand.  This was therefore a factor contribu
ng to economic growth leading into 2020 and the much stronger rate of 

growth since then.   
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Chart 6.8:  Labour supply and key macroeconomic indicators
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With respect to the impact on the unemployment rate, the rela
onship between a larger labour supply and the rate 

of unemployment was examined in Chapter 5 (when discussing the rela
onship between the par
cipa
on rate and 

the unemployment rate). In the short term, an increase in the labour supply is likely to have caused a short-term 

increase in unemployment.  However, over the longer term, a larger labour supply can exert downward pressure on the 

unemployment rate because of the posi
ve impact on economic growth and corresponding increase in the demand 

for labour.  In addi
on, downward pressure is placed on the price of labour (e.g. wages) and/or upward pressure is 

placed on labour produc
vity (as greater compe

on for jobs can increase intensity of eNort at workplaces).  As a 

result, these factors may have increased the demand for labour over 
me, crea
ng more jobs and helping to reduce the 

unemployment rate to 3.4% by the middle of 2022. [The rise in inPa
on that has occurred over the past couple of years 

would ordinarily be expected to be a result of higher wage costs.  However, wages growth has been rela
vely low and 

the higher inPa
on is mainly a consequence of the supply shocks coming from the war in Ukraine, lingering COVID-19 

related supply chain disrup
ons and the east coast Poods in early 2022.]

Costs of produc	on

As discussed earlier, all AS factors will ul
mately impact on the 

costs of produc	on, with favourable supply side factors exer
ng 

downward pressure on produc
on costs, such as produc
vity 

growth, and unfavourable supply side factors exer
ng upward 

pressure on produc
on costs, such as a lower exchange rate.  Two 

major costs of produc
on for most businesses are labour costs 

(e.g. wages) and raw material costs (e.g. the cost of crude oil).  

Labour costs

Labour costs are one of the major costs of produc
on for businesses.  

When labour costs are too high rela
ve to labour produc
vity, it will tend to create what has become known as ‘classical 

unemployment.’  In this situa
on, labour costs increase to the point where businesses reduce their demand for labour 

and employment growth in the economy is restrained.  Of course the reverse occurs when labour costs are falling (as 

has been the case over recent years), with the lower ‘price of labour’ improving supply condi
ons for businesses, which 

reduces produc
on costs and s
mulates economic growth.  

Chart 6.9 shows that labour costs, as measured by the Wage Price Index (WPI), has con
nued to experience rela
vely 

low rates of growth over the past few years.  Even up un
l the 2020 recession, the growth in the WPI never exceeded 

2.3%, and its growth was very close to the rate of inPa
on, which meant that there was negligible growth in real wages 

at that 
me. With the rate of inPa
on increasing signiBcantly over 2021-22, by more than the growth in the WPI, it 

has meant that real wages have fallen to the detriment of workers but to the beneBt of businesses.  This rela
vely low 

growth in the WPI largely stems from more Pexible and open labour markets, as well as technological advances (e.g. 
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the rise of the digital economy), that has contributed to a larger labour supply which has helped to drive down price of 

labour. This has then helped to s
mulate AD and economic growth, boost the demand for labour, and reduce the rate 

of unemployment towards 3.4%.  

With a very low rate of unemployment in 2022, it suggested that the labour market was very 
ght and that wages would 

quickly accelerate, adding to produc
on costs and further increasing inPa
onary pressures.  However, this did not occur, 

perhaps sugges
ng that the NAIRU (non-accelera
ng inPa
on rate of unemployment) is lower than previous es
mates 

of 4.25% (see Chapter 5).  Accordingly, the much higher inPa
on over 2021-22 is largely due to the supply shocks, as 

men
oned previously, rather than higher labour costs. 
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Chart 6.9:  Labour costs and key macroeconomic indicators
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The eNect on living standards is therefore mixed.  While lower wage costs help to beneBt the macroeconomy over 
me, 

reducing inPa
on, boos
ng growth and crea
ng (casual/part-
me) employment, it can have distribu
onal eNects that 

impact nega
vely on some groups, such as those with limited economic bargaining power (e.g. young workers and those 

with limited skills). 

Crude oil costs

Crude oil is one of the most important energy/raw material costs for businesses.  It is an input in fuels, hea
ng, plas
cs, 

insula
on, and electricity.   When the price of crude oil falls, it reduces the costs of produc
on and provides enormous 

supply side beneBts for a country like Australia.  
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Chart 6.10:  Oil prices  and key macroeconomic indicators

Crude oil price - USD per barrel (RHS)
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Chart 6.10 depicts the movement in the global oil price since June 2019 compared to the changes in the key macroeconomic 

variables. It highlights the fall in global oil prices over 2019-20, as both demand and supply pressures forced prices 
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downwards.  On the demand side, the fall in global industrial produc
on 

during the global recession caused the demand for key produc
on 

inputs, including oil, to fall signiBcantly.  In addi
on, a trade war 

emerged in the global oil market between two major producers, Saudi 

Arabia and Russia.  The combined eNects saw prices fall to historically 

low levels in the early part of 2020.  The lower oil prices during that 


me made a net contribu
on to economic growth in Australia because 

we are a net importer of oil. It is one of the many factors reducing the 

rate of inPa
on, s
mula
ng economic growth (above that which would 

have otherwise occurred) and reducing pressure on the unemployment 

rate.    However, since then a reversal has taken place, with the global 

economic recovery resul
ng in an increased demand for oil as well 

reduced tensions between the major oil producing na
ons.  The war in 

Ukraine during 2022 created a major supply shock, with the price of oil 

increasing to levels not seen since 2008.  This has been a major factor 

behind the increase in the rate of inPa
on to rela
vely high levels in 2022, and is a factor exer
ng a nega
ve inPuence 

on economic growth and the derived demand for labour.

Clima	c condi	ons and other economic shocks

Clima
c events such as droughts, ;oods, bushBres and cyclones inPuence the supply and cost of inputs used by 

industries.  When these events occur, they can result in an increase in the costs of produc
on for those businesses 

relying on inputs that are produced in these regions.  In addi
on, na
onal (or even global) resources can be mobilised to 

assist in the relief and clean-up eNort, which further adds to costs of other goods and services as supplies are aNected 

and key resources (such as labour) become rela
vely scarce.  This then results in an increase in inPa
onary pressure, 

lower rates of economic growth and upward pressure on the rate of unemployment.  [However, reconstruc
on eNorts 

following natural disaster can also help to boost growth and employment.] 

The 2019-20 bushBres adic
ng eastern Australia, as well as the 2021-22 Poods, are the most recent examples of adverse 

weather events that have caused signiBcant disrup
ons to the macroeconomy.  Prior to 2019 Australia also experienced 

drought episodes, such as the drought aNec
ng inland Queensland and NSW, as well as other Pood episodes in some parts 

of eastern Australia up to 2018.  The 2017 Cyclone Debbie also damaged parts of northern Queensland’s agriculture.  To 

the extent climate change aNects the frequency and severity of adverse weather events, such as droughts and Poods, it 

can also be considered a supply factor that increasingly impacts nega
vely upon AS over 
me. [See Ac
vity 6e:  Economic 

impact of the February 2022 Poods].

Global economic shocks are deBned as random or unpredictable events that cause signiBcant damage to economies, 

such as an oil price shock, the COVID-19 pandemic, or a shock created by geopoli
cal instability, including conPicts such 

as the war in Ukraine. These shocks have the poten
al to reduce economic growth and increase both unemployment and 

inPa
on in Australia.  They will typically manifest in disrup
on to global supply of goods and services, surging commodity 

prices (e.g. the huge increases in the prices for crude oil, natural gas and energy more generally that we experienced 

during 2022) as well as create nega
ve consumer and business sen
ment.  While higher prices of commodi
es (e.g. 

wheat in 2022) can beneBt Australia, the higher prices for key commodi
es in which Australia is a net importer (e.g. 

crude oil) will inPate produc
on costs and inPa
on, and reduce AD, economic growth and employment.  [See Ac
vity 6d  

Economic implica
ons of the Russian invasion of Ukraine].
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Ac	vity 6d: Ac	vity 6d: Economic implica	ons of the Russian invasion of UkraineEconomic implica	ons of the Russian invasion of Ukraine
The Russian invasion of Ukraine, and the swi5 interna
onal response, has signiBcantly aNected the global economic outlook. The 
invasion has caused substan
al disrup
on in global commodity markets and has the poten
al to signiBcantly raise inPa
on and 
lower global growth. The Russian and Ukrainian economies combined comprise less than 3 per cent of global GDP and less than 
2½ per cent of global trade. Foreign Bnancial exposures to Russia are small, and the IMF has assessed that a sovereign or bank 
default is not a systemic risk to global Bnancial stability. 

Russia is, however, an important global commodity supplier. Russia produces 18 per cent of the world’s gas and 12 per cent of 
world’s oil supply and, together with Ukraine, accounts for around 25 per cent of world wheat exports (Chart 2.5). The invasion 
has increased the risk of supply disrup
ons, pushing up energy, agricultural and metals prices. Global supply chains are also 
reliant on Russian metals exports, especially palladium, so signiBcant supply disrup
on could have Pow-on eNects for global 
manufacturing supply chains. 

All economies will be aNected by the spillover impact on global commodity prices, but the extent of the impact will depend on 
each economy’s reliance on energy and food imports. Among developed economies, European and North Asian economies are 
highly dependent on energy imports (Chart 2.6). Among large emerging market economies, China and India are dependent on 
energy imports and many countries in the Middle East and North Africa are major food importers. These countries will suNer a 
nega
ve terms of trade shock because of the increase in commodity prices.  

A smaller set of net commodity-expor
ng countries, like Australia and Canada, will be somewhat protected from the inPa
on 
impacts of higher energy prices, and will poten
ally beneBt from a posi
ve terms of trade shock as export prices rise. It is 
es
mated that the conPict will cause a ¾ of a percentage point drag on global growth and increase global inPa
on by around 
1½ percentage points. The economic impacts of the conPict are highly uncertain and will depend on the extent of the disrup
on 
to global commodity and energy supply. If the conPict has a larger-than-expected impact on global energy supply, such as a 
cessa
on of gas supplies to Europe, this would weigh more heavily on global growth and inPa
on. 
Source: Box 2.2 Statement 2, Budget Paper No. 1 of the 2022-23 Budget.

  Ques	ons/tasks
1. Explain why the war in Ukraine can be used as an example of a global supply shock.
2. Explain why the war contributes to signiBcant global supply disrup	on despite the fact that both the Russian and 

Ukrainian economies comprise a rela	vely small share of global trade.
3. Provide an example to illustrate how an Australian manufacturer might be nega	vely in;uenced by supply chain 

disrup	ons stemming from the war.
4. Explain how the increase in commodity prices that are triggered by the war can beneBt Australia but be costly to other 

countries around the world.  
5. Describe how the war is expected to impact on global rates of economic growth and in;a	on and examine the implica	ons 

for Australia.

Review ques	ons 6.2Review ques	ons 6.2
1. Dis
nguish an AD from an AS factor that may aNect the achievement of strong and sustainable economic growth, 

price stability and full employment.

2. Explain how interest rates have impacted on economic growth, inPa
on and the unemployment rate over the past 

two years.

3. Describe the movement in real disposable income since 2020 and explain how it is related to economic growth and 

living standards.

4. Explain how the movement in real disposable income since 2020 aNected the achievement of strong and sustainable 

rates of economic growth, price stability and full employment.
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5. Discuss how the change in the value of the AUD since 2020 is likely to have inPuenced economic growth, inPa
on 

and the unemployment rate.  Refer to both the demand and supply side impacts.

6. Explain how the movement in consumer sen
ment since 2020 may have impacted on economic growth, inPa
on 

and the unemployment rate.

7. Explain how the recent movement in business conBdence has aNected economic growth, inPa
on and the 

unemployment rate.

8. Explain how the change in global growth since 2020 may have impacted on Australia’s rate of economic growth, 

inPa
on and the unemployment rate.

9. DeBne produc
vity and explain how the movement in produc
vity since 2020 is likely to have inPuenced economic 

growth and inPa
on.

10. Explain how the movement in produc
vity since 2020 is likely to have inPuenced the unemployment rate.

11. Explain how produc
vity growth can have both a posi
ve and a nega
ve eNect on living standards. 

12. Describe the change in Australia’s labour supply since 2020 and explain how this might have inPuenced economic 

growth, inPa
on and the unemployment rate

13. DeBne classical unemployment and explain why a fall in labour costs might help to maintain downward pressure on 

the rate of unemployment.

14. Explain how a lower WPI can have both a posi
ve and a nega
ve eNect on living standards. 

15. Explain how the change in oil prices since 2020 may have impacted on Australia’s rate of economic growth, inPa
on 

and the unemployment rate.

16. Explain how natural disasters and economic shocks may have had nega
ve implica
ons for Australian rates of 

economic growth, inPa
on and unemployment.

Ac	vity 6e: Ac	vity 6e: Economic impact of the February 2022 ;oodsEconomic impact of the February 2022 ;oods
In late February and early March, severe Pooding aNected many parts of South-East Queensland and New South Wales. Many 
individuals and communi
es aNected by the Poods face temporary displacement, uninsured losses and a long road to recovery. 

The physical damage has not yet been fully assessed and uncertainty remains 
about the full extent and 
ming of the impact on economic ac
vity. The direct 
economic cost of the Poods is expected to generate a drag on real GDP growth 
of around ½ a percentage point in the March quarter, largely due to reduced 
ac
vity in the mining, agriculture, accommoda
on and food services, retail 
trade and construc
on industries. This overstates the net impact of the Poods 
on real GDP over the longer term as this direct cost will be par
ally oNset by 
increased investment to replace and rebuild damaged housing, infrastructure 
and household goods. Federal government support will assist in funding the 
recovery through direct Bnancial support to aNected households, as well as 
contribu
ng to local and state governments’ recovery eNort. 

Subdued coal exports are expected in the March quarter, with weather-related disrup
ons weighing on produc
on. However, the 
impact of the Poods on coal mining is expected to be smaller than previous major weather events, such as the Poods and Tropical 
Cyclone Yasi in 2010-11, which caused coal exports to fall by around 7 per cent in 2011. There will likely be signiBcant localised 
impacts in the agriculture sector, but the impact on na
onal produc
on quan

es and aggregate exports is likely to be limited.

While Treasury analysis of bank data showed that the Poods had a nega
ve impact on spending in parts of Queensland and 
New South Wales in late February and early March, spending has since recovered. Labour market impacts will also be largely 
seen through an ini
al reduc
on in hours worked, with employers expected to retain workers through a temporary period of 
disrup
on. Rebuilding ac
vity following the Poods is expected to add to real GDP growth over the next few years, consistent with 
the experiences following previous natural disasters. However, the scale and 
ming of this is uncertain, and the rebuilding eNorts 
will place addi
onal pressure on the already strained supply of building materials and labour in the construc
on sector.
       Source: Box 2.3 Statement 2, Budget Paper No. 1 of the 2022-23 Budget.

  Ques	ons/tasks
1. Iden	fy the extent to which the ;oods was expected to impact on the level of real GDP during the March quarter 2022.
2. Iden	fy those industries that were expected to experience reduced levels of ac	vity as a consequence of the ;oods.
3. Select one of the industries that you have iden	Bed in the previous ques	on (apart from mining) and describe how the 

;oods may have reduced output in this industry.
4. Explain why the reduced economic ac	vity stemming from the ;oods overstates the direct long term costs of the ;oods.
5. Explain how ;oods and/or a cyclone can nega	vely in;uence the coal mining industry.
6. Explain how ;ood aHected businesses choosing to retain workers during the period of disrup	on might sta	s	cally 

impact on the labour force underu	lisa	on rate.
7. Explain how the construc	on industry typically gains from natural disasters and outline why the costs of reconstruc	on 

projects will be much higher than in the past.
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Ac	vity 6f: Ac	vity 6f: AD or AS impacts?AD or AS impacts?
In the table below, you are provided with a number of hypothe	cal scenarios rela	ng to the movement in AD/AS factors 
impac	ng on in;a	on.  Complete the table by selec	ng/highligh	ng the most likely  op	on(s), from A, B, C or D, that captures 
how the par	cular factor is likely to impact on in;a	onary pressures.  The Brst one has been completed for you.

Hypothe	cal movement in AD/AS factorHypothe	cal movement in AD/AS factor AA BB CC DD

Economic growth in China increases by 12%

Over 200,000 skilled migrants enter Australia

Rapid advances in robo
cs technology occur in manufacturing

Oil prices climb back up to more than $100 per barrel

The exchange rate falls to very low levels

Consumers become much less op
mis
c about future income levels

Interest rates con
nue to fall 

Personal income tax rates decrease 

Business condi
ons improve and conBdence in future proBt levels rise

Labour produc
vity falls signiBcantly

An ageing popula
on causes a fall in the size of the labour force

Demand inflationary 

pressure increases

Demand inflationary 

pressure decreases
Cost inflationary 

pressure increases

Cost inflationary 

pressure decreases

Option A Option B Option DOption C

Ac	vity 6g: Ac	vity 6g: Factors aNec
ng the key macro variablesFactors aNec
ng the key macro variables
Refer to the following table and answer the ques	ons that follow:

Factors aHec	ng economic growth, in;a	on and unemployment ratesFactors aHec	ng economic growth, in;a	on and unemployment rates
Quarter/

year

Economic

growth

(Annual)

Underlying 

in;a	on 

(Annual)

U/E rate Small 

business 

lending 

rate (%)

Gross Disp 

income

 % 

(Quarterly)

change

Exchange

rate

(AUD/

USD)

Price of 

crude oil 

per barrel 

(USD)

Consumer 

Conf

Index

WPI 

% change

(Annual)

Labour 

supply 

(labour 

force)

[000]

Overseas

 growth

(% Annual 

change)

Jun-2020Jun-2020 -6.0%-6.0% 1.2 1.2 7.4%7.4% 5.0%5.0% -6.8%-6.8% 0.690.69 39.2739.27 93.793.7 1.81.8 1335513355 -3.1-3.1

Sep-2020Sep-2020 -3.5%-3.5% 1.1 1.1 6.9%6.9% 5.0%5.0% -4.3%-4.3% 0.710.71 40.0540.05 93.893.8 1.41.4 1351613516 6.16.1

Dec-2020Dec-2020 -0.7%-0.7% 1.2 1.2 6.6%6.6% 5.0%5.0% 0.8%0.8% 0.770.77 48.3548.35 112.0112.0 1.41.4 1377413774 6.16.1

Mar-2021Mar-2021 1.5%1.5% 1.1 1.1 5.7%5.7% 5.0%5.0% 4.8%4.8% 0.760.76 59.1959.19 111.8111.8 1.51.5 1384413844 6.16.1

Jun-2021Jun-2021 9.8%9.8% 1.6 1.6 4.9%4.9% 5.0%5.0% 15.1%15.1% 0.750.75 73.5273.52 107.2107.2 1.71.7 1384413844 6.16.1

Sep-2021Sep-2021 4.1%4.1% 2.1 2.1 4.7%4.7% 4.8%4.8% 9.1%9.1% 0.720.72 75.2275.22 106.2106.2 2.22.2 1351213512 3.23.2

Dec-2021Dec-2021 4.5%4.5% 2.6 2.6 4.2%4.2% 4.8%4.8% 6.7%6.7% 0.730.73 75.3375.33 104.3104.3 2.32.3 1388213882 3.23.2

Mar-2022Mar-2022 3.3%3.3% 3.7 3.7 3.9%3.9% 4.8%4.8% 5.3%5.3% 0.750.75 114.00114.00 96.696.6 2.42.4 1399713997 3.23.2

Jun-2022Jun-2022 3.6%3.6% 4.9 4.9 3.5%3.5% 5.5%5.5% 5.6%5.6% 0.690.69 107.00107.00 86.486.4 2.62.6 1409314093 3.23.2

Ques	ons/tasks
1. Describe the movement in economic growth, in;a	on and the unemployment rate since the middle of 2022.
2. Explain how the movement in interest rates in the Brst half of 2022 may have in;uenced economic growth, in;a	on and the 

unemployment rate.
3. Explain how the change in Gross Disposable Income over the course of 2021 may have in;uenced economic growth, in;a	on and the 

unemployment rate. 
4. Describe the movement in the value of the AUD over 2020-21 and explain how it may have had a posi	ve and a nega	ve impact on 

economic growth and in;a	on.
5. Describe the movement in consumer conBdence levels since the June 2021 and explain the likely impact on economic growth, in;a	on 

and the unemployment rate.
6. Explain how the movement in the wage price index (WPI) over 2021-22 may have in;uenced economic growth, in;a	on and the 

unemployment rate.
7. Account for the movement in the size of the labour force over 2021-22 and discuss how this is likely to have in;uenced economic 

growth, in;a	on and the unemployment rate.
8. Explain how movement in the rate of global growth between 2021 and 2022 may have impacted on economic growth, in;a	on and the 

unemployment rate in Australia.
9. Describe the movement in oil prices since June 2020 and discuss the implica	ons for the achievement of domes	c economic stability in 

Australia.
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Mul	ple choice review ques	onsMul	ple choice review ques	ons

1.   Which of the following is not a demand factor aHec	ng the level of economic growth?
a) Labour produc
vity
b) Interest rates
c) Disposable income
d) Overseas rates of growth

2.   Which of the following is not a supply factor aHec	ng the rate of economic growth?
a) Changes in real unit labour costs
b) Higher mul
factor produc
vity in the economy
c) Changes in the income of consumers
d) Changes in the exchange rate 

3.   Which of the following statements is most correct in rela	on to oil prices since 2020?
a) Oil prices fell which nega
vely impacted on aggregate supply and s
mulated economic growth in  Australia
b) Oil prices rose which nega
vely impacted on aggregate supply and reduced economic growth in Australia
c) Oil prices rose which nega
vely impacted on aggregate supply and s
mulated economic growth in Australia
d) Oil prices fell which favourably impacted on aggregate supply and reduced economic growth in Australia

4.   Which of the following best describes how the Chinese economic boom assisted Australian economic   
 growth in the past?

a) Large growth in the imports of cheap Chinese consumer items
b) Large growth in exports of commodi
es, such as iron ore
c) Large growth Chinese migra
on to Australia
d) Large growth in direct Chinese Investment into Australia

5.   Which of the following has increased the quality of Australia’s human capital over recent years?
a) Greater investment by businesses in physical capital
b) Less money spent on training and development of staN
c) Greater discovery of mineral resources
d) An increase in skilled immigra
on  

6.   Which of the following would raise costs of produc	on for Australian businesses over 2023-24?
a) Growth in labour produc
vity
b) A lower exchange rate
c) Low growth in the Wage Price Index
d) A rebound in the labour force par
cipa
on rate

7.   Which of the following is least likely to suggest that living standards in Australia have improved?
a) An increase in GDP per capita
b) An increase in the number of people with ter
ary qualiBca
ons
c) Higher oil prices
d) Stronger rates of economic growth overseas

8.    Which of the following factors is not likely to cause economic growth and in;a	on to be higher in the   
 economy over 	me?

a) A decrease in the rate of produc
vity growth
b) An increase in disposable income
c) Lower rates of personal income tax
d) Lower levels of business conBdence

9.    Which of the following can be considered as both a demand and supply factor that has aHected economic  
 growth, in;a	on and unemployment over the past two years?

a) The value of the Australian dollar
b) Real unit labour costs
c) Produc
vity
d) Quan
ty of factors of produc
on

10.   Which combina	on of factors has contributed to a weaker rate of economic growth and in;a	onary   
 pressure over 2022?

a) A fall in consumer conBdence and a decrease in global rates of economic growth
b) A higher Wage Price Index and higher interest rates
c) Growth in the labour supply and lower levels of consumer conBdence
d) Slow growth in produc
vity and the war in Ukraine
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11.   Which combina	on of factors is most likely to reduce the rate of economic growth and increase the   
 unemployment rate?

a) Lower levels of business conBdence and higher produc
vity
b) A fall in disposable incomes and a lower value of the currency
c) Lower levels of consumer conBdence and higher crude oil prices
d) Higher interest rates and a decrease in the trade weighted index

12.    Which of the following is likely to increase labour costs?
a) A rise in the labour force par
cipa
on rate
b) The emergence of skills shortages
c) A falling price of capital or machinery
d) A large rise in the level and rate of unemployment

13.   Which of the following factors is least likely to contribute to an increase in the unemployment rate?

a) Lower consumer conBdence

b) Lower interest rates

c) Nega
ve economic growth overseas

d) A higher wage price index

14.   Which of the following factors is unlikely to have contributed to the lower rate of unemployment in 2022?

a) A higher terms of trade

b) A deprecia
ng exchange rate

c) The level of consumer conBdence at the 
me

d) The level of interest rates up to the middle of 2022

15.   If wages are increased by 1% when produc	vity increases by 3%, this is likely to:

a) Reduce inPa
onary pressure and s
mulate economic growth

b) Increase inPa
onary pressure and s
mulate economic growth

c) Cause a decrease in Australia’s interna
onal compe

veness and economic growth

d) Not have any eNect on inPa
on but increase our compe

veness and s
mulate economic growth

16.   Increases in aggregate demand in the economy:

a) Always lead to demand inPa
on

b) Never lead to demand inPa
on

c) Cause demand inPa
on when the economy is approaching produc
ve capacity

d) Cause demand inPa
on regardless of whether the economy is in a boom or recession

17.   Which of the following is likely to have contributed to de;a	on for the year ended 30 June 2020?

a) An increase in disposable incomes

b) Lower interest rates

c) An increase in spare capacity within labour markets

d) A decrease in the size of the labour force

Ques	ons 18-19 relate to the following AD/AS diagrams

AD2

AD1

Prices

real gdp

AD

Prices

real gdp

AS1AS2 AS

Diagram BDiagram A

18.   In Diagram A, the shiG in AS from AS1 to AS2 may:

a) Have been caused by a higher value of the dollar

b) Be the result of higher income levels of consumers

c) Have been the result of higher real unit labour costs

d) Have been due to higher produc
vity levels
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19.   In Diagram B, the movement in AD from AD1 to AD2 is most likely to be the result of:

a) A deprecia
on of the AUD

b) An increase in personal income taxes

c) Lower real unit labour costs

d) An increase in produc
vity

20. Which of the following factors is likely to have contributed to the economic recovery  experienced in Australia 

since 2021-22?

a) Low interest rates

b) Consumer conBdence levels falling below an index of 100

c) Growth in crude oil prices

d) Rela
vely low rates of produc
vity growth

Chapter SummaryChapter Summary
1. Aggregate demand (AD) and aggregate supply (AS) factors will impact on economic growth over 
me.

2. Any factor that inPuences the level of AD is considered an AD factor aNec
ng economic growth.

3. Any factor that causes a change in the ‘costs of produc
on’ or ‘supply poten
al’ for the business sector is an AS 

factor aNec
ng economic growth.  

4. Interest rates are primarily considered a demand factor aNec
ng growth.  When interest rates increase, this should 

lead to a reduc
on in AD and economic growth.

5. The decrease in interest rates over recent years have supported economic growth and employment but were unable 

to prevent the economy entering the recession in 2020. The rise in interest rates since the middle of 2022 should 

nega
vely impact on growth and employment but help to reduce the rate of inPa
on.

6. This rise in disposable income over 2020 occurred primarily in response the receipt of government payments 

that were designed provide support to the Australian economy during the recession. The corresponding rise in 

disposable income (despite the increased savings that took place) should help to boost growth and jobs over 
me. 

The further rise in disposable incomes since 2021 has contributed to an increase in economic growth and a lower 

unemployment rate, thereby boos
ng living standards.  However, it has contributed to an increase in inPa
onary 

pressures.

7. The apprecia
on of the exchange rate over recent years has had a nega
ve impact on economic growth and 

employment but helped to reduce inPa
onary pressures.

8. The declining levels of consumer conBdence over recent years, has nega
vely impacted on economic growth and 

jobs, and contributed to lower prices (and even dePa
on recorded in 2020).

9. Over 2020-21 condi
ons improved signiBcantly for businesses, which helped to s
mulate growth and inPa
on and 

reduce the rate of unemployment.

10. Declining or low rates of global economic growth have nega
vely impacted on Australian rates of economic growth, 

exerted upward pressure on the rate of unemployment and downward pressure on prices.

11. Rela
vely low rates of labour produc
vity over recent years have nega
vely impacted on economic growth, 

unemployment and prices.  

12. The steady increase in the size of the labour force (i.e. the labour supply) has helped to support economic growth 

and reduce prices.  In the short-term, higher labour supply exerted upward pressure on the unemployment rate, but 

over 
me its ability to reduce labour costs (and prices), and promote economic growth is likely to have increased the 

demand for labour and reduced pressure on the unemployment rate.  

13. The rela
vely low labour costs enjoyed over recent years (evidenced by declining real wages) is working as a 

favourable supply-side factor suppor
ng economic growth (and jobs) and further reducing pressure on prices into 

2022.

14. The rise in global oil prices over recent years has been an unfavourable supply factor reducing economic growth 

(and jobs) and further raising inPa
onary pressures into 2022.

15. Recent natural disasters such as bushBres and Poods have nega
vely impacted on supply condi
ons, reducing rates 

of economic growth and exer
ng upward pressure on the rate of unemployment.  

16. The global economic shocks experienced during 2022 in response to the war in Ukraine have nega
vely impacted 

on Australian produc
on costs, raising prices (and inPa
on) which has nega
vely impacted on economic growth.
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Ac	vity Centre:  Unit 3 
Outcome 2

This ac	vity centre contains a sample of prac	ce SAC and 
exam ques	ons rela	ng only to those key knowledge 
dot points covered in Area of Study 2 (Unit 3) of the VCE 
Economics Study Design (2023-2027).  It also contains a 
crossword puzzle to help students familiarise themselves 
with some of the key deBni	ons or concepts rela	ng to 
this area of study.  The answers to all of the ques	ons 
and crossword can be found at the CPAP website at www.
commpap.com. 

Ques	on 1
a. DeBne the government’s goal for strong and 

sustainable economic growth. (2 marks)
b. Discuss why a growth rate of 2¾ percent might not lead 

to a desired reduc
on in the rate of unemployment  (2 
marks)

c. DeBne ‘living standards’ and outline how a high terms 
of trade may cause a fall in living standards for some 
sectors or groups in Australia.(4 marks)

Ques	on 2
Australia’s rate of produc�vity growth will be a major 
determinant of future income growth and of how well 
the country can meet longer term challenges such as 
popula�on ageing and climate change. 

a. DeBne produc
vity growth.   (2 marks)
b. Explain how produc
vity growth can cause an increase 

in economic (or income) growth  (2 marks)
c. Explain how a reduc
on or slowdown in the rate of 

produc
vity growth can have a nega
ve impact on 
unemployment over 
me.    (2 marks)

d. Explain why the ageing of the popula
on is likely to 
reduce the rate of economic growth (2 marks)

Ques	on 3
a. Dis
nguish the ‘underlying rate of inPa
on’ from the 

‘headline rate of inPa
on’, providing an example to 
highlight the diNerence. (3 marks)

b. Explain how an increase in the Trade Weighted Index 
(TWI)  is likely to:     (4 marks)
i. Reduce the rate of inPa
on
ii. Worsen the balance on goods and services 

(BOGS) 
c. Explain why an easing of wages growth in the private 

sector has helped to reduce inPa
onary pressure 
     (2 marks)

Ques	on 4
Tobacco excise is legislated to increase by 12.5% per 
year, providing clear incen�ves for current smokers to 
subs�tute into the consump�on of products that are less 
harmful to health.

a. Discuss why tobacco excise is an example of indirect 
tax rather than a direct tax.    (2 marks)

b. Explain how the increase in tobacco excise is likely to 
have impacted on both the headline and underlying 
rates of inPa
on.     (3 marks)

c. Explain how the implementa
on of indirect taxes, 
such as tobacco excise, is likely to impact on ‘living 
standards.’     (4 marks)

Ques	on 5
a. Select any two of the following factors and explain 

how they are likely to impact on economic ac
vity. 
i. A recession in both the USA and Japan
ii. A Global pandemic such as Covid-19
iii. Rela
vely high interest rates  (4 marks)

b. When an economy experiences an economic 
downturn (or recession), analyse the impact that this 
is likely to have on inPa
on.    (2 marks)

c. Explain why large falls in economic growth might 
have a minimal (or insigniBcant) impact on the 
unemployment rate.     (4 marks)

d. Describe how personal tax cuts are likely to impact on 
both the par
cipa
on rate and the unemployment 
rate. (4 marks)

Ques	on 6
a. Outline the diNerence between real and nominal GDP.
        (2 marks)
b. Outline how a fall in the unemployment rate might 

impact on future rates of economic growth.  (4 marks)
c. Explain why rela
vely low growth in the wage price 

index (WPI) might help to create jobs in the economy.  
In your answer, refer to ‘aggregate supply’. (3 marks)

d. DeBne living standards and explain why higher 
produc
vity levels should improve Australian living 
standards.      (4 marks)

e. Outline how  stronger rates of economic growth might 
not improve living standards.   (2 marks)

f. Explain how lower interest rates and lower oil prices 
over recent years may have impacted on economic 
growth. 

      (4 marks)
Ques	on 7
a. Explain how the overall movement in the exchange 

rate over the past two years may have aNected the 
consumer price index (CPI) and living standards. 

      (4 marks)
b. Outline how lower oil prices are likely to have impacted 

on the rate of inPa
on   (2 marks)
c. Explain how slower global economic growth rates 

over recent years impact on the goal of price stability 
in Australia.     (3 marks)

Ques	on 8
a. Explain how lower company tax rates might impact on 

strong and sustainable economic growth (3 marks)
b. Outline how an increase in produc
ve capacity or 

aggregate supply is likely to impact on economic 
growth and the achievement of the RBA’s low inPa
on 
goal.     (4 marks)

c. Dis
nguish the underu
lisa
on rate from 
unemployment rate.    (3 marks)

d. Describe one possible reason to explain why the 
underu
lisa
on rate is not falling by as much as the 
unemployment rate.    (3 marks) 

e. Explain how growth in the par
cipa
on rate may have 
impacted on the rate of unemployment. (3 marks)

f. Outline how lower interest rates can s
mulate 
aggregate demand via a change to the exchange rate. 
     (2 marks)

g. Explain how a fall in both crude oil prices and the 
household savings ra
o may impact on economic 
growth. (4 marks)
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Giant Crossword Puzzle - AOS 2 Unit 3

Across

1. A measure of headline inBation and measures the change 
in the prices of goods and services purchased by the average 
Australian household (3 words)

3. That sector of the economy acting as the intermediary between 
savers and investors.  It includes banks and other 2nancial 
institutions.

8. when these costs increase it will reduce business pro2tability 
and cause the AS curve to shi1 to the le1.

9. A type of unemployment also referred to as underemployment.
11. Exports minus imports (2 words)
16. When someone is over 15, without work or working for less than 

one hour per week, and actively looking for (more) work.
17. A rate of inBation that provides the best indicator of the 

predominant price pressures existing in the economy.
19. Acronym for the lowest unemployment rate possible before 

inBation begins to accelerate (approx. 4.25% U/E).
21. The acronym to describe rhe 2nal market value of all goods and 

services produced in the Australian economy over a given period 
of time (2 words)

26. The rate at which industries are producing in relation to 
maximum capacity (2 words)

30. A sustained increase in the general or average price level over 
time.

31. When the rate of inBation falls.
36. A period of very low rates of growth in production (or real GDP) 

or the lowest point in the business cycle.
39. a period of time when all prices, including those in both product 

and factor markets, are fully Bexible (2 words)
41. Total expenditure by Australians on goods and services produced 

in Australia and the rest of the world.
42. The income that represents the return to factors of production 

for the contribution to production
43. A downturn in economic activity.
44. An acronym for the average costs of labour (adjusted for 

inBation) divided by average labour productivity
45. The type of unemployment that occurs when the economy is not 

operating at its full capacity due to a de2ciency of aggregate 
demand.

46. Money collected by governments, mostly based on the income 
earned by economic agents such as businesses and households.  
Also a leakage from in the circular Bow model of income.

47. Two consecutive quarters of negative economic growth.
50. InBation caused by supply side pressures, such as the inBation 

aTicting Australia during 2022.
51. A decrease in the average price level over time.
52. Goods and services purchased by Australians that are made 

overseas. Also a leakage from in the circular Bow model of 
income.

53. Periods of low economic growth, high unemployment rates and 
high inBation rates.

54. Another way of describing the business cycle  (2 words)
55. The acronym to describe the indirect tax in Australia that collects 

signi2cant amounts of revenue for the government.
56. All those people aged 15 and over who are willing and able to 

work; it includes the employed and the unemployed (2 words)
57. The curve representing the trade-o� that sometimes exists 

between inBation and unemployment.
58. Development that meets the needs of the present without 

compromising the ability of future generations to meet their 
own needs.

59. A pick up (or return to normal) levels of economic activity.
60. These economists believe that AD does have a role to play in 

achieving strong and sustained economic growth because of 
price rigidity (‘stickiness’) in factor and product markets.

Down

2. The purchase of new equipment and plant, buildings and 
vehicles, as well as the addition to inventories (or stock).

4. Also one of the reasons explaining the downward sloping 
AD curve where an improvement for Australia  means that 
Australian are producing goods and services at relatively lower 
prices or higher quality compared to competitors overseas (2 
words)

5. Total expenditure on Australian made goods and services (2 
words)

6. That level of unemployment that exists when the government’s 
economic growth objective is achieved and where cyclical 
unemployment is non-existent (2 words)

7. The cyclical movement of economic activity over time, with 
periods of above average rates of economic growth and periods 
of negative or low rates of growth.  Also referred to as the 
economic cycle (2 words)

10. A measure of material living standards (3 words)
12. Volume (or real value) of production, employment, incomes and 

expenditure in an economy (2 words)
13. Those individuals that are classi2ed as employed, but who are 

at least partly unemployed in the sense that they would prefer 
to be working more hours than they are currently working.

14. A period of stable economic activity that is characterised 
by healthy and sustainable rates of economic growth, full 
employment and low inBation.  Also referred to stability in the 
level domestic economic activity (2 words)

15. This global event caused recessions around the globe (including 
Australia) during 2020

18. Adding the unemployed to the underemployed and dividing by 
the size of the labour force (2 words)

20. According to the ABS, occurs when a person over 15 years of age 
is working more than one hour per week in return for some form 
of measurable remuneration (such as wages).

22. That rate of inBation as captured by price movements of all 
goods and services contained in the CPI.

23. The type of ‘unemployment’ that occurs when potential workers 
are excluded from unemployment statistics because they have 
become discouraged about job prospects and do not actively 
seek employment.

24. The government body responsible for gathering and reporting 
statistical information (acronym)

25. A record of the 2nancial transactions between residents of 
Australia and residents of the rest of the world.  Includes the 
Current Account and the Capital and Financial Account (3 words)

27. Money that is diverted away from Consumption in the circular 
Bow model of income

28. The total income that households have received in exchange for 
their participation in the production process plus government 
transfers less direct (income taxes).  Also gross income less the 
direct taxes levied by governments (2 words)

29. The volume of output (e.g. real GDP) that is produced from a 
given number of inputs (e.g. labour and capital resources)

32. A period of very high rates of growth in production (or real GDP) 
that is likely to be unsustainable.

33. The type of unemployment where a person is unemployed for 
that period of time whilst they are moving from one job to 
another.

34. an increase in funds Bowing back into the core of the economy 
in relation to the circular Bow model of income (e.g. Exports and 
Investment).

35. involves multiplying a quarterly variable (e.g. inBation or real 
GDP) by four to arrive at a 2gure that can be compared to 
annual 2gures.

37. An increase in the amount or level of national production that 
has occurred over time.  Most commonly measured by changes 
in the level of real GDP (2 words)

38. The aggregate welfare of people in a country like Australia, 
made up of both material factors (such as access to goods and 
services) and non-material factors (such as quality of life) (2 
words)

40. The ability of cash, money or income to acquire goods and 
services.  This erodes over time with inBation (2 words)

48. a period of time when all prices, including those in both product 
and factor markets, cannot adjust and are therefore 2xed (2 
words)

49. Describes an economic variable that moves in the same direction 
as the change in the economic (or business) cycle.  For example, 
business con2dence increases when economic activity is high (2 
words)
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7.1 The gains from interna	onal trade 

Australia’s prosperity depends, in part, on the world economy and its interac
on with other economies. Interna	onal 

trade between na
ons can be mutually beneBcial in the same way that gains are made from trading goods and services 

in any market.  Ul
mately, interna
onal trade occurs because it increases the material and non-material living standards 

of the ci
zens in all aNected countries.  There are a wide range of interna
onal transac
ons that are undertaken, and 

they have added to the wellbeing and economic prosperity of Australia.

Interna	onal trade in goods and services

Interna
onal trade is typically broken up into exports and 

imports of goods and services.  Australian exports are 

Australian-made goods and services that are purchased by 

foreign households, businesses, governments and other 

groups. Australian Imports are foreign produced goods 

and services that are purchased by Australian households, 

businesses, governments or other groups (such as not-for-

proBt organisa
ons).  Over the past 10 years, on average, 

exports of goods and services have made up approximately 

21% of GDP while imports have made up approximately 20% 

of GDP.  This means that net exports (exports minus imports) 

made a net contribu
on to AD and GDP of approximately 1% 

on average over the past 10 years.

Interna
onal trade enables the living standards of both trading countries to increase. From Australia’s perspec
ve, the 

purchase of imports allows residents to purchase goods that Australia may not be able (or choose not) to produce, from 

the cheapest and best quality in the world. By doing so, Australians have access to a more culturally diverse range of 

products, along with having  access to the best technology available. Buying imports also allows the smooth func
oning 

of Australian businesses and governments, because more than half of Australia’s imports are inputs in the produc
on 

process (such as telecommunica
ons parts, robo
cs, plas
cs, aircra5 parts). Imports also include spending on overseas 

holidays and the purchase of foreign entertainment, such as movies and TV shows, which add to the enjoyment of life 

for many Australians.

The selling of exports also improves living standards because it creates a new market for goods and services that have 

been produced in Australia but may not have been purchased by Australians.  For example, Australia has an abundance 

of resources such as iron ore and coal which can be sold to other countries in exchange for income. In fact, Australia 

has a compe		ve advantage in the produc
on of these resources and is one of the world’s largest producers of them. 

Australia is therefore able beneBt by producing larger quan

es of them for sale to overseas customers.  The produc
on 

of exports requires labour, and so jobs are created through the selling of exports. The addi
onal income is likely to be 

spent in the economy, further s
mula
ng economic ac
vity and crea
ng jobs in unrelated sectors. For example, the 

mining sector in Australia, while only providing around 2% of Australian employment, produces export income that 

is then spent, crea
ng jobs and income in other industries. Therefore, a mining export boom will beneBt the whole 

economy, whether Australians work in the mining sector or not. 

Interna
onal trade also promotes compe

on and the incen
ve to innovate and create new products. Businesses have 

the incen
ve to Bnd ways to beat their compe
tors and are exposed to new ideas through the use of technology that 

may have been developed in another country. 

Interna
onal trade allows businesses in the world to sell to a larger market. This means that they may be able to beneBt 

from economies of scale.  When a business produces a large volume of goods and services it is able to spread the Bxed 

costs (those costs that will always be the same irrespec
ve of volume) over a larger base. This will mean that the cost 

per unit will tend to decrease and consumers will be able to purchase the products at lower prices. (See Ac
vity 7b 

Chapter 7  
Australia and the interna	onal economy
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for a further explana
on of economies of scale and its advantages).  Lower prices further promote increases in living 

standards because purchasing power increases and more goods and services can be purchased from a given income.  

[See Sec
on7.9 ‘Factors aNec
ng Australia’s interna
onal compe

veness’.]

Other interna	onal transac	ons

In addi
on to the exchange of goods and services, Australia is 

involved in a number of other interna
onal transac
ons that 

inPuence living standards.  

Financial capital Gows 

Australia is a rela
vely young country that has many investment 

opportuni
es available. Businesses o5en have a need to expand and purchase capital and equipment. This spending 

needs to be Bnanced and, generally speaking, there has not been enough Savings in Australia to fund this Investment. 

Australia, as a country with a typically low savings rate, relies on the savings of those countries with high savings rates 

to Bnance the purchase of houses, business expansions and the accumula
on of government debt (e.g. when budget 

deBcits are delivered, such as those handed down over recent years). These transac
ons are also mutually beneBcial. 

The lenders in the foreign country receive interest for lending to Australians, and Australian organisa
ons can use the 

funds to expand opera
ons, invest in new technology, research and development, or the provision of a range of services 

(such as educa
on, training, or infrastructure) which should, ul
mately, increase incomes and/or improve Australian 

living standards.  Whenever Australian en

es borrow money from foreign lenders it will add to the stock of Australian 

foreign debt.  In contrast, when Australian en

es lend to foreign borrowers it will mean that Australia’s stock of net 

foreign debt (NFD) will fall, where NFD is the most common indicator of Australia’s net debt obliga
on to the rest the 

world.

There is another form of raising funds in Bnancial markets, typically referred to as the buying and selling of ‘equity’, with 

the most common form of equity being shares/stock.  This is dis
nct from the selling and buying of ‘debt’ (i.e. borrowing 

and lending) referred to in the previous paragraph and, like borrowing, has the real poten
al to provide beneBts for 

Australian ins
tu
ons.  It allows them to raise more money in global markets to fund investment projects, or to take 

advantage of investment opportuni
es abroad.  For example, companies like BHP purchase shares in foreign companies 

and the proBts are sent back to Australia.  By inves
ng overseas, Australian en

es can look for the best rates of return, 

which can provide an addi
onal source of income. 

So when an en
ty has insuFcient savings to fund investment, it will typically raise funds by issuing/selling debt (i.e. 

borrowing money) and/or issuing equity (e.g. selling shares).  Of course, when Australian companies issue equity in 

global markets, it means that foreigners providing the funds become part-owners of the company, as dis
nct from 

lenders to the company in the case of foreign debt.   The reverse is also true when Australian en

es purchase foreign 

equity (e.g. an Australian superannua
on fund purchasing shares in a US company).  The total stock of net foreign equity 

(NFE) in Australia will be made up of the total value of Australian equity owned by foreign investors minus the total value 

of foreign equity owned by Australians.  A nega
ve Bgure for NFE (which is currently the case in Australia) means that 

Australia owns more foreign equity than foreigners own Australian Bnancial equity.  Like debt, the existence of foreign 

equity transac
ons create interna
onal Bnancial obliga
ons that 

need to be serviced.  In the case of debt, the servicing occurred via 

the payment/receipt of interest, whereas equity is serviced by the 

payment of dividends.  [The recording of these transac
ons will be 

examined in sec
on 7.2.]

Human capital Gows

The prolifera
on of trade agreements (or globalisa
on more 

generally) has also seen an increase in the freedom for people to 

work in other countries, which is commonly referred to as global 

movement in human capital.  While this is an example of the 

export and import of (labour) services, it is usually dis
nguished from other services, such as educa
on and tourism.  

Australia will receive income from abroad when Australians perform work in other countries.  Similarly, Australian 

organisa
ons will pay for foreign labour via working visas such as the Temporary Skill Shortage visa or the Working 

Holiday visa (see Chapter 10). In addi
on to the income generated by Australians working abroad, the ability for 

Australians to work overseas helps to improve the quality of Australian human capital because any new skills that are 

acquired overseas can then be brought back into Australia.  Further, the ability for Australia to take advantage of skilled 

Study tip

While the transactions listed in this section can also 
be considered examples of ‘services’ in the context of 
trade in ‘goods and services’, they are typically isolated 
and reported separately in the balance of payments.
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foreign labour has clear beneBts for the business sector.  It can help to alleviate capacity constraints or skills shortages 

that may exist in some industries or occupa
ons and it can improve the 

quality of human capital as skills transfer takes place between foreign and 

local workers.  This ul
mately Pows through to beneBt consumers as goods 

and services can be produced more cheaply and/or with higher quality.  

Interna�onal transfers 

Australia, as a rela
vely rich country, has the ability to assist those na
ons 

who are deemed to be heavily indebted and low-income, by assis
ng them 

with their economic development. If the Federal Government, businesses 

and households provide both monetary funding and goods and services 

(o5en in the form of dona
ons or grants) to help na
ons, then those 

countries may be able to address the causes of poverty and develop self-

suFciency. In the long term, this will raise living standards in both the donor 

and the recipient countries.  In future economic periods, economic growth 

might increase, which will increase the ability of the recipients to purchase goods and services and avoid the health 

problems associated with poverty. Australians may beneBt because they feel good knowing they are helping those less 

fortunate, and in future they may be able to trade with the country.

Review ques	ons 7.1Review ques	ons 7.1

1. Explain the diNerence between an export and an import.

2. Iden
fy the total value of Australia’s net exports as a percentage of Australia’s total value of produc
on.

3. Explain why or how (net) exports help to boost Australia’s na
onal produc
on and income.

4. Explain why greater interna
onal trade between na
ons might help to contain inPa
onary pressures within 

Australia.

5. Explain how greater interna
onal trade can help Australia achieve ‘economies of scale’ beneBts.

6. Dis
nguish between the two main types of Bnancial capital Pows into and out of Australia and explain how these 

capital Pows can contribute to higher living standards in Australia.

7. Explain how the increased global movement of human capital can improve Australian living standards.

8. Explain why it is beneBcial for countries to engage in interna
onal transac
ons in terms of its eNect on their 

living standards.

9. Explain why transferring funds to low-income countries might boost living standards in Australia.

Ac	vity 7a: True or False Ac	vity 7a: True or False [Interna
onal trade and living standards][Interna
onal trade and living standards]
Answer true (T) or false (F) to the following statements:

StatementStatement TT FF

Interna
onal transac
ons can increase non-material living standards

Australian exports are foreign-made goods and services that are purchased by 

Australians

The purchase of imports enhances living standards on the whole

Interna
onal trade reduces domes
c compe

on

Exports are a component of aggregate demand and each dollar spent results in an 

increase in na
onal income and produc
on

Trade will most likely prevent na
ons from specialising in those areas where they have a 

compe

ve advantage

Interna
onal trade allows businesses in the world to sell to a larger market

Australian organisa
ons rely on foreign savings or foreign capital to fund investment

Increased trade in goods and services prevents superannua
on funds from diversifying 

Interna
onal trade creates addi
onal incen
ves for local businesses to become more 

produc
ve
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Ac	vity 7b: Ac	vity 7b: Economies of scaleEconomies of scale
When a business produces, it can experience cheaper produc
on costs per unit of its output, the higher the volume of output it 
produces. This is called achieving economies of scale, which refers to the reduc
on in costs per unit of output (i.e. average costs) 
gained from increasing the volume of produc
on.  For many years, it has been observed that one of the challenges facing the 
Australian economy has been that our market is too small to take advantage of the economies of scale. By crea
ng an export 
market, it can increase the volume produced and take advantage of economies of scale because the costs of produc
on can be 
divided, roughly, between two main types - the Bxed costs and the variable costs. 

The Bxed costs of produc
on remain the same regardless of the volume of produc
on. Up to a certain amount of output, the 
factory and plant (machinery used) can be considered a Bxed cost in the manufacture of, for example, cars, regardless of how many 
cars the factory produces. The company can therefore spread the Bxed costs across a larger volume of produc
on if the factory 
produces a larger number of that product. In contrast, the variable costs of produc
on are those that vary according to the volume 
produced, which includes the cost of the steel, plas
cs, paint, electricity and the labour hours employed. 

A simple way of demonstra
ng this is by considering a hypothe
cal example. Imagine you are a car manufacturer and your Bxed 
costs amount to around $50 million per year, including the annual cost of maintaining your factories and equipment, and your 
adver
sing and management costs, plus research and development. You’ve also calculated that it costs $5,000 in variable costs to 
make each car. This includes the cost of labour, electricity, paint, tyres, other component parts, and delivery to the dealership. The 
rela
onship between the total produc
on of cars and the costs per car are summarised in the table below.

Table: Economies of scale example - car produc
on

Assump
ons:  Fixed costs = $50,000,000   Variable costs = $5,000 per car

A B C D E F G (Cost per car)

Output 

[number 

of cars]

Fixed costs

$

Average Fixed 

Costs (B/A)

$

Variable 

costs per 

car $

Total variable 

costs (A x D)

$

Total costs of 

produc
on (B+E)

$

Average costs of 

produc
on (F/A)

$

1 50,000,000 50,000,000 5,000 5,000 50,005,000 50,005,000 

10 50,000,000 5,000,000 5,000 50,000 50,050,000 5,005,000 

100 50,000,000 500,000 5,000 500,000 50,500,000 505,000 

1,000 50,000,000 50,000 5,000 5,000,000 55,000,000 55,000 

10,000 50,000,000 5,000 5,000 50,000,000 100,000,000 10,000 

100,000 50,000,000 500 5,000 500,000,000 550,000,000 5,500 

1,000,000 50,000,000 50 5,000 5,000,000,000 5,050,000,000 5,050 

50,000,000 50,000,000 1 5,000 250,000,000,000 250,050,000,000 5,001 

Clearly, the produc
on of one car would be cost prohibi
ve, given that the manufacturer would need to pay the $50m set up costs 
in addi
on to the variable costs of $5,000 - a total cost for the car of $50,005,000 (column G).  However, as output (column A) 
increases, it enables the Bxed costs to be spread over a 
greater number of cars, leading to both lower average 
Bxed costs (column C) and lower average costs/cost per 
car (column G).  Only once car produc
on reaches more 
than 1000 does it start to become a viable proposi
on 
for the manufacturer, with the cost per car falling to 
$10,000 when output reaches 10,000 and as low as 
$5,500 if it reaches 100,000.  No
ce what happens 
to the average Bxed cost (column C) and the cost 
per car (column G) if the $50m manufacturing plant 
could support the produc
on of 50m cars. Spreading 
the $50m over 50m cars results in an average Bxed 
cost of only $1 and a cost per car of only $5,001 (the 
variable cost of $5,000 plus the $1!).  These beneBts 
of economies of scale can also be seen in the adjacent 
chart.

Ques	ons:

1. Dis	nguish Bxed costs from variable costs.

2. Iden	fy the cost to produce ‘each car’ if only 10 cars were produced and outline why this ‘average cost’ falls as the 

produc	on of cars increases.  In your answer, refer to economies of scale.

3. Explain why interna	onal trade enables Australian businesses to take advantage of ‘economies of scale’ and outline 

why Australian consumers also beneBt.

4. Use the chart to outline why per unit costs fall as output increases and explain why the per unit cost (i.e. the cost 

per car) cannot fall below $5,000.

5,000 

10,005,000 

20,005,000 

30,005,000 

40,005,000 

50,005,000 

Cost to produce 

1 motor vehicle

Cost to produce 

each motor vehicle

if 1m are produced

(i.e. $5,050)

Number of motor vehicles produced
1,000,0001

Economies of large scale production

Average costs of production (per unit cost)

$
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7.2 Australia’s Balance of Payments and its components

All Bnancial transac
ons with the rest of the world are recorded in the Balance of Payments, and the data for the 

recording of the Balance of Payments (BOP) is collected by the ABS. The Balance of Payments is a useful accoun
ng 

summary of the areas where money is received from other countries and where Australia spends money in the rest of 

the world. It essen
ally shows all of Australia’s interna
onal transac
ons. When an item is recorded in the Balance of 

Payments it is categorised into separate accounts and recorded as either a debit or a credit.  

Credit –whenever money is received (the movement of money from foreign countries to Australia). These are 

shown as posi	ve entries in the accounts.

Debit - whenever money is outlaid (the movement of money from Australia to foreign countries). These are 

shown as nega	ve entries in the accounts.

The BOP comprises two major sets of accounts: the Current Account (CA) and the Capital and Financial Account (CAFA).   

Each of the these accounts will have a posi
ve or a nega
ve balance and, at the end of any par
cular period, any CA 

deBcit (CAD) must be exactly oNset by a CAFA surplus, such that the BOP must equal zero.  Similarly, any current account 

surplus needs to be oNset by a CAFA deBcit.   The structure of the BOP is depicted in Figure 7.1.

Balance of Payments
[CA + CAFA = 0]

Current 

Account (CA)

Capital & Financial 

Account (CAFA)

Balance on 

Merchandise Trade

Net 

Services

Net Primary

Income

Net Secondary

Income

Capital

Account

Financial

Account

Figure 7.1:  Structure of the Balance of Payments

Net portfolio

Investment

Net Direct

Investment

Financial

Derivatives

Net other 

Investments

Net Reserve

Assets

The Current Account (CA)

The CA records all receipts and payments of a ‘current’ nature, as 

opposed to transac
ons of a ‘capital’ nature which are recorded in 

the CAFA.  A deBcit on the Current Account means that payments to 

foreigners (debits) exceed receipts from foreigners (credits).

The CA is made up of four separate parts:

The Balance on Merchandise Trade (BOMT):   This is made up of 

merchandise export receipts (credits) minus merchandise import 

payments (debits), such as the sale or purchase of manufactured 

goods.  It is some
mes referred to as the ‘balance on goods’ or even 

‘net goods’.  

Net services:  This is made up of services export receipts (credits), such as the money received for the provision of 

educa
on to foreigners, minus services import payments (debits), such as money spent overseas by Australian tourists.  

Net services is also referred to as ’balance on services’ and economists some
mes refer to the total of BOMT and Net 

services as the ‘Balance on Goods and Services’ (abbreviated to the acronym ‘BOGS’!). [In RBA and ABS charts, the 

BOGS is o5en called the ‘Trade Balance’.]

Net Primary Income: This is made up of receipts (credits) of income from holding foreign assets, such as dividends 

from shareholdings in foreign companies or interest repayments from foreigners, minus payments (debits) of income to 

service foreign liabili
es, such as dividend payments for foreign equity (e.g. proBts sent to overseas owners) and interest 

Study tip

With respect to the distinction between current and 
capital transactions, think of current transactions 
as those that do not result in any future obligations, 
whereas capital transactions do result in future 
obligations.  For example, the receipt of money for 
exports does not result in any future obligation for 
either the Australian exporter or the overseas importer 
(purchaser).  However, the receipt of money in the 
form of a loan from a foreign bank is capital in nature 
because it results in future obligations (repayment of 
both the loan and the interest) to the overseas lender.  
The distinction is similar to the di�erence between C 
and I or between G1 and G2.
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repayments for foreign debt.  In addi
on, it includes receipts or payments of income earned from interna
onal labour.

Net Secondary Income: This sec
on usually involves a one-way movement of money where nothing is expected in 

return. It is simply a transfer from one country to another. The most common forms of secondary income credits are the 

payment of foreign pensions from foreign countries to those living in Australia and gi5s from abroad. Australia’s main 

secondary income debit is foreign aid sent to those overseas from Australia. It also includes gi5s or other gratuitous 

payments.  The four sec
ons of the CA are summarised in Table 7.1.

Table 7.1:  Current account balance: a summary of each subsec
on

Relevant 

subsec
on 

What is recorded in this 

subsec
on

Examples of credits 

($ coming into Aust)

Examples of debits 

($ leaving Aust)

BOMT Exports and imports of goods Iron ore, coal, wine, beef, 

medicines

TVs, cars, furniture, gadgets

Net 

Services 

Exports and imports of 

services.

Educa
on, tourism, banking 

and insurance.

Entertainment, call centre 

services, tourism.

Net 

Primary 

Incomes

Payment/receipt of income 

Pows that service net foreign 

liabili
es (debt and equity) or 

rePect payment for foreign 

labour

Dividends/proBts received 

on foreign shareholdings/

ownership and interest 

received from foreign 

borrowers

ProBts/dividends/rent  

paid to foreign owners of 

Australian assets and interest 

paid to foreign lenders

Net 

Secondary 

Incomes

A transac
on that involves 

the transfer of funds in one 

direc
on (creates no future 

or current obliga
on)

Gi5s sent from overseas to 

Australia. The payment of 

a European pension to an 

Australian immigrant

Payment of foreign aid to 

heavily-indebted, low-income 

countries

The Australian current account returned to surplus in 2019 for the Brst 
me since 1973 and Table 7.2 provides informa
on 

on both the structure of the account and the quarterly Bgures since December 2018. 

 

TABLE 7.2:  AUSTRALIAN CURRENT ACCOUNT STATISTICS ($m) - original Bgures 

A B C D E F G H I J K L M

Quarter/

year

Export

Goods

Credits

Import

Goods

Debits

(A - B)

BOMT

(Net 

Goods)

Export

Services

Credits

Import

Services

Debits

(D - E)

Net 

Services

(C + F)

BOGS

Primary

Income

Credits

Primary

Income

Debits

(H - I)

Net 

Primary

Income

Net 

Sec. 

Income

(G+J+K)

Current

A/C

Bal

CA

as a 

% of 

GDP

Dec-2018 93516 -83975 9541 24561 -25896 -1335 8206 17244 -33119 -15875 235 -7434 -1.5%

Mar-2019 90435 -76566 13869 26466 -23766 2700 16569 17614 -35075 -17461 -665 -1557 -0.3%

Jun-2019 100489 -78921 21568 23048 -25629 -2581 18987 16939 -30586 -13647 -113 5227 1.0%

Sep-2019 102328 -81682 20646 25204 -27177 -1973 18673 16325 -31873 -15548 -3 3122 0.6%

Dec-2019 97442 -84331 13111 26916 -26025 891 14002 17623 -29585 -11962 135 2175 0.4%

Mar-2020 91621 -72899 18722 24158 -21841 2317 21039 16846 -29017 -12171 -486 8382 1.7%

Jun-2020 91662 -71885 19777 15757 -11436 4321 24098 14198 -19026 -4827 -871 18400 3.9%

Sep-2020 85312 -76814 8498 15338 -11297 4041 12539 15235 -20401 -5166 -352 7021 1.5%

Dec-2020 95873 -83349 12524 16566 -12876 3690 16214 14751 -17069 -2318 -317 13579 2.6%

Mar-2021 100022 -77710 22312 15950 -11845 4105 26417 15724 -24277 -8553 -654 17210 3.5%

Jun-2021 115505 -82468 33037 14673 -12835 1838 34875 15788 -22810 -7023 -1711 26141 5.0%

Sep-2021 122249 -87114 35135 14263 -13947 316 35451 17292 -35270 -17978 -396 17077 3.4%

Dec-2021 122338 -96039 26299 14512 -16604 -2092 24207 19241 -36280 -17039 -336 6832 1.3%

Mar-2022 130936 -98581 32355 15672 -19334 -3662 28693 19631 -44682 -25051 -1009 2633 0.5%

Jun-2022 158934 -105276 53658 16471 -22538 -6067 47591 21446 -44565 -23119 -1308 23164 4.3%

Historically, the BOMT (column C) Puctuates between a deBcit and a surplus.  However, since the end of 2017 the 

BOMT has been in surplus and the surplus has steadily increased to levels not seen in over 60 years.  This was mainly 

driven by strong growth in mining export demand (including the growth in natural gas exports) and, to a lesser extent, 

by a fall in the value of imports.  Over the past few years, this improvement in Australia’s trade balance follows the 

rebound in commodity prices (and terms of trade) and the generally lower exchange rate that has helped to boost the 

compe

veness of Australia’s tradables sector (exporters and import compe
ng businesses). In addi
on, Australian 
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mining export volumes were boosted as a consequence of the investment phase of the earlier mining boom being 

replaced by the produc
on phase of the mining boom.  In other words, the investment in new mining capacity (e.g. 

the development of new mining Belds) that was spurred by the 

earlier growth in commodity prices Bnally resulted in the ability to 

extract more minerals for export.  [See Ac
vity 7k: The 3 phases 

of the mining boom.]   Net Services (column F) was mostly in 

deBcit for the en
re period, with the imports of services (such as 

outbound tourism and travel) exceeding the exports of services 

(including educa
on and inbound tourism).  However, this 

reversed somewhat over 2020 as Australian borders were closed, 

limi
ng the Pow of service imports rela
ve to exports. Together, 

the BOMT and Net Services make up the BOGS (column G), which 

climbed from a deBcit in December 2017 (not shown in the table) 

to a historically high surplus of $47.6B in June Quarter 2022.  This 

means that Australia has exported a signiBcant larger value of goods and services than it has imported for every quarter 

shown in the table.  

The Net Primary Income (NPI) sec
on (Column J) is usually the largest (nega
ve) component of the current account and 

has historically been the primary reason for the rela
vely large CADs experienced by Australia (at least up un
l the end of 

2015 when Australia’s CAD was a large 5% of GDP).  The NPI’s average size since December 2018 has been approximately 

a $13 billion deBcit per quarter and is due to the fact that Australia con
nues to record high (but declining) levels of net 

foreign debt, whose servicing obliga
ons require a net ouWlows of funds, in the form of interest payments to foreign 

lenders.  [The value of Net Secondary Income is rela
vely insigniBcant and can be ignored for simplicity.]  Up un
l the 

end of 2020, the NPI deBcit fell as a consequence of both declining world rates of interest, a general decline in the value 

of Australia’s Bnancial obliga
ons to the rest of the world (see Capital and Financial Account on the next page) and a 

lower exchange rate over 2020-21. [The valua
on eNects of a changing exchange rate are considered later in Sec
on 7.8 

‘The eNects of changes in the exchange rate’.] In addi
on, Australian mining companies, which have substan
al foreign 

shareholdings, froze dividend payments during the pandemic, which further reduced the size of NPI debits.   However, 

the NPI deBcit increased once more over 2021-22 as interest rates started to rise and mining companies increased 

dividend payments to compensate for the ‘freeze’ during the pandemic.

The movement in the major components of the current account since the middle of 2015 are summarised in Chart 7.1 

below.  The major points to note are, Brst, the current account balance (the thick/solid blue line) returned to surplus 

in the middle of 2019 for the Brst 
me since 1973.  As highlighted earlier, this was due to the record growth in exports 

rela
ve to imports that has resulted in the BOMT recording the largest surplus for more than 60 years.  Second, prior to 

2019, the current account remained in deBcit despite periods where exports of goods (and services) exceeded imports 

of goods (and services), evidenced by the red and/or green lines in the chart moving above the zero line while the thick/

solid blue line (current account) remained below zero (i.e. in deBcit).  
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Chart  7.1:  Current Account - Major components

Balance on Merchandise Trade (BOMT)

Net Primary & Secondary Income
Net Services

Current Account

$m

Study tip

It is easy to get mixed up when a3empting to interpret 
or quote CA statistics. For example, the -$7,434 billion CA 
balance (column L) for the Dec quarter 2018 is typically 
referred to as a $7.4 billion CA de2cit.  Notice that the 
minus sign no longer needs to appear in front of the $7.4 
billion.  This is because of the inclusion of the word ‘de2cit’ 
which e�ectively replaces the minus sign.  It is common for 
students to report this as a CA balance of $7.4 billion or a 
CAD of -$7.4 billion – both are incorrect.  
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The current account as a percentage of GDP (column M in Table 7.2) 

is a common sta
s
c referred to when discussing movements in the 

current account.  The highest it has been since 2019 is 5% of GDP 

for the June quarter of 2021 and the lowest it has been was 0.4% of 

GDP for the December quarter of 2019.  The annual Bgure for the 

Bnancial year ended 30 June 2022 is derived by adding the last four 

quarters together.  These annual Bgures are summarised in Table 

7.3 and clearly highlight the signiBcance of the BOMT in terms of its 

contribu
on to Australia recording a rela
vely high current account 

surplus of $49.7 billion (2.4% of GDP) over the Bnancial year 2021-22.

The Capital and Financial Account (CAFA)

The Capital Account is a rela
vely insigniBcant account and covers capital transfers (such as debt forgiveness) and the 

acquisi
on/disposal of non-produced, non-Bnancial assets (such as sales of copyrights, licenses or patents) between 

residents and non-residents.  

The Financial Account is the more important account in that it eNec
vely records how Australia Bnances any Current 

Account deBcits.  So when Australia experienced a CAD of $7.4B for the December quarter of 2018, it eNec
vely meant 

that Australia spent $7.4B more than it earned as a na
on.  In other words, na
onal spending (GNE) exceeded na
onal 

income (GDP) because Australia spent more on imports and servicing foreign liabili
es (such as interest on foreign debt) 

than it received from exports and earnings from foreign assets (such as dividends from oNshore equity investments).  

This $7.4B shorWall was typically Bnanced in the form of loans (debt), or the sale of Australian assets (equity), and led 

to an increase in Australia’s net foreign liabili	es (NFD + NFE).  When these amounts entered the country, they were 

recorded in the CAFA as a combined $7.4B credit, the vast majority of which entered via the Financial Account.  Of course, 

since the middle of 2019, the reverse has occurred, with the current account returning to surplus.  As a consequence, 

Australia earned more than it spent over this period (i.e. GDP exceeded GNE), fuelled by the enormous growth in net 

export sales as Australia was able to generate more income from foreign sources.  Given that the balance of payments 

must equal zero, over any given period the return of the current account to surplus must therefore be rePected by the 

CAFA moving into deBcit (also for the Brst 
me since 1973) and total value for net foreign liabili
es falling (see below).  

The major components of the CAFA are summarised in Table 7.4.

Table 7.4:  The capital and Bnancial account: summary of each subsec	on

Relevant subsec
on What is recorded in this 

subsec
on

Examples of credits

 ($ coming into Aust)

Examples of debits 

($ leaving Aust)

Capital account

Movement of ‘capital’ between 
na
ons. 

The sale of license to a USA 
broadcaster to use content 
developed by Australians

The Australian Government 
agrees to cancel a loan owing 

from Papua New Guinea

Financial  account

Direct investment The crea
on of new assets and 
liabili
es in a foreign country, 
including the se@ng up of a 

produc
on facility or controlling 
10% or more of a company’s 

shares

The purchase of the Toll Group 
by Japanese company, Japan 
Post Holdings, or the opening 

of a new store by Uniqlo at 
Chadstone shopping centre

A new oil Beld opened in Papua 
New Guinea by Oilsearch (an 

Australian company)

Por`olio investment Transac
ons involving less than 
10% control of a company and 

the sale/purchase of debt

The sale of shares in Qantas to a 
foreign household or the sale of 

bonds to foreigners

The purchase of shares in Apple 
by Australian Super or the 
purchase of foreign bonds

Financial deriva	ves Complex Bnancial instruments 
that create assets or liabili
es

The sale of op
ons by the 
Commonwealth Bank of 
Australia to an American 

merchant bank

The purchase of iron-ore futures 
by Fortescue Metals Group.

Other investment Investment Pows that do not Bt 
in one of the other categories 

(e.g. trade credit and some 
special categories of loans, such 
as those between central banks)

Receipt of a shipment of imports 
where payment is delayed un
l 

a future date

Delivery of exports to foreigner 
where receipt of funds is 

delayed un
l a future date

Reserve Assets RBA and government 
transac
ons involving foreign 
currency and contribu
ons to 

the IMF and UN.

The RBA purchases AUD on 
the foreign exchange market 

to smooth out vola
lity in the 
exchange rate.

The Australia Government sends 
money to the UN to help them 

with their research.

TABLE 7.3  –  Current Account Bgures 

(original) for year ended 30 June 2022 ($m)

BOMT  $147,447 

Net Services -$11,505 

Net Primary Income -$83,187 

Net Secondary Income -$3,049 

Current Account (CA)balance  $49,706 

CA balance % of GDP 2.38%
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Of course, since 2018, Australia has recorded current account surpluses, which meant that Australia spent less than it 

earned (which is equivalent to savings exceeding investment) and resulted in a net ouWlow of funds to other countries.  

This results in a CAFA deBcit as debits, in the form of Australia purchasing foreign assets (e.g. lending to foreigners by 

purchasing foreign bonds), exceed credits, in the form of foreigners purchasing Australian assets (e.g. buying shares in 

Australian companies or purchasing Australian government bonds). An example of the CAFA Bgures as reported by the 

ABS is set out in Table 7.5. The CAFA deBcit of $49.7B for the year to end June 2022 represents the net ouWlow of funds 

(either debt or equity) that has occurred as a consequence of the surplus on the current account for the same period 

($49.7B).   

TABLE 7.5: CAPITAL AND FINANCIAL ACCOUNT ($m)

A B C D E F G H

Capital 

Account

Financial Account

Quarter/

year

Net

Direct 

Investment

Net

Por`olio 

Investment

Financial 

deriva	ves

Other 

investment

Reserve 

assets

Net errors

&

omissions

CAFA

Balance

Sep-2021 -163 -6596 -1829 569 12095 -17378 -3775 -17077

Dec-2021 -42 14805 -13712 -7533 -1056 -1717 2422 -6833

Mar-2022 -186 -65018 61931 -2729 -966 -599 4933 -2634

Jun-2022 -211 -6956 42449 -1726 -51977 -462 -4281 -23164

TOTAL -602 -63765 88839 -11419 -41904 -20156 -701 -49708

Ac	vity 7c: Ac	vity 7c: Balance of payments structureBalance of payments structure
Without turning back to earlier pages in the text, iden
fy each of the 14 accounts/sec
ons within the balance of 
payments on the diagram below.  A<empt this task in two minutes and award yourself a score out of 14.  Determine 
your performance using the scale below.

Identify the structure of the Balance of Payments

13-14 = Outstanding

11-12 =  Very good

9-11  =  Good

7-9  =  Fair

5-6  =  Average

1-5  =  Revision required
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Ac	vity 7d: Ac	vity 7d:  Debits or credits? Debits or credits?
For each of the transac
ons below, iden
fy whether the Balance of Payments will be credited (money coming into 

Australia) or debited (money going out).  The Brst one has been done for you.

Transac	onTransac	on Credit Credit 

(Cr)(Cr)

Debit Debit 

(Dr)(Dr)

Georgie, a teacher from Melbourne, purchases shares in Google on the US Stock 

Exchange

Westpac borrowing from Lloyds Bank, UK

The Na
onal Australia Bank repays  interest on German debt

Microso5 establishes a crea
ve hub in Echuca

Foreign aid is sent to the Sudan by Oxfam Australia

Jus
n K, an Australian economist, is paid for advice to the UK’s central bank on 

how to reduce unemployment

Blackmores Australia pays dividends to French investors

The Presets (an Australian dance act) play a gig in Camden, London

Heinz Australia sends proBts to its parent company in USA

An English tourist goes to the MCG for a day/night game and spends $100

Ac	vity 7e: Ac	vity 7e: Which account in the BOP?Which account in the BOP?

For each of the following transac
ons, determine if they are a credit or debit and then place in the appropriate 

sec
on of the Balance of Payments: The Brst one has been done for you.

Transac	onTransac	on C
re

d
it
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d
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A
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Charlie borrows $1000 from a US Bank

BHP sells iron ore to China

BHP pays Dutch shipping company to transport goods to 

China

Sam, a foreign tourist, spends $5000 in Australia

Alan Brayden receives a $1m gi5 from grandma in the USA

Sanderson Timber enterprises purchases a $1m saw from 

Germany

Rio Tinto pays a $5000 dividend to Huan Dang in Hong Kong

The Australian Government sells a bond to a Chinese investor

Ted Roberts builds a $1 trillion house and uses an American 

architect for the design

Bob Ka<er, an Australian fruiterer, buys banana from Fiji 
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Ac	vity 7f: Calcula	ng the Ac	vity 7f: Calcula	ng the Current Account balanceCurrent Account balance
Answer the following ques
ons that relate to the hypothe
cal economy of Delloro.  You must show your calcula
ons:

Delloro – Balance of Payments

ItemItem $b$b

Credit for goods 200

Debits for goods 150

Credits for services 150

Debits for services 80

Credits for primary  incomes 40

Debits for primary  incomes 170

Credits for secondary incomes 15

Debits for secondary incomes 10

Ques	ons
1.  Calculate the balances for each of the following accounts

(a)  Balance of Merchandise Trade (BOMT)
(b)  Net Services (NS)
(c)  Net primary income
(d)  Net secondary income
(e)  The Current Account 

2.  Determine the size of the Capital and Financial Account (CAFA) and indicate whether it is a deBcit or surplus.
3.  Explain why Delloro has a CAFA balance of the size you have indicated in ques
on 2. 

Review ques	ons 7.2Review ques	ons 7.2
1. Dis
nguish a debit in the BOP from a credit.
2. Outline the structure of the ‘current account’ in the BOP. Describe the nature of transac
ons that are recorded in the current 

account, providing two examples of these transac
ons.
3. Refer to Table 7.2 and iden
fy the sec
on of the current account contribu
ng most to the CAD up un
l 2019.
4. In rela
on to the previous ques
on, explain why this sec
on of the current account has been rela
vely large.
5. Provide two possible reasons to explain the improvement in the BOMT over recent years.
6. Explain why a reduc
on in global interest rates helps to reduce the size of the NPI deBcit within the current account.
7. Explain how it is possible for Australia to export more goods and services than it imports and yet s
ll experience a CAD.
8. Explain what is meant by the statement that ‘the Financial Account eNec
vely records how Australia Bnances any CADs.’
9. Discuss why the ‘Financial Account’ is more important than the ‘Capital Account.’
10. Dis
nguish direct investment from porWolio investment.

11. Provide a possible explana
on for the CAFA moving from a surplus to a deBcit since June 2019.

Ac	vity 7g: Current account statsAc	vity 7g: Current account stats
Complete the following tasks in rela
on to the incomplete chart below
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Current Account figures 2018 - 2022

Balance on Merchandise Trade (BOMT) Balance on Goods and Services (BOGS)

Net Primary IncomeNet Services

Current Account

$m

?

1. Match each of the current account variables/labels below the chart to one of the four coloured lines (purple, red, light 
blue and Black) or green bars.

2. Establish a meaningful economic rela
onship between at least three of the Bve variables.
3. Determine how each of the relevant variables will be inPuenced by a large increase in the prices received for major 

Australian exports such as iron ore, coal and natural gas. 
4. Explain why the red line moved above zero in the middle of 2019.
5. Describe the movement in the black line since 2019 and explain how the movement in global interest rates between 2019 

and 2022 may have inPuenced this trend.   
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Study tip

It is useful at this stage to note the relevance of 
the exchange rate.  During times of growing trade 
imbalances (e.g. imports exceeding exports), it is 
natural for the exchange rate to fall as the demand 
for foreign currencies increases relative to the demand 
for Australian currency.  Accordingly, one would 
expect the value of the AUD to fall when the BOGS 
de2cit rises.  If this does not occur quickly enough it 
essentially means that the AUD remains ‘over-valued’, 
and Australian competitiveness will be impaired, until 
such time that the AUD falls as expected.  [Exchange 
rate considerations are covered later in this chapter.]

7.3  In;uences on the current account balance 

Structural causes of Australia’s current account deBcit (CAD) in the past

Australia is a young country with a rela
vely small popula
on and an abundance of natural resources.  To maximise 

our growth poten
al and take advantage of the opportuni
es that existed, con
nued investment was required in 

mining and explora
on for example.  However, up un
l 2019, the money required to fund this investment could not 

be suFciently raised in Australia.  In other words, investment was 

greater than savings and this Savings/Investment imbalance needed 

to be Blled by foreign funds in the form of debt or equity, which are 

recorded as inPows of funds (i.e. credits) in the CAFA.  This resulted in 

a steady build up of Australia’s net foreign liabili	es (i.e. primarily net 

foreign debt) over 
me which necessitated large ouWlows of money 

(i.e. debits) through the net primary income sec
on of the current 

account.  Of course, the largest net ouWlow was the huge net interest 

payments to overseas lenders who supported Australia’s (debt) 

investment in previous periods.  This was observable in the previous 

sec
on, where up un
l the middle of 2019, the size of Australia’s CAD 

was invariably determined by the size of the deBcit in the net primary 

income sec
on of the current account.  This savings and investment 

imbalance has reversed over recent years resul
ng in the current 

account returning to surplus in the middle of 2019 for the Brst 
me since 1973.  There are two primary reasons for 

na
onal savings exceeding investment since 2019.  First, savings rates in Australia have increased, fuelled by a change 

in savings habits, as well as the produc
on phase of the recent mining boom leading to huge growth in incomes, part of 

which was saved.  Secondly, there has been a slowdown in the rate of investment (e.g. in mining) as we moved from the 

Investment phase of the mining boom to the produc
on phase of the boom (see Ac
vity 7k). 

As a consequence of the savings/investment imbalance that persisted in Australia for decades, the CAD became a structural 

feature of a rela
vely young Australian economy - an economy that required foreign funds to Bnance Investment.  The 

structural component of the current account is essen
ally the current account balance that exists when the economy is 

running at its long run trend rate of growth (approximately 3% per annum).  

However, the size of the current account balance will con
nue to change in 

line with the economic cycle over 
me, resul
ng in a balance that moves 

either below or above its rela
vely normal or ‘structural’ level.  This is o5en 

referred to as the cyclical component of the current account  (see below).  

Any change in the structural component of the current account balance will 

therefore be unrelated to changes in economic ac
vity and will occur due 

to structural changes in the economy that either inPuence our interna
onal 

compe

veness (and ability to generate net export demand) or inPuence 

our reliance on foreign sources of capital to fund investment.  For example, 

a deteriora
on in the rate of produc
vity growth will reduce interna
onal 

compe

veness and result in a structural deteriora
on in the current 

account, while an increased propensity for Australians to save over 
me 

results in a structural improvement in the current account. 

Another poten
al structural cause of Australia’s current account deBcit in the past was Australia’s rela
vely low level 

of global or interna	onal compe		veness, owing to a high cost structure and low levels of eFciency rela
ve to the 

best performing economies. The World Economic Forum’s Global Compe		veness Report consistently ranked Australia 

outside the top 20 countries across a range of indicators, including labour market eFciency, goods market eFciency, 

technological readiness, and business sophis
ca
on.  While the most recent report published in 2022 revealed that 

Australia had improved to 19th place in the world, we recorded our worst result in entrepreneurship, ranking 61 out of 

63 countries, and 41 out of 63 in terms of workplace produc
vity. To the extent that Australia’s rela
vely low levels of 

eFciency and compe

veness are a structural feature of the economy, it tends to contribute to ongoing pressure on 

the current account.   This also exposes Australia to the gyra
ons of global commodity markets given that we rely on a 

narrow base of exports to derive export income to the country.  For example, more than 50% of Australia’s export income 

is derived from mining exports, with iron ore, coal and natural gas alone making up 40% of all of Australia’s exports.  

While Australia did occasionally record a Balance on Goods and Services (BOGS) surplus prior to 2019, this was largely 

a<ributable to growth in the terms of trade, fuelled largely by strong Chinese demand for Australian iron ore and coal.  

However, since June 2019, the BOGS surplus increased to record levels, helping the current account to return to surplus.  
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As explained earlier, this occurred largely as a consequence of strong growth in mining export values on the back of 

con
nuing growth in commodity prices, which saw Australian miners receiving more for each tonne of ore exports.  

In addi
on, Australian miners were able to take further advantage of higher world prices because of the expanded 

capacity of mines (following many years of strong mining investment).  The BOGS improvement was also driven by the 

steady deprecia
on of the Australian dollar over the past few years, which has helped to increase the interna
onal 

compe

veness of Australia’s tradables sector, and the recent 

declines in Consump
on and Investment (reducing demand for 

imports).  The global reduc
on in interest rates also help to reduce 

the net primary income deBcit within the current account given that 

it was cheaper for Australian borrowers to service foreign debt.  

Cyclical component of the current account

During periods of strong growth in na
onal spending, the current 

account balance is more likely to move towards a deBcit, because 

the gap between Investment and Savings gets larger and strong 

spending tends to spill over into greater import demand.  This 

means that not only is there more borrowing from overseas to 

fund Investment, adding to the deteriora
on of the current account 

balance (because of increased Net Primary Income debits required 

to service these liabili
es), but also that the BOGS is more likely 

to also record a deBcit (owing to the stronger growth in import 

demand), further contribu
ng to the likelihood of a current account deBcit (CAD) being recorded. In contrast, when 

na
onal spending and economic ac
vity are weak, households and businesses save more and spend less, reducing the 

gap between Investment and Savings.  In addi
on, there is less spill over into import spending and, overall, the current 

account balance will improve.  

The movement in the current account that is 
ed to changes in the economic cycle is referred to as the cyclical 

component of the current account. If we remove these cyclical movements from any change in the current account, then 

what remains is the structural component.  As men
oned earlier, Australia’s current account balance was tradi
onally 

at its ‘structural level’ when the economy was running at its long run trend rate of growth.   Typically, high rates in AD 

(or speciBcally na
onal spending) are likely to be associated with a 

worsening CA balance for cyclical reasons while lower growth in AD is 

likely to be associated with an improving CA balance.   

However, Australia’s current account balance will also move in line 

with changes in the global economic cycle. Given that Australia is a 

major commodity exporter (e.g. iron ore, coal, and natural gas), rises 

and falls in global produc
on will have major inPuences on the terms 

of trade and the value of Australian exports.  Recent growth in the 

terms of trade is one of the major reasons for the recent improvement 

in the current account balance (as the higher export prices received 

has led to a huge increase in export values) which can be considered 

to represent a cyclical improvement to the current account.  

However, it can some
mes be diFcult to disentangle cyclical from 

structural improvements to the current account.  For example, if there is a shi5 in the global demand for Australian 

commodi
es because of a change in the structure of global industries, then this would be considered a structural 

factor causing an improvement in the current account.  To illustrate, the move to more renewable forms of energy 

is currently resul
ng in large scale growth in the global demand for lithium (used in ba<ery produc
on). This would 

increase Australia’s terms of trade but represent a structural improvement to the current account rather than a cyclical 

improvement that would occur if the terms of trade increased because of strong global growth and the higher demand 

for raw materials (e.g. Australian iron ore) that are required to fuel that growth.

The return of the current account to surplus since 2019 is  primarily due to cyclical factors such as the large reduc
on in 

na
onal spending during COVID-19 which reduced the demand for imports as well as the huge growth in the terms of 

trade (or commodity prices) that is related to rela
vely strong growth in global demand for minerals such as iron ore and 

natural gas.  [Note that the current account is expected to return to deBcit in the near future once the terms of trade 

falls from its current record high.]

Study tip

The VCE Economics study design requires students to 
demonstrate an understanding of the causes of the 
cyclical and structural inBuences on Australia’s current 
account balance.  The fact that the current account has 
returned to surplus (since 2019) should be no cause for 
confusion.  Students should focus on factors that have 
(or can) caused the current account balance to change 
and determine whether these are likely to be structural 
or cyclical in nature.  For example, the large increase 
in the current account balance since 2019 is mostly 
cyclical in nature.  It occurred in part because of the 
huge reduction in Australia’s rate of national spending 
or economic growth (i.e. the recession) which caused 
a large decrease in the demand for imports relative 
to exports as well as the record growth in commodity 
prices.



227

    Chapter 7: Australia and the interna�onal  economy

Recent movements in the current account balance

Chart 7.2 highlights the rela
onship between rates of na
onal spending and the CA balance since 2016.  As expected, 

when growth in Gross Na	onal Expenditure (GNE) was strong (e.g. close to 4% in 2018), the CA balance deteriorated 

(i.e. the CAD increased) and when GNE fell to less than 2% in 2018-19, the CA balance improved and eventually moved 

into surplus. Of par
cular note is the period a5er 2018-19, notably the recession of 2020, where the rate of growth in 

na
onal spending declined signiBcantly (and became nega
ve over 2020), contribu
ng to a much higher CA surplus.  

Over this 
me, the demand for imports (par
cularly service imports such as tourism) fell rela
ve to service exports (e.g. 

because na
onal borders closed and Australia is a net importer of tourism).  In addi
on, the demand for capital and 

intermediate imports (which make up the bulk of Australia’s imports) fell, as businesses reduced investment demand 

during this 
me.   These were examples of the current account improving for cyclical reasons rather than structural 

reasons (e.g. improvements in produc
vity). 

The improvement in the CA since 2019 was largely a response to a surge in exports (mainly mining exports), but it was 

also a<ributable to an increase in na	onal savings.  This increase in savings rela
ve to Investment helped to reduce 

the na
onal savings and investment imbalance,  which was the primary cause of the CAD up un
l 2019. To the extent 

that the increase in na
onal savings that we have seen over recent years becomes commonplace, it suggests that we 

might see a permanent improvement in the structural component of the current account. As noted earlier, the fall in 

the current account surplus to the end of March 2022 was largely related to the deteriora
ng posi
on within the NPI 

sec
on of the current account.  Between June 2021 and March 2022, the NPI deBcit rose from $7 billion to $25 billion, 

causing the current account balance to fall to $2.6 billion, its lowest level since late 2019. This was related to higher 

market interest rates and the fact that mining companies substan
ally increased dividend payments to compensate for 

the dividends ‘freeze’ that was eNec
vely imposed during the pandemic (which helped to reduce the NPI deBcit at that 


me).
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Chart 7.2:  National spending and CA balance
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Ac	vity 7h: Ac	vity 7h: Structural or cyclical?Structural or cyclical?
For each of the factors below, iden
fy whether each will cause an increase or decrease  in the structural or cyclical 
component of the CAD.  The Brst one has been done for you.

Transac	onTransac	on CyclicalCyclical StructuralStructural ↑↑ ↓↓

There is an increase in na
onal spending

Reduc
on in na
onal produc
vity

Reduc
ons in na
onal savings

Falls in demand for Australian minerals from India and China

Falls in consumer and business conBdence

Increased government tax concessions for savings

Cost inPa
on caused by ineFcient business prac
ces

Excessive borrowing

Rapid advances in technological uptake in Australia

A booming economy causes strong growth in capital imports
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Review ques	ons 7.3Review ques	ons 7.3
1. Explain what is meant by the ‘savings/investment imbalance’ and discuss its relevance to Australia’s current account 

deBcit.
2. Explain what is meant by the cyclical component of the current account.
3. Iden
fy Australia’s ranking in the World Economic Forum’s latest global compe

veness report and explain its 

relevance to Australia’s structural current account balance.
4. Dis
nguish a movement in the current account balance that is caused by cyclical factors compared to a movement 

that has been caused by structural factors.
5. Refer to Chart 7.2 and explain how the movement in the current account balance since 2018-19 might be related to 

the movement in na
onal spending/economic growth.
6. Explain how a slowdown in na
onal investment and an increase in na
onal savings over the past few years is 

impac
ng on the current account balance.   

Ac	vity 7i: Ac	vity 7i: Is a Is a CAD a problem?CAD a problem?
The value of the CAD on an annual basis provides an indica
on of the extent to which Australia is 
spending beyond its means.  Just like a household that borrows to Bnance current expenditure, 
the excess of expenditure over income (i.e. the deBcit) need not necessarily be a problem if the 
borrowed funds are genera
ng suFcient income to repay the debt.  For example, a household can 
increase its longer term wealth by borrowing to Bnance the acquisi
on of assets (such as property) 
that will provide it with future returns in the form of accommoda
on/rent and capital gains.   
Similarly, Australia is s
ll a young country with a rela
vely small popula
on and an abundance of 
natural resources.  To maximise our growth poten
al, con
nued investment is required.  However, 
for most of the past 50 years, the savings required to fund this investment could not be suFciently 
raised in Australia.  The Savings/Investment imbalance therefore needed to be Blled by foreign funds 
in the form of debt or equity.  Accordingly, the increase in Australia’s net foreign liabili
es (i.e. debt 
and foreign equity) that occurred was not a problem if the funds were used produc
vely (i.e. they 
generated suFcient returns to adequately service the debt and equity that was accumulated in the 
form of net foreign liabili
es).  

While the current account returned to surplus during 2019, it is expected to revert back to a deBcit once the economy recovers 
to experience trend rates of economic growth (approximately 3%) and the terms of trade boom (Mark 3) ends, which is expected 
to occur over 2022-23.  The government forecasts that the CA will return to a deBcit of 3.25% of GDP in 2022-23 (on the back of 
a forecast decline in the terms of trade by more than 20%) and to 6% of GDP in 2023-24.  A CAD deBcit to GDP ra
o of more than 
5-6% of GDP are unlikely to be sustainable in the longer term.  This is because persistent and growing deBcits as a percentage of 
na
onal income (GDP) means that increasing amounts of our current income are required to repay and service foreign liabili
es.  
To the extent that Australia’s income growth cannot be sustained over the longer term (e.g. because our heavy reliance on mineral 
exports exposes the economy to a massive reduc
on in income in the event of a large falling commodity prices or there is a 
collapse in demand for coal as countries move to more renewable forms of energy produc
on), the CAD and NFD may place 
constraints on future growth.  For example, it is possible that a rela
vely high CAD and NFD will constrain rates of economic and 
employment growth as global Bnancial markets become more reluctant to ‘roll over’ (reBnance) Australian debt in future years 
(just as foreign lenders were reluctant to rollover Australian debt without a government guarantee during the GFC).

Despite this, there has been a widespread acceptance that the CAD in the past (and the one that is likely to return) is simply a 
structural feature of a young economy in need of con
nued borrowing to Bnance necessary investment.  It need not be problema
c 
if ins
tu
ons make ra
onal savings and investment decisions that are guided by the disciplines of the marketplace.  In other 
words, ins
tu
ons are responsible enough to make decisions based on market informa
on rela
ng to the perceived costs and 
beneBts of any debt or equity Bnanced investments.  This is some
mes referred to as the ‘consen
ng adults’ view of Australia’s 
CADs, where proponents of this view assert that governments should not implement policies that are purely designed to reduce 
the size of the NFD.  Instead, government interven
on is only needed to ensure that (Bnancial) markets are compe

ve and free 
from distor
on (see Chapter 3), promo
ng eFcient savings and investment decisions to take place.

The government also acknowledges that the CAD is highly cyclical in nature, growing during 
mes of strong economic growth and 
falling during downturns.  This rePects the fact that periods of strong domes
c demand create both addi
onal import demand (as 
the na
on is closer to produc
ve capacity) and contribute to pressure on the gap between na
onal spending and na
onal income.  
Similarly, periods of low growth are consistent with an increase in savings (or de-leveraging) and/or reduc
on in spending, which 
reduces the spillover into imports, as well as a reduc
on in the gap between spending and income.  This was evident during 2020 
as the economy entered a recession, with the current account moving further into surplus.  While much of this improvement was 
due to a surge in commodity prices and the addi
onal export income this generated, it was also due to the rapid slowdown in 
Na
onal Investment rela
ve to Na
onal Savings, which has eNec
vely reduced the na
onal savings/investment imbalance that is 
the primary cause of the CAD.  The reduc
on in global interest rates, and the reten
on of company proBts over recent years, also 
helped to increase the current account surplus via an improvement to the NPI sec
on of the current account.

Ques	ons/tasks
1. Explain why a CAD provides an indica	on of the extent to which a country is spending beyond its means.
2. DeBne a savings/investment imbalance and outline its rela	onship to net foreign liabili	es.
3. Explain why the CA balance is expected to return to deBcit (i.e. a CAD once more) in 2022-23.
4. Explain why a CAD/GDP ra	o of more than 5-6% could be unsustainable in the long run.
5. Explain how a large CAD might be a structural feature of the Australian economy.
6. Referring to the structural component of the CAD, explain why the CAD was rela	vely high in the past. 
7. Explain how the recession in 2020 contributed to the current account (CA) moving into surplus.
8. Describe how a reduc	on in interest rates, and a reten	on of company proBts, helped the CA move into surplus.
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7.4 Composi	on and cause of net foreign debt and net foreign equity 
When the ABS releases sta
s
cal informa
on related to Australia’s Balance of Payments, it will also include sta
s
cs 

on the changes  that have taken place to the value of Australia’s Net Interna	onal Investment Posi	on (NIIP), which is 

essen
ally the value of Australia’s net interna	onal Bnancial obliga	ons to the rest of the world.  This is made up of 

Australia’s stock of net foreign liabili	es (NFLs), which is comprised 

of both net foreign debt (NFD) and net foreign equity (NFE).  An 

examina
on of changes to Australia’s net interna
onal investment 

posi
on will help policy makers to determine the sustainability of 

Australia’s rela
vely large CADs and the accompanying growth in 

Australia’s stock of net foreign liabili
es.  

Net foreign debt (NFD)

NFD obliga
ons Pow from Australia’s total ‘borrowing from foreign 

lenders’ and ‘lending to foreign borrowers’.  It is calculated by 

adding up the total value of debt owed to foreigners and subtrac
ng 

the total value of debt owed by foreigners to Australians.  It is the 

largest component of Australia’s net foreign liabili
es and is the most 

common sta
s
c used when determining the ability of Australia to 

meet its interna
onal Bnancial obliga
ons.   Chart 7.3 highlights the 

growth in the value of NFD since 2008, where it climbed from $600 billion in the middle of 2008 (42% of GDP) to $1.2 

trillion by early 2020 (60% of GDP) but falling slightly to $1.16 trillion by the middle of 2022.   The largest contributor to 

NFD is the private sector (households and businesses), holding 78% of the total NFD (i.e. $902 billion as at 30 June 2022), 

with the remaining 22% (i.e. $255 billion) held by the public sector (i.e. governments).
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Chart 7.3 Australia’s Net Foreign Debt (NFD)

Private share of NFD

Government sector share of NFD

Total NFD

[55% of GDP as at 30 June 2022] 

$m

Net foreign equity (NFE)

NFE is equal to the net equity obliga
ons that stem from foreign ownership of Australian assets (such as property, shares 

and land) and Australian ownership of foreign assets. It is calculated by adding up the total value of Australian assets 

owned by foreigners and subtrac
ng the total value of foreign assets owned by Australians.  It is the smallest of the 

two components of Australia’s NFLs, and will eNec
vely be recorded as a net asset rather than liability when Australia’s 

ownership of foreign assets exceeds foreign ownership of Australian assets.  

This has indeed been the case in Australia since the end of 2013 and is highlighted in Chart 7.4 by the green line falling 

below the zero line.   This has contributed to the vast improvement in Australia’s Australia’s net interna
onal investment 

posi
on (i.e. NFLs) that has occurred since 2019, with NFLs falling from $1.038 trillion in June 2019 (52% of GDP) to 

$834 billion by June 2022 (40% of GDP). The total NFLs as at the end of June 2022 was made up of $1.157 trillion of 

NFD and -$323 billion in NFE. In other words, Australia’s net debt obliga
ons was eNec
vely the sole cause of our total 

Bnancial obliga
ons to the rest of the world, with our favourable equity posi
on (Australian ownership of foreign assets 

exceeding foreign ownership of Australian assets) helping to reduce our net Bnancial obliga
ons to the world.   
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Study tip

It is natural to think that any given current account 
balance will result in an equivalent change in NFLs.  For 
example, a CAD of $50 billion is expected to result in an 
increase in NFLs of $50 billion.  However, this ignores 
possible ‘valuation’ e�ects which can cause a change 
in the value of NFLs independent of any change in the 
current account.  For example, in the June quarter of 
2020, NFLs increased despite the existence of a large 
current account surplus because global share prices 
plummeted, reducing value of Australia’s NFE
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Chart 7.4 Australia’s Net Foreign Liabilities (NFE + NFD)

$m

Historically, Australia’s large stockpile of NFLs (or NFD in par
cular) is caused by the same reasons as Australia’s rela
vely 

large CAD in the past, which of course is the fact that na
onal spending exceeded na
onal income for many years (or 

that Australia con
nued to have an insuFcient level of na
onal savings to support Investment). However, as was 

highlighted earlier, there has been a signiBcant improvement in Australia’s current account posi
on since 2015-16, 

which helped to reduce the rate of growth in Australia’s NFLs.  The 

return of the current account to surplus in June 2019 was the key 

factor behind the actual fall in NFLs since then.  This meant that the 

existence of current account surpluses since the middle of 2019 

necessarily resulted in a net ouWlow of funds (through the CAFA 

and resul
ng in CAFA deBcits) as Australian en

es purchased 

more foreign Bnancial assets, par
cularly equity (e.g. shares). This 

is evidenced by the NFE becoming more nega
ve. [It is useful to 

remember that the ouWlow of funds through the CAFA, or 

speciBcally CAFA deBcits, was necessary to ensure that the balance 

of payments equalled zero.]   

When examining Australia’s external posi	on, policy makers will typically focus on NFD rather than NFE.  This is 

because NFD represents the vast majority of Australia’s NFLs and, since 2013, has represented all of Australia’s NFLs (as 

highlighted in Chart 7.4).  In addi
on, foreign debt involves greater ‘risk’ to Australians in the event that we experience 

diFculty servicing the debt.  This is because foreign investors (i.e. lenders) will o5en con
nue to demand debt and 

interest repayments even when Australian borrowers experience Bnancial hardship.  NFE, on the other hand, involves 

less risk for Australians because the foreign equity holders (e.g. shareholders) will be rela
vely more ‘pa
ent.’  This is 

because, as owners of Australian assets, they are exposed to greater risk of loss if the Australian based company does 

end up being declared bankrupt. Importantly, given that Australia currently has posi
ve NFE, it means that Australia has 

more overseas equity investments than equity investments (ownership of Australian assets) held by overseas investors.

The primary means by which the government can make Australia more externally stable is to ensure that we do not 

have a large imbalance between na	onal spending and income such that our NFLs (or more importantly, NFD) become 

too diFcult to service over 
me, imposing excessive burdens on future genera
ons of Australians.  This means that the 

government is keen to ensure that our Interna
onal Investment Posi
on remains sound and is not undermined by poor 

spending or investment decisions that lead to an unsustainable build-up of NFLs.  SpeciBcally, the government tries to 

ensure that our NFD (and CAD) are sustainable, such that its size does not pose problems for the wider economy.  A CAD 

and/or NFD that is not sustainable is likely to result in falling credit ra
ngs, withdrawal of foreign capital (money), higher 

interest rates and a rapidly deprecia
ng value of the exchange rate when it becomes clear that Australia is struggling to 

meet its Bnancial obliga
ons to foreigners.  

The improvement in Australia’s external accounts over the past couple of years (i.e. record growth in the BOGS 

component of the current account) has been driven largely by record growth in mining export sales that have occurred 

due to a combina
on of record growth in the terms of trade and the produc
on phase of the mining boom (See Ac
vity 

7k). In addi
on, there was a reduc
on in import purchases during the early stages of COVID-19 which further helped to 

improve the current account balance.  The improved current account posi
on and the related reduc
on in NFLs ensures 
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that our interna
onal investment posi
on is more secure 

and that we are in a be<er posi
on to meet our interna
onal 

Bnancial obliga
ons into the future.  To the extent that part 

of this improvement is cyclical in nature (e.g. contributed to 

by the recession of 2020), it means that our current account 

posi
on will deteriorate once the economy returns to its 

normal growth trajectory and the current terms of trade 

boom ends.  As noted earlier (see Ac
vity 7i), the government 

forecasts that the CA will return to a deBcit of 3.25% of GDP in 

2022-23 on the back of a forecast decline in the terms of trade 

by more than 20%.  This means that we will once more require 

a net inPow of foreign funds to ‘Bnance the CAD’ which will 

lead to a build up of NFLs once more.

To develop a deeper understanding of the importance of NFLs to the Australian economy, complete Ac
vity 7j based on 

the ar
cle wri<en by Ross Gi@ns ‘Foreign investment helped to make us rich’.

Review ques	ons 7.4Review ques	ons 7.4

1. DeBne the term Net Interna
onal Investment Posi
on.

2. DeBne Net Foreign Liabili
es (NFLs) and outline the rela
onship between NFLs and the current account balance 

(CAB).  For example, how can an increase in NFLs impact on the CAB and how can an increase in a CAD impact on 

NFLs.

3. Referring to Chart 7.3, describe and account for the trend in net foreign debt (NFD) since the end of 2016.

4. Dis
nguish between NFD and NFE and explain why NFD is given greater prominence (rela
ve to net foreign equity) 

when discussing the ability of Australia to meet its interna
onal Bnancial obliga
ons.  Use Chart 7.4 to support 

your response.

5. Explain how it is possible for Australia’s NFLs to be $910 billion as at June 2020 when NFD was $1093 billion.

6. Referring to Chart 7.4, describe the trend in NFE since 2017 and examine the implica
ons for the stability (or 

sustainability) of Australia’s interna
onal investment posi
on.

7. Describe a possible reason for NFLs climbing in the June quarter of 2020 when the current account recorded a 

record $19.2 billion surplus for the same quarter.
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Ac	vity 7j: Ac	vity 7j: Foreign investment helped to make us richForeign investment helped to make us rich

An edited version of an ar	cle wriQen by Ross GiNns on Sunday 28/8/2016 (www.rossgiNns.com) 
but updated for 2022.

If foreign investment in Australian businesses is so unpopular with so many 
people, why do we persist with it?  Short answer: because we prefer our material 
standard of living to go up, not down.  A recent poll revealed the full extent of the 
public’s reserva
ons about foreign investment. Foreign investment in mining was 
regarded as “bad for the economy” by 28 per cent of respondents.  … When you 
remember that our level of material prosperity has been dependent on foreign 
investment since the arrival of the First Fleet, it’s a wonder so few punters can 
join the dots.  Viewed through economic eyes, the First Fleet was just the arrival 
in this country of its Brst foreign investor, in boats laden with labour, materials 
and supplies, intent on ge@ng a new subsidiary going.

There were a lot of imports with, on the other side of the transac
on, an inPow of foreign capital owned by the Bri
sh government.  
The term’s gone out of fashion, but since white se<lement Australia has always been a “capital-impor
ng country”. To develop 
a country economically you need lots of money - known here as Bnancial capital - to pay for all the construc
on and equipment, 
known as physical capital. Where does this money come from? Someone has to save it by not consuming all their income. Ideally, 
all the savings necessary to Bnance the economic development of our country would come from Australians. Then we’d own 
everything ourselves and all the proBts would belong to us.

But we’ve always had a small popula
on rela
ve to the huge opportuni
es to farm our land, exploit our untold mineral wealth 
and develop our economy in many other respects, such as making ourselves an a<rac
ve des
na
on for tourists and university 
students.  So, from the beginning, we’ve always invited foreigners to bring their savings to Australia and help us develop our 
economy much faster than we could if we relied solely on our own savings. That’s what makes us a capital-impor
ng country. 
The a<rac
on to the foreigners is that they own the businesses they build and keep the proBts they make. The a<rac
on to us 
is we get a bigger economy than we otherwise would. The foreign Brms provide a lot of employment for Aussies, buy a lot of 
their supplies from local businesses and, of course, pay tax to our government on their proBts. That’s always been the deal. Had 
we kept the foreigners out, our economy and popula
on would now be much smaller than they are and, in consequence, our 
standard of living would be much lower than it is.

At Brst the foreigners most willing to invest in Oz were the Brits. Then it was the Americans, then for a few decades the Japanese, 
and now the Chinese. I’m old enough to remember when it was American investment that people objected to when we Brst 
started worrying about “selling oN the farm”. But when the Japanese economy was riding high in the 1970s and ‘80s, and Japan 
began looking for proBtable investments here, I remember how much the farmers carried on. They thought Japanese feed lots 
were the beginning of the end of Oz.  The Japanese came and stayed and eventually the farmers realised they were no threat. 
But now it’s the Chinese, and farmers are back to manning the barricades. They’re going to dig up our farms and take them back 
to China. You know they will because their skin’s a diNerent colour. Or maybe they’ll sabotage the communica
ons and power 
networks they now own, just before they invade us.

The globalisa
on of Bnancial markets has made it much easier for money to move between countries and thus complicated the 
picture I’ve just described. These days, we can borrow foreigners’ savings, not just let them set up new businesses here. And it’s 
easier to sell them exis
ng businesses.  It’s easier for foreigners to buy some shares in listed Australian companies (known as 
“porWolio investment”) rather than acquiring a controlling interest in a new or exis
ng business (“foreign direct investment”). 
Before globalisa
on, countries tended to be either owners of many foreign businesses (“equity capital”) or to have a lot of their 
businesses owned by foreigners. They either owed a lot of money (“debt capital”) to foreigners or foreigners owed them a lot of 
money.

These days, every country does a lot of both. In March 2016, we owed $2126 billion to foreigners, while foreigners owed us $1098 
billion, leaving us with net foreign debt of $1028 billion.  Foreigners had equity investments in Oz worth $996 billion, while we 
had equity investments in other countries worth $1012 billion, leaving us with net foreign equity (NFE) assets of $16 billion.  You 
read that right.  But if this makes you think we’d be be<er oN borrowing all the savings we need rather than selling oN the farm, 
remember this Bnal complica
on: foreign direct investors in Australian businesses don’t just bring their savings, they also bring 
their managerial skills and o5en their more advanced technology, which Australian workers learn to use and then take on to local 
businesses.  And in this ever more integrated world, foreign investment and interna
onal trade tend to go together. Going for 
trade without investment is another way to be poorer than necessary.

Since 2019, however, the savings investment imbalance that previously required a net inPow of foreign investment (either debt 
or equity) has been reversed, resul
ng in the current account moving into surplus.  Of course, this surplus on the current account 
must be oNset by a CAFA deBcit, which equates to a net ouWlow of foreign investment in the form of debt [repayments] and 
equity [the buying of overseas assets such as shares], resul
ng in a corresponding reduc
on in net foreign liabili
es from $1038 
billion in June 2019 to $834 billion as at June 2022.  Since 2019, our NFE assets have increased from $105 billion to $323 billion 
by June 2022.

Ques	ons/tasks
1. DeBne foreign investment and discuss how foreign investment might impact on living standards.
2. Using evidence from the ‘Essen	al Poll’, outline whether Australians support foreign investment.
3. Explain the diHerence between Bnancial capital and physical capital, using examples to support your explana	on.
4. Explain the rela	onship between consump	on and savings.
5. Explain the rela	onship between capital (both Bnancial and physical) and savings.
6. Explain why Australia has always been a ‘capital-impor	ng country’.  
7. Outline what is meant by the expression “selling oH the farm”.
8. Discuss whether Australians should be concerned about foreign investment from China.
9. Dis	nguish por`olio investment from foreign direct investment, giving an example of each.
10. Dis	nguish equity capital from debt capital, giving an example of how each could increase over 	me.
11. Outline the key diHerence between ‘foreign debt’ and ‘net foreign debt’ .
12. Explain what it means for Australia to have NFE assets increase from $105 billion to $323 billion by June 2022.
13. Outline one cost and one beneBt associated with prohibi	ng direct foreign investment in favour of por`olio investment.
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7.5 Terms of trade

The Terms of Trade (TOT) is a ra
o of the average prices received for Australian exports rela
ve to the average prices 

paid for our imports and is measured using an index of export and import prices over a number of years.  

Terms of Trade Index   =   
 Import price index

Export price index
x 100/1

The number for any TOT index is meaningless on its own unless we compare it to the index for previous periods.  If the 

TOT increases, there must be a rise in the average prices received for exports rela
ve to the average price we paid for 

imports.  It therefore means that a greater volume of imports can be purchased from the sale of a given quan
ty of 

exports. In this respect, an increase in the TOT is considered to be favourable for a country in terms of the impact on 

na
onal income and the balance of payments.

Causes of changes in the TOT

Given that movements in the TOT is dependent on the changes that have taken place to the prices received for exports 

and the prices paid for imports, it stands to reason that any factor causing export or import prices to change will inPuence 

the TOT.  Changes to the prices received for exports will necessarily depend on forces of demand for and supply of 

Australian exports.  For example, when there is an increase in the global demand for goods and services which Australia 

exports, we would expect export prices to rise.  In contrast, when the global supply of goods and services which Australia 

exports rise, we would expect the prices to fall.  Similarly, changes to import prices will depend on global demand and 

supply condi
ons, such that a growth in the demand for goods and services which Australia imports will result in higher 

prices, and growth in supply results in lower prices.

Chart 7.5 highlights the unprecedented growth in the TOT between 2000 and 2011.  This was primarily due to the 

huge growth rates experienced by China and India and the associated large demand for raw materials (e.g. minerals 

such as iron ore, coal and increasingly natural gas) which raised the world price of Australian commodity exports. It 

was also partly a result of an improvement in the interna
onal compe

veness of countries like China, whose average 

costs of produc	on con
nued to fall on the back of produc
vity growth, which helped to reduce the prices of many 

manufactured imports into Australia.  In addi
on, general advances in technology around the world, including Australia’s 

other trading partners, helped to reduce costs and prices of high technology goods of which Australia is a net importer.    
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Chart 7.5:  Terms of Trade

Terms of Trade boom

 Mark 1

Terms of Trade boom

 Mark 2

Terms of Trade boom

 Mark 3

Index

[orig]

The combined eNect of large growth in export prices and lower import prices resulted in what became known as the 

‘TOT boom Mark 1’ (that peaked in 2008) and the ‘TOT boom Mark 2’ (that peaked in 2011). The decline in the TOT 

Between 2011 and 2015 rePected the end of the TOT boom as commodity prices fell heavily as a consequence of an 

increased global supply, combined with a slowdown in global demand (par
cularly from China whose declining steel 

produc
on required fewer iron ore and coal inputs).  However, since 2016 the TOT rebounded once more, entering new 

heights over the past couple of years as commodity prices reach the highest levels seen for more than Bve decades.  
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This is due to factors on both the demand and supply sides of the economy. First, the global demand for commodi
es 

increased on the back of a resurgence in global industrial ac
vity, in par
cular China’s con
nuing thirst for iron ore and 

coal for use in the manufacturing of steel.  In addi
on, cold winters abroad and growth in the demand for renewable and 

tradi
onal energy have resulted in higher demand for commodi
es used in energy produc
on, such as (thermal) coal, 

natural gas and more recently, lithium. On the supply side, at various stages over the past few years there have been 

global supply disrup
ons in some countries which has caused commodity prices to rise.  For example, supply disrup
ons 

in countries like South Africa and Brazil resulted in a reduced supply of iron ore to world markets over 2019-20 and 

Indonesia’s supply of coal to the global market was banned by the Indonesian government for a period in early 2022.  

More recently, the war in Ukraine not only disrupted the global supply of crude oil, it reduced the supply of other key 

commodi
es such as coal, natural gas, nickel and wheat, causing prices to surge over 2022 to the beneBt of Australian 

exporters of these commodi
es.

In rela
on to the surging price of crude oil, given that oil is a commodity that Australia exports, one would expect that 

the rise in oil prices would contribute to growth in Australia’s terms of trade.  However, while Australia does indeed 

export oil, it is actually a net importer of oil (i.e. our imports of oil exceed our exports of oil). This means that a rise in 

oil prices exerts downward pressure on the TOT (resul
ng in Australia being able to purchase fewer oil imports for any 

given volume of exports). 

Apart from the normal forces of demand and supply causing the 

TOT to change, changes in the exchange rate can also inPuence the 

TOT to the extent that exports and imports are traded in diNerent 

currencies.  For example, a deprecia
ng exchange rate will lead 

to an increase in the TOT if Australian exports are denominated 

in US dollars and imports are denominated in Australian dollars.  

Alterna
vely, a deprecia
ng exchange rate will lead to a decrease in 

the TOT if Australian exports are denominated in Australian dollars 

and imports are denominated in US dollars. This is further explained 

in Box 7.1 below.

Box 7.1 How a lower exchange rate impacts on the terms of trade (TOT)Box 7.1 How a lower exchange rate impacts on the terms of trade (TOT)
To illustrate the eNects of a deprecia
ng exchange rate on the TOT, let’s assume 
that Australia exports 10 tonnes of iron to China for 100USD per tonne and 
imports 10 machines from China for 500AUD per machine.  If 1 AUD could be 
exchanged for 1 USD (i.e. parity between the Australian and US currencies), 
then Australian miners will receive 100 AUD for every tonne of iron ore it ships 
to China, while Australian importers will be required to pay $500AUD per 
machine.  If the Australian exchange fell drama
cally from parity with the USD 
to 0.50USD, then this would have the following eNect on the TOT.  The price that 
Australian miners receive per tonne in AUD terms will double from 100AUD to 
200AUD.   This occurs because the money received in USD of 100USD per tonne 
converts to 200AUD once exchanged into Australian dollars.  In contrast, the 
lower exchange rate has no impact on the price paid for imported machinery 
because the price was denominated in Australian currency.  In this hypothe
cal 
scenario, the lower exchange rate has caused an increase in the TOT given that 
the prices Australia received for exports has increased while the prices paid 
for imports has remained unchanged.  Of course, the reverse would apply if 
the exchange rate appreciated, or if export contracts were denominated in 
Australian dollars and import contracts in US dollars.

The eHects of movements in the TOT on living standards

When the TOT increases it means that we have been able to purchase more imports for any given volume of exports.  

In this respect, an increase in the TOT is a good outcome because it means that we have experienced an increase in 

our purchasing power, rePected by a higher level for real Gross Domes	c Income (GDI).  For example, when prices for 

iron ore and coal increase, this will lead to an increase in the TOT (ceteris paribus) and boost the incomes (or proBts) 

for mining companies for any given level of output.  While the higher TOT will not directly be rePected in a higher level 

for real GDP (because Export volumes remain unchanged), the higher income levels enable the companies to increase 

Investment (such as a greater explora
on eNort) and/or boost Factor Income (such as wages or dividends).  These factors 

are likely to boost Consump
on, Investment and Exports, providing a s
mulus to AD and economic growth over 
me 

and therefore contribute to growth in material living standards.

Study tip

The relationship between the TOT and the exchange 
rate is much easier to understand when examining 
how a change in the TOT will impact on the exchange 
rate, with a higher TOT resulting in an exchange rate 
appreciation as the demand for Australian dollars 
in foreign currency markets increases (or the supply 
decreases).  This will be discussed further in Section 7.6.
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When the TOT increases for Australia it is lauded as a great result for two important reasons:  

Firstly, more than 50% of Australia’s exports are commodi	es (such as coal, iron ore and natural gas) whose prices 

are largely determined on world markets.  Accordingly, when the price of commodi
es increases, this rePects 

either a growing world demand for the commodity (e.g. China’s large demand for Australian steel inputs including 

iron ore and coking coal) or a global supply shock or falling supply of the commodity (such as interna
onal 

conPicts disrup
ng world supplies).  So when the price of commodi
es increases, it will have a rela
vely large 

impact on the export price index and therefore the TOT.  Australian commodity exporters will beneBt because 

any given volume of output can be sold for a higher price, boos
ng export incomes and nominal GDP, which 

then encourages exporters to increase Investment demand, or distribute the extra income to employees or 

shareholders.  This process boosts AD via an increase in Investment and Consump
on demand, which ul
mately 

increases real GDP or economic growth.  In this respect, the TOT is regarded as a demand factor helping to boost 

material living standards (as measured by real GDP per capita) as Australians will have access to more goods and 

services.

Secondly, more than 50% of Australia’s imports are manufactured capital (or intermediate goods) that have 

rela
vely few import-compe
ng products in Australia.  Accordingly, the price elas	city of demand for these 

imports is quite low, meaning that Australian industries will not signiBcantly reduce the demand for capital 

imports when prices rise.  Accordingly, if the prices paid for capital imports fell, this would beneBt Australian 

industries because they can acquire their capital at a lower overall cost, reducing produc
on costs and providing 

greater incen
ves to expand their produc
ve capacity over 
me.  In this respect, the TOT is regarded as a supply 

factor improving AS condi
ons, reducing price pressures and allowing AD to expand.  This helps to boost material 

living standards as real GDP per capita should increase over 
me.  

It is theore
cally possible for a higher TOT to have nega
ve consequences, but this is unlikely to occur in Australia given 

our huge reliance on commodity exports whose prices are determined in world markets.  It all depends on the underlying 

reasons for the change in prices as well as the export industry in ques
on.  Consider the hypothe
cal example of the TOT 

being li5ed solely by a higher average price received for our tourism exports.  This could have nega
ve implica
ons if the 

higher prices had been caused by lower eFciency levels and higher costs in the Australian tourism sector.  Prospec
ve 

foreign tourists are likely to start taking their business to a neighbouring country, reducing Australian tourism exports 

and economic growth.  

Similarly, if the TOT increased because of a fall in the prices paid for manufactured imports, like motor vehicle (MV) 

components, this could have nega
ve consequences if it is a result of increased price compe

veness of foreign MV 

component manufacturers (perhaps due to government subsidies).  Even though local consumers beneBt, and it forces 

local producers to become more eFcient over 
me, it is likely to lead to lost income (and jobs, since Australia s
ll has 

a substan
al MV components industry) and have a nega
ve impact on economic growth (par
cularly in the short to 

medium term).

Terms of trade and domes	c macroeconomic goals

Economic growth and full employment

Given the growth in na
onal income that stems from a higher TOT, we would expect that a higher TOT will help to 

achieve the domes
c goals of strong rates of economic growth and full employment.   Assuming that any growth in the 

TOT is primarily driven by growth in the prices received for exports, it will lead to growth in export incomes which then 

Pows through to raise Consump
on, Investment, AD and real GDP (i.e. economic growth).  This should raise the demand 

for labour, boost employment growth and contribute to downward pressure on the unemployment rate.  To the extent 

that growth in the TOT is driven by lower import prices, it can help to reduce produc
on costs (given that most imports 

are capital or intermediate goods) and prices and provide supply side beneBts for producers which ul
mately boosts 

Australia’s compe

veness.  Once more, this can assist with the achievement of stronger economic growth and full 

employment.

Chart 7.6 highlights the rela
onship between changes in the TOT and economic growth/unemployment over recent 

years.  The increase in the TOT since late 2020, fuelled by strong world demand for resources such as iron ore, coal and 

natural gas, helped to s
mulate economic growth.  The higher commodity prices resulted in Australian mining companies 

receiving more income, which caused Gross Domes
c Income (GDI) to accelerate to as high at 15% per annum (indicated 

by the dashed green line in the chart).  The higher incomes then helped to support economic growth, with real GDP 

growth averaging 4.5% per annum since the end of 2020.  This was one of the factors that helped to maintain downward 

pressure on the unemployment rate since then to as low as 3.4% in the middle of 2022. 
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Chart 7.6:  TOT, economic growth and unemployment 
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Price stability

Theore
cally, a higher TOT can help to reduce inPa
onary pressure if it has been driven by a fall in the world price of 

imports.  This is because Australian importers experience lower prices, which in the case of some consumer items, 

directly reduce the CPI, and in the case of capital and intermediate items, reduces the costs of produc	on and leads 

to medium-term reduc
ons in inPa
on (on the supply side).  However, if the TOT has increased as a result of rising 

world prices of our exports (which has been the case over recent years) this contributes to in;a	onary pressure as 

more goods/services are oNered in export markets, adding to capacity constraints for local produc
on, thereby forcing 

domes
c prices upwards.  In addi
on, the higher na
onal income (GDI) generated by higher export prices further adds 

to demand inPa
onary pressures in the economy.  

Chart 7.7 depicts the rela
onship between movements in the TOT and the rate of inPa
on since 2019.  It highlights 

the signiBcant increase in the TOT since late 2020, from an index of approximately 99.5 in September 2020 to an index 

of 132.1 by June 2022 as commodity prices boomed.  For the reasons highlighted in the previous paragraph, this 

contributed to marked increase in the rate of headline inPa
on, from well below the RBA’s target range (0.7%) to well 

above the range (6.1%).    
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Chart 7.7:  TOT and inflation rate
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Current account balance

A higher TOT should boost net export demand, increase the Balance on Goods and Services (BOGS) and improve the current 

account (CA) balance for two main reasons.  First, assuming the TOT has risen as a result of higher export prices (which 

is typically the case), exporters will beneBt because any given volume of output can be sold for a higher price, boos
ng 

export incomes and export credits in the balance of payments.  Second, given that Australia’s imports are largely capital and 

intermediate goods with a low price elas
city of demand, any reduc
on in the import prices will tend to have a rela
vely small 
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impact on volumes, but a larger (beneBcial) impact on import values.  Chart 7.8 highlights the posi
ve rela
onship between 

the TOT and the CA balance over recent years, with the rise in the terms of trade from 2017 contribu
ng to a decrease in the 

current account deBcit and the eventual return of the current account to surplus in 2019.
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       Chart 7.8:  TOT and CAD

Terms of Trade (RHS)
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Ac	vity 7k: Ac	vity 7k: The 3 The 3 phases of a mining boom phases of a mining boom 

When you hear the word ‘boom’, one normally thinks of good 
mes, improved fortunes or 
rising wealth.  This is because a boom in economics or Bnance is mostly used to describe a 
‘rapid increase’ or ‘explosion’ in produc
on or prices.  Economic booms, for example, are the 
opposite of economic recessions or depressions, and involve rapid increases in economic 
growth and inPa
on.  At a more micro economic level, we o5en hear about property market 
booms, a boom in the sharemarket or a commodi
es or resources boom.  In all cases, we 
would see output and prices within these markets increase rapidly over a rela
vely short 
period of 
me.

The mining boom is an example of a commodi
es or resources boom that started in 
about 2003 following the massive economic growth in China and its thirst for Australian 
commodi
es (in par
cular iron ore and coal) that were needed to fuel the Chinese industrial 
expansion. This resulted in a large increase in the demand for iron ore and coal in global 
markets, which pushed up the prices of these commodi
es and caused Australia’s terms of trade to increase substan
ally in 
what also became known as the ‘terms of trade boom Mark 1’ (between 2003 and 2008) and ‘the terms of trade boom Mark 
2’ (between 2009 and 2011).  It was the boom in prices of these mining commodi
es up un
l 2011 that captured everyone’s 
interest, helping to expand na
onal income, create employment and boost Australia’s trade balance.  However, when prices 
started to fall from 2011, many thought it was the end of the mining boom and all the riches that Powed to Australians.  However, 
it was really only the end of one phase of the mining boom - the ‘prices phase’.  

Over the period of rising export prices, mining companies sought to take advantage of healthy prices by undertaking new 
investment projects designed to expand mining produc
on capacity and, quite simply, sell lots more to the world (read China) 
while prices were high.  This ignited what then became known as the ‘investment phase’ of the mining boom, where mining 
sector investment (such as the building of new mines and the purchase of new mining equipment) made large contribu
ons to 
the ‘investment’ component of AD, helping to s
mulate real GDP and economic growth.  It also was a major contribu
ng factor 
behind the investment savings in balance and the associated current account deBcits and growing net foreign liabili
es. This 
mining sector investment peaked in 2012, but was s
ll rela
vely high through 2013 before beginning to phase out from 2014.  
But that really wasn’t the end of the mining boom.  Since 2016 commodity prices and Australia’s terms of trade have once again 
soared to record highs, fuelled by the growth in demand for tradi
onal commodi
es iron ore and coal, but also growth in the 
demand for other resources such as liqueBed natural gas (LNG) and more recently lithium.  These very high prices seen over 
2021-22 have once more started to accelerate mining sector investment, however its growth will be tempered somewhat by the 
forecast decline in commodity prices from 2023. 

Just as the second phase of the mining boom was coming to an end, the third phase of the boom started to kick in. This was the 
‘produc	on phase’ of the mining boom, characterised by large increases in mining output that followed the years of prolonged 
investment.  For example, mining output increased signiBcantly once the new mines and/or the mining equipment became 
opera
onal.  The large increases in mining volumes helped to boost mining export values despite the fall in prices that was 
occurring at the 
me.  This third phase of the mining boom once more contributed to real GDP and also helped to reduce 
pressure on the CAD.

Ques	ons/tasks
1. DeBne the term boom.
2. Outline one example of a boom (unrelated to mining) that has occurred over the past 10 years.
3. Dis	nguish the prices phase of a mining boom from a produc	on phase.
4. Explain how a prices phase of the mining boom helps to improve a current account balance.
5. Dis	nguish the produc	on phase of the mining boom from the investment phase and outline how the investment 

phase of the boom in;uences the current account balance and net foreign liabili	es.
6. Explain how a produc	on phase of the mining boom helps to improve a current account balance.
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Review ques	ons 7.5Review ques	ons 7.5

1. DeBne terms of trade (TOT).

2. Outline two major factors that will cause the TOT to increase and explain why an increase in the TOT is usually 

considered to be advantageous for Australia. In your response refer to living standards.

3. Explain whether an increase in the export price index will always cause the TOT to increase.

4. Outline why the TOT increased signiBcantly up un
l 2011 and then fell between 2011 and 2016.

5. Outline why the TOT increased signiBcantly since 2016.

6. Explain why Australian businesses tend to beneBt when import prices fall.  

7. Explain how a higher TOT can poten
ally have nega
ve consequences for Australia.

8. Describe how a higher TOT can impact on the achievement of strong economic growth and full employment.

9. Use Chart 7.6 to describe how the change in the TOT since 2020 may have inPuenced economic growth and the 

unemployment rate.

10. Use Chart 7.7 to describe how the change in the TOT since 2020 may have inPuenced the achievement of price 

stability.

11. Outline how a higher TOT can impact favourably on the current account balance. 

12. Use Chart 7.8 to describe how the change in the TOT since 2020 inPuenced the current account balance.

7.6 The value of the exchange rate

Australia’s exchange rate is usually measured by the value of AUD compared to the United States Dollar (USD) or the 

Trade Weighted Index (TWI), where the TWI is the average value of the AUD compared to a weighted basket of foreign 

currencies of Australia’s trading partners.  For example, as at the 22nd of September 2022, the exchange rate was quoted 

as AUD/USD 0.66 or TWI of 62, which compares to a rate of AUD/USD 0.72 or TWI of 60.7 exactly one year earlier. This 

indicates that the exchange rate depreciated against USD, appreciated in terms of TWI over this 
me (see Ac
vity 7l).

Since the ‘;oa	ng’ of the currency in 1983, the value of the exchange rate is primarily determined by the forces of 

demand and supply.  The demand ul
mately comes from overseas residents seeking to pay Australians with AUD.  

This could be for the purchase of Australian exports or other assets (e.g. property).  The supply primarily comes from 

Australians wishing to sell AUD on the foreign exchange market (e.g. for the purchase of imports or other foreign assets).  

Importantly, the demand and supply of the AUD (and all currencies) also comes from foreign currency speculators who 

proBt from buying currencies at one price and selling at a higher price.  

Demand for the Australian dollar

Australian dollars are demanded in the foreign exchange market (which can be anywhere in the world) whenever a 

person, business, government or other organisa
on wants to convert a foreign currency into Australian dollars. The 

foreign currency is supplied to the foreign exchange market in exchange for Australian dollars,  which results in an 

increase in the demand for Australian dollars. 

Demand for the Australian dollar will therefore occur whenever any of the following events takes place.

• When foreign currency needs to be converted into AUD in order to pay for Australian exports. For example, 

when tourists from other countries come for a holiday in Australia, they need to convert their currency into 

Australian dollars so that they can pay Australian businesses.

• Foreigners pay primary income to Australians who own assets overseas. This could occur when an Australian-

owned company returns the proBts back to Australia from mining opera
ons, which they undertake in a country 

like America.

• When money is transferred from a foreign country to Australia in the form of secondary income. For example, 

when a rela
ve from the UK sends money to a grandchild for their birthday.

• When foreigners engage in either direct or por`olio investment into Australia. For example, when Gap sets up 

an Australian store they need to convert their foreign currency to Australian dollars so that they can pay local 

contractors and employees.

• When foreigners lend money to Australians. This typically happens when interest rates in Australia rise rela
ve 

to those overseas, and foreigners will choose to deposit money here so that they gain a higher rate of return. It 

can also occur when the government sell bonds to Bnance budget deBcits.

• Australians sell Bnancial deriva	ves to foreigners.
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Each of these transac
ons have one thing in common. They are all recorded as a credit in the Balance of Payments. 

Therefore a credit transac
on in the Balance of Payments will tend to increase the demand for the Australian dollar.

Supply of the Australian dollar

Australian dollars are supplied to the foreign exchange market whenever the Australian dollar is needed to purchase a 

foreign currency. Supply for the Australian dollar in the foreign exchange market will therefore increase whenever any 

of the following events takes place.

• When AUD needs to be converted into foreign currency in order to pay for imports. For example, when Australians 

travel to the Bali we need to exchange Australian dollars into Indonesian rupiah.  Similarly, purchasing a product 

from an overseas website will ul
mately require the conversion of Australian dollars into foreign currency.

• Australians pay interest, dividends, proBts or rent on the assets that foreigners own in Australia. For example 

the accumula
on of foreign debt means that Australian banks must service the debt with interest, which 

represents AUD that needs to be converted to foreign currency.

• Australians invest overseas. This might be directly through the establishment of businesses in foreign countries. 

When the business is set up they will need to pay locals for their labour input or other establishment fees.

• When secondary income debits are recorded. Australia, through government and not-for-proBt organisa
ons, 

frequently sends foreign aid to recipient countries. This would require the conversion of Australian dollars into 

the currency used in the country that receives the money.

Each of these transac
ons is recorded as debits in the Balance of Payments and require the conversion of Australian 

dollars into a foreign currency. 

Determina	on of the exchange rate using demand and supply diagrams

In much the same way as the demand for goods and services is inversely related to price, the demand for the Australian 

dollar is assumed to be inversely related to how high the exchange rate is. The law of demand therefore applies to the 

demand for Australian dollars in the foreign exchange market. A lower dollar will encourage demand for the dollar 

because foreigners who are looking to purchase our exports will get more value when their currency is exchanged. For 

this reason, the demand curve for Australian dollars in the foreign exchange market is downward sloping. The supply of 

the Australian dollar in the foreign exchange market is seen to be posi
vely correlated with its price. The law of supply 

would suggest that when the value of the dollar is high, the incen
ve to import will be greater so more AUD will be 

supplied, so that foreign currency can be a<ained to purchase the imports.

Pu@ng this together, the exchange rate that is determined is simply the equilibrium where the demand for AUD is equal 

to the supply of AUD in the foreign exchange market.  The diagram therefore has the exchange rate on the y-axis (which 

can be the value of the Australian dollar compared to any currency) and quan
ty of Australian Dollars on the x-axis.

Exchange rate

(USD per AUD)

QuantityQe

Equilibrium 

exchange 

rate

Supply

Demand

Figure 7.2

Equilibrium exchange rate

The equilibrium exchange rate changes on a second-by-second basis, as millions of interna
onal transac
ons are 

undertaken each day. A range of factors can inPuence the exchange rate, and new economic informa
on can result in a 

rapid apprecia
on or deprecia
on of the exchange rate. An apprecia	on of the exchange rate means that one Australian 

dollar can now purchase a greater amount of a foreign currency. A deprecia	on means that the Australian dollar can 

now purchase less of a foreign currency.
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Ac	viAc	vity 7l: ty 7l: The Trade Weighted IndexThe Trade Weighted Index

The exchange rate can also be measured in 
terms of its value against a weighted average 
of the currencies which are traded the most 
with Australia. The Trade Weighted Index 
(TWI) has a base of 100 that was set in 1970 
but the weights are adjusted annually to take 
into account the changing nature of Australia’s 
trading rela
onships. Movements in the TWI 
therefore indicate whether the Australian dollar 
has appreciated or depreciated against a basket 
of currencies, rather than against one currency 
such as the USD. 

Chart A summarises the latest weigh
ngs, which 
are based on the composi
on of Australia’s 
merchandise goods and services trade for the 
2020-21 Bnancial year.  The weights indicate that 
the largest inPuence on the TWI is the Chinese 
Renminbi, with a weigh
ng of 36.8% followed 
by the Euro (9.3%) and the USD (9.3%).  This 
makes sense given that these three countries 
(or in the case of the Euro, trading bloc), are 
Australia’s largest trading partners.  The chart 
highlights that movements in the value of the 
AUD compared to the Chinese currency would 
therefore account for approximately 37% of the 
changes in the value of the Australian dollar as 
measured by the TWI. 

Chart B highlights the close correla
on between both measures of Australia’s exchange rate over recent years.  As one would 
expect, the fall in the TWI between 2018 and early 2020 was closely matched by the deprecia
on of the AUD/USD, as was the 
rise in the value of the TWI since 2020. Those periods where the TWI falls rela
ve to the AUD/USD, such as 2018, highlights the 
fact that the Australian dollar depreciated by more against the value of other currencies, like the Chinese Yuan/Renminbi, than it 
did against the USD, due to a generally weaker USD against all currencies.  In contrast, those periods where the TWI rises rela
ve 
to the AUD/USD, such as 2022, highlights that the Australian dollar has depreciated by less against other currencies than against 
the USD, due to a generally stronger USD against all currencies.
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Chart B:  Exchange rates (TWI v AUD/USD)
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Ques	ons/tasks
1. DeBne the trade weighted index (TWI).
2. Explain what the weigh	ngs in the TWI represent. 
3. Papua New Guinea kina was removed from the weigh	ngs in July 2022.  Provide a likely explana	on for the kina’s 

removal from Australia’s TWI.
4. Referring to Chart A, outline how an apprecia	on of the Japanese yen in foreign currency markets is likely to impact 

on the TWI.
5. Explain whether a similar apprecia	on of the New Zealand dollar in foreign currency markets will have the same impact 

on the TWI as the apprecia	on of the Japanese yen as discussed in ques	on 4.
6. Referring to Chart B, describe the trend in both the TWI and the AUD/USD since 2020 and provide a possible explana	on 

for the divergence in these two exchange rates in 2022.
7. Describe the trend in Australia’s exchange rate since 2021 and examine the implica	ons for price stability, economic 

growth and full employment.
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Movements in the exchange rate

Given that the exchange rate is essen
ally a price measure, an apprecia
on or deprecia
on of the exchange rate is the 

result of changing demand for, and/or supply of the AUD in foreign exchange markets.

A deprecia�ng (falling) Australian dollar

A deprecia	on of Australia’s exchange rate means that the Australian dollar now buys less of a given foreign currency. 

This can be caused by a decrease in demand for the AUD or an increase in the supply of the AUD. This is depicted in 

Figure 7.3 below.
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Figure 7.3: Depreciating exchange rate

Q1 Q2

AUD1

AUD2

Quantity

D1

S1

S2

An apprecia�ng (rising) Australian dollar

An apprecia	on of Australia’s exchange rate means that each AUD can purchase more units of foreign currency. This can 

be caused by an increase in demand for and/or a decrease in supply of the AUD.  This is depicted in Figure 7.4 below.
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Figure 7.4: Appreciating exchange rate

In summary, when the Australian exchange rate increases (appreciates) it can be caused by an increase in the demand for 

and/or a decrease in the supply of AUD in the foreign exchange market.  When the exchange rate decreases (depreciates) 

it can be caused by a decrease in the demand for and/or an increase in the supply of AUD in the foreign exchange 

market.  In the next sec
on we will examine the various factors that aNect the demand, supply and value of the AUD.

Review ques	ons 7.6Review ques	ons 7.6
1. Explain what is meant by the Poa
ng exchange rate. 

2. If the news reported that the Australian dollar had appreciated what would this mean?

3. Describe Bve transac
ons that would decrease the demand for the Australian dollar.

4. Describe Bve transac
ons that would increase the supply of the Australian dollar.

5. Explain why the demand curve for the Australian dollar is downward sloping.

6. Explain why the supply curve for the Australian dollar is upward sloping.

7. Use a demand/supply diagram to illustrate how the exchange rate will change in the event that foreign currency 

speculators believe that the Australian dollar is undervalued.
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7.7 Factors aHec	ng the value of the exchange rate

Given that the value of Australia’s exchange rate is determined by the forces of demand and supply, it is important to 

look at the key factors that will inPuence the demand for and/or the supply of the Australian dollar over 
me.  

Rela�ve interest rates and capital Gows

The general level of interest rates in Australia compared to those applying overseas 

is o5en referred to as the interest rate diHeren	al.  For example, when interest rates 

in Australia increase rela
ve to the rates applying in the USA, it increases the interest 

rate diNeren
al and creates incen
ves for overseas investors (e.g. overseas lenders) 

to take advantage of the higher returns and invest in Australia (i.e. lend to Australians). 

Similarly, it creates disincen
ves for Australian investors to invest abroad.  In simple 

terms, you can think in terms of overseas savers deposi
ng their money (Bnancial 

capital) in Australian banks or overseas investors purchasing Australian bonds, whose 

rates (or yields) will be rela
vely higher than those on oNer in their home countries.  

This movement of money into Australia is commonly referred to as capital in;ow.  

It results in a higher demand for the Australian dollar, as foreign funds need to be 

converted into Australian dollars, and contributes to a higher value of the Australian 

exchange rate.  The reverse is true in the event that Australia’s interest rates are 

rela
vely low compared to overseas rates. In this case, Australian investors will be a<racted by the higher rates on oNer 

overseas, which results in capital ou`low and an increased supply of Australian dollars on foreign currency markets as 

investors exchange Australian dollars for foreign currencies. This results in a lower value for the Australian dollar.

Chart 7.9 depicts the rela
onship between Australia’s exchange rate and the diNeren
al between the Australian and 

USA oFcial interest rates since the start of 2019.  When the diNeren
al was posi
ve (i.e. Australian interest rates were 

higher than US interest rates) this is highlighted by the period shaded in the chart (i.e. most of 2020) and rePects that 

the Australian cash rate was above the US Federal funds rate.  This contributed to capital inPow and was therefore a 

major contribu
ng factor behind the apprecia
on of the Australian dollar from below USD 0.62 in early 2020 to more 

than USD 0.76 towards the end of 2020.  However, between November 2020 and March 2022 there was li<le change in 

the interest rate diNeren
al which therefore means that the change in the value of the exchange rate during that 
me 

was due to other factors (primarily movements in the terms of trade) . Over the remainder of 2022, the interest rate 

diNeren
al fell signiBcantly [due to the US central bank 
ghtening monetary policy earlier and more aggressively than 

Australia in response to higher rates of inPa
on in the USA]. This caused the interest rate diNeren
al to become nega
ve 

(i.e. US Federal funds rate rose by more than the Australian cash rate), which resulted in capital ouWlow from Australia 

and a deprecia
on of the Australian exchange rate from more than USD 0.76 towards USD 0.70.  
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Capital Pows also include the inPow and ouWlow of equity in the form of either por`olio investment (e.g. the purchase/

sale of Australian or foreign shares) or net direct investment (e.g. foreign businesses se@ng up in Australia or Australian 

businesses se@ng up overseas).  Direct and porWolio investment will be, in part, determined by the risk and return 

trade-oN that exists. If the rates of return on equity investments in Australia are rela
vely good, then we would expect 

to see a greater inPow of investment (i.e. capital inPow) from abroad, which increases pressure on the value of the 

AUD.  For example, foreign investors might consider that the returns on Australian shares are rela
vely good, which 
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leads to an increase in foreign purchases of Australian shares and an increase in the demand for, and value of, the 

AUD.  Alterna
vely, Australia might experience greater capital inPow purely on the basis that the riskiness associated 

with investment within Australia appears rela
vely low.  For example, following the European debt crisis, capital Pight 

occurred from debt ridden countries such as Greece and Portugal (i.e. money leaving these countries in search of a 

‘safe haven’), with some of these funds Bnding their way to Australia given that we were considered a safe investment 

des
na
on.  As a country with a high credit ra	ng, where the risk of ‘Bnancial losses’ is very low, Australia is o5en seen 

as a ‘safe haven’ when global Bnancial instability exists.  This results in a higher demand for, and value of, the AUD. 

The terms of trade (TOT)

As discussed earlier, changes in the exchange rate can inPuence the terms of trade (TOT). However, changes in the 

TOT is a major contributor to changes in the exchange rate.  When the TOT increases, it means that the prices received 

for exports have increased rela
ve to the prices paid for imports.  This is typically good for Australia because it usually 

rePects strong growth in the prices of Australia’s key commodi
es, such as iron ore and coal. As commodity prices 

rise, Australian exporters will be receiving more money or income for any given quan
ty of exports shipped to global 

markets.  This higher level of income must ul
mately be exchanged into Australian dollars, which increases the demand 

for the AUD and raises its value. 

Chart 7.10 highlights the rela
onship between the TOT and the exchange rate since 2012. The very high value of the 

dollar up un
l 2013, where the AUD was above parity with the USD, was caused primarily by the strong growth in 

the TOT at the 
me.  However, the con
nuing fall of the TOT up to 2016 was a major factor behind the sustained 

deprecia
on of Australia’s exchange rate, with the AUD falling from above parity with the USD in 2012 to 0.70USD in late 

2015. However, the rebound in the TOT since then helped to maintain upward pressure on the exchange rate, with the 

AUD climbing back up towards 0.80USD in early 2018. Between 2018 and 2020 the rise in the TOT occurred alongside 

a deprecia
ng exchange rate, which indicates that interest rate diNeren
als (see previous page) and other factors were 

the key forces explaining the deprecia
on of the AUD during this 
me.  Between 2020-21, the TOT climbed once more, 

pulling the exchange rate up over USD 0.72 during this 
me. Since the middle of 2021, the value of the Australian dollar 

fell despite the surge in the TOT, indica
ng that once more interest rate diNeren
als and other factors were the reasons 

for the exchange rate deprecia
on

Chart 7.10 Exchange rate and TOT
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Currency specula�on and credit ra�ngs

The value of any given exchange rate can also be inPuenced by investors’ percep
on of a currency’s true or underlying 

value at any point in 
me compared to its actual value.  Foreign currency specula	on is a type of investment ac
vity 

where the investor (speculator) will purchase a par
cular currency if they believe that it is undervalued and that the 

price of the currency will increase (appreciate) in the short to medium term.  The speculator will therefore stand to gain 

a proBt if they are accurate in their es
ma
on and the currency does indeed increase.  The reverse will occur in the 

event that an investor believes that a currency is overvalued, in which case they will sell the holdings of that par
cular 

currency.  In acknowledgement of the poten
al inPuence that specula
on can have on the value of Australia’s exchange 

rate, the RBA openly admits that it will be prepared to intervene in the foreign exchange market (by buying or selling 

AUD in the market) if it believes that market sen
ment and specula
on has created vola
le movements in the value of 

the AUD, causing its value to signiBcantly overshoot or undershoot what it considers to be its underlying value. The last 


me the RBA made any meaningful interven
on in the foreign exchange market to prop up the AUD was in 2008, when 

the global Bnancial crisis caused panic selling of the AUD which drove its value down below USD 0.65. 
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Demand for and supply of Australian dollars on foreign currency markets will also be inPuenced by Australia’s credit 

ra	ng. This refers to the degree of risk associated with foreigners inves
ng in Australian assets, including property, 

shares and debt.  The higher a country’s credit ra
ng the more creditworthy (or Bnancially secure) it is considered in 

the global economy, making it more a<rac
ve for foreigners to invest in that country’s assets (or even in that country’s 

currency).  Australia currently has a very high credit ra
ng of AAA as determined by the two best known independent 

credit ra
ngs agencies, Standard and Poor’s and Moody’s.  This high credit ra
ng helps to reduce the cost of borrowing 

on global markets and improves the size of the Net Primary Income sec
on of the current account.  However, it also 

helps to reduce the cost of servicing government debt (which has implica
ons for budgetary policy which is considered 

in Chapter 8) and appreciate the value of Australia’s exchange rate as global investment is more likely to be a<racted to 

countries with the highest credit ra
ngs. 

Rela�ve rates of inGa�on

As was discussed in Chapter 5, inPa
on refers to a sustained increase in the general level of prices and it can nega
vely 

aNect an economy via its impact on interna	onal compe		veness.  If Australia’s inPa
on rate is high by interna
onal 

standards then it will disadvantage Australia’s tradables sector (exporters and import compe
ng businesses).  This 

is because export prices will be rela
vely high in global markets and import prices will be rela
vely low in domes
c 

markets.  Accordingly, a high rela
ve rate of inPa
on is likely to contribute to a reduc
on in net export demand and lead 

to a fall in the demand for AUD on foreign currency markets (as fewer exports are sold), and an increase in the supply of 

AUD (as Australians purchase more imports). This ul
mately results in a lower value of the AUD on the foreign exchange 

market.  Of course the reverse is true if Australia’s rate of inPa
on is low by interna
onal standards.

Demand for and supply of exports and imports more generally

In addi
on to changes in the terms of trade and rela
ve rates of inPa
on, the demand for and supply of exports and 

imports (and therefore demand for and supply of the AUD) will depend upon a range of other factors, including the 

following:

Overseas rates of growth

Economic growth in the rest of the world (especially our trading partners) should increase the demand for exports. 

Economic growth requires inputs, such as commodi
es or raw materials, of which Australia has an ample supply. 

Higher growth is also associated with rising incomes, which means that foreigners may be more willing and able 

to purchase Australian exports. Therefore, rising global growth will generally lead to an increase in demand for the 

AUD as overseas buyers exchange more of their currency to buy more of our exports.  The very high growth rates 

experienced in China over recent years has not only contributed to a higher AUD via the terms of trade eNect referred 

to above, it has also resulted in an increased demand for a range of other ‘non-commodity’ goods and services, 

including tourism and educa
on.  Increasingly, the growing wealth in previously less developed economies, like China 

and India, has started to accelerate the growth in service exports in par
cular, which helps to increase the value of 

the Australian dollar.

Growth in na	onal spending

During periods of strong growth in the economy we would normally expect the value of the AUD to be rising, 

par
cularly if the growth is being fuelled by strong net export demand, which was the case during the terms of trade 

boom in recent years.  However, it is possible that na
onal spending (e.g. Gross Na	onal expenditure) can be growing 

excessively rela
ve to produc
on/income (e.g. Gross Domes	c Product) or the na
on’s produc
ve capacity.  This will 

necessarily result in the demand for imports increasing rela
ve to the demand for exports, which increases the net 

supply of AUD on foreign currency markets and reduces its value.  

Microeconomic demand/supply factors

Earlier in the text, we examined a range of microeconomic demand and supply factors that could inPuence prices 

and quan

es in par
cular markets.  On the supply side, these factors included technological change, produc
vity 

growth, clima
c condi
ons and/or produc
on costs more generally.  Changes in these factors will necessarily impact 

on prices, which in turn aNects the (interna
onal) compe

veness of the good or service in global markets.  For 

example advances in technology or produc	vity growth within a manufacturing business expor
ng motor vehicle 

components to other countries will help to raise export demand and increase the demand for and value of the AUD.  

Similarly, improved clima	c condi	ons will help to reduce produc
on costs for agricultural exporters, which also 

helps to increase export demand and li5 the value of the AUD.

On the demand side, factors included preferences and tastes, changes in disposable income, the prices of subs
tutes 

and complements, changes in popula
on and consumer conBdence.  Changes in any one of these factors can result 

in an increase or decrease in the demand for imports which impacts on the value of the AUD.  For example, cheaper 
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imported subs
tutes might become available in Australia which results in an increase in the supply of AUD on foreign 

currency markets and a lower value of the AUD.  Alterna
vely, changes in these factors might result in an increase 

or decrease in the demand for Australian exports.  For example, changing overseas preferences and tastes towards 

Australian tourism will lead to an increase in demand for tourism exports and a rise in the value of the AUD.

Review ques	ons 7.7Review ques	ons 7.7
1. Explain why the demand for the AUD is likely to increase following each of the following events:

• Lower rela
ve prices of Australian made goods and services
• An increase in economic growth in the rest of the world
• Higher world commodity prices
• Higher interest rates in Australia
• Increases in foreign equity investments into Australia
• Foreign currency speculators believe that the AUD is undervalued

2. Explain why the supply of the AUD is likely to rise following each of the following events:
• Lower rela
ve prices of imports
• Excessive rates of na
onal spending in Australia 
• Payment of interest to foreign lenders
• Payment of dividends to foreign shareholders
• Higher rela
ve interest rates overseas
• Foreign currency speculators believe that the AUD is overvalued

3. Examine Chart 7.9 and explain how the movement in the interest rate diNeren
al has inPuenced Australia’s exchange 
rate since 2020.

4. Examine Chart 7.10 and explain how movements in the TOT inPuenced Australia’s exchange rate over recent years.
5. Explain how it is possible for the terms of trade to increase at the same 
me that the exchange rate is apprecia
ng 

(such as that which occurred during the period 2018-19).
6. Describe two separate micreconomic demand side factors that could cause the AUD to rise.
7. Describe two separate micreconomic supply side factors that could cause the AUD to rise.
8. Explain how a strong rate of economic growth in China might inPuence Australia’s exchange rate.
9. Explain why excessive growth in na
onal spending in Australia might contribute to an exchange rate deprecia
on.

Ac	vity 7m: Ac	vity 7m: Factors aNec
ng the exchange rateFactors aNec
ng the exchange rate
For each of the following situa	ons (1- 20), choose one (or even two) of the responses (A, B, C or D) that most accurately 

re;ects what is likely to happen in the market for the AUD.  The Brst one is done for you.
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11 22 33 44

Holden Australia sells parts to 

an Indonesian manufacturer

BHP pays dividends to German 

shareholders

Australian farmers sell Wheat 

to Japan

SPC imports 10 robots from 

Germany

B

55 66 77 88

The Australian government 

receives interest from overseas

ALDI buys canned tomatoes 

from Germany

Coles pays a dividend to 

overseas shareholders

Paul and Ako send money to 

rela	ves in Japan

99 1010 1111 1212

Australia pays money to 

Canadian shipping company for 

transpor	ng Australian goods

Rajiv comes to Australia from 

India to work in Australian 

schools and brings 1m rupees

Ted Roberts travels to NZ and 

spends money on hotels and 

tours

Jenny receives dividends from a 

Japanese company in which she 

owns shares

1313 1414 1515 1616

Foreign currency speculators 

lose faith in the AUD

John Hawkes sells sheep to an 

Indonesian abaQoir

The USA credit ra	ng falls Fewer tourists are coming to 

Australia

1717 1818 1919 2020

There is a fall in the TOT caused 

by a fall in the price of iron ore

E8ciency falls in Australia’s 

manufacturing sector

The Sheridan resort in Fiji oHers 

amazing deals 

There is an in;ux of overseas 

students to Australia
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7.8 The eHects of changes in the exchange rate

Exchange rate changes over 
me are one of the key economic factors inPuencing the achievement of Australia’s 

macroeconomic goals and living standards.  Since the Poa
ng of the exchange rate in 1983, the value of our currency has 

acted much like an ‘automa
c stabiliser’ in the economy.  It will tend 

to appreciate during 
mes of strong economic ac
vity, par
cularly 

when economic ac
vity is fuelled by growth in net exports (such as 

the apprecia
on that occurred up to 2013 in response to the mining 

boom).  The apprecia
on will be caused by the strong net demand for 

the AUD on foreign currency markets and will then help to ‘stabilise’ 

economic ac
vity because a higher AUD reduces the interna
onal 

compe

veness of Australia’s tradables sector, constraining growth 

in exports, s
mula
ng growth in imports and therefore reducing 

growth in both AD and real GDP. In contrast, when the economy is 

weak and net export growth is low, the exchange rate will depreciate 

as the net demand for the AUD will fall.  The deprecia
on will 

then ‘automa
cally’ help to stabilise the economy by increasing 

compe

veness and s
mula
ng net export demand, AD and real 

GDP. 

In Chapter 5, the exchange rate was considered amongst a host of other demand and supply factors aNec
ng the key 

macroeconomic variables of economic growth, inPa
on and the unemployment rate.  In the following paragraphs, we 

will (re)examine how the exchange rate can impact on the macroeconomic goals of strong and sustainable economic 

growth, full employment and price stability.  In addi
on, we will pay some a<en
on to how exchange rate changes will 

inPuence the current account balance.  It is important to remember that changes to the exchange rate will have both 

demand and supply side eNects on the economy, with the demand side eNects tending to dominate and boost economic 

ac
vity and living standards when a deprecia
on occurs, while an apprecia
on will have the reverse eNect.

Strong and sustainable economic growth, full employment and living standards

If the value of the Aussie dollar (AUD) decreases, the demand side eNects on economic growth are posi
ve.  There are 

three main reasons for this:

Firstly, those exporters in Australia that are ‘price takers’ (or simply rely on the world USD price of their goods when 

selling on world markets) will receive more income for any given volume 

of exports.  This is because each USD they receive for their product is 

now worth more than before.  For example, assume a farmer in 2023 

produces a crop of 1,000 tonnes of wheat with the world price si@ng 

at USD300 per ton.  His income would be USD300,000.  If the Aussie 

dollar was worth USD1.00, then he would receive the same amount of 

Australian dollars when exchanging his USD into AUD (i.e. the income 

generated from the wheat would be AUD300,000).  Now, assume that 

in 2024 he produces an iden
cal crop (1,000 tonnes), but the value of 

the Aussie dollar falls by 50% (A$1.00 = US$0.50).  The farmer will now 

receive double the income he received in 2023 because USD300,000 

will now be converted into AUD600,000 because each USD is now worth 

twice as much as before.  This rise in export income (or value) causes AD 

and economic ac
vity to increase, even though the volume of exports 

has remained unchanged.  While it is important to note that this only 

applies if prices for exports are denominated in foreign currencies, for 

example as ‘world prices’, the reality is that this is the case for many of the products that Australia exports, 

especially commodi
es.

Secondly, those exporters that are not price takers (such as producers of niche products or the tourism industry) 

will Bnd that the price compe

veness of their good or service in interna
onal markets (i.e. interna	onal 

compe		veness) will increase when the value of the AUD falls.  For example, if the AUD fell drama
cally against 

all currencies (including the NZD), then Australia would become a much more a<rac
ve tourism des
na
on for 

foreigners, compared to New Zealand, because they will receive rela
vely more AUD for any given exchange of 

foreign currency.  This means that it becomes cheaper to holiday in Australia, causing a rise in tourism exports and 

less tourism imports as fewer Australians venture overseas for a holiday, preferring instead to holiday domes
cally.  
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Again, net exports (exports minus imports) increase, AD rises and economic growth is posi
vely aNected.

Thirdly, import-compe	ng businesses in Australia (including 

tourism businesses referred to above) will now be rela
vely 

more price compe

ve against imports as the lower AUD forces 

importers to pay more for imports, thereby raising the price of 

imports.  This causes some consumers to subs
tute away from 

imports and towards locally made goods, causing net exports 

and AD to rise once more, contribu
ng to a stronger rate of 

economic growth.

These demand side impacts are mi
gated somewhat by the nega
ve supply side impact as the lower value for the 

Australian currency will result in rela
vely more expensive intermediate imports (e.g. inputs such as tex
les for clothing 

or engine parts for trucks) and capital imports (e.g. robo
cs and machinery).  Given that Australia has a heavy reliance 

on intermediate and capital imports to fuel our industries, this tends to increase both the costs of produc
on and prices, 

therefore nega
vely impac
ng on AD and economic growth.  Overall, however, the demand side impact on economic 

growth outweighs the supply side impact such that a higher AUD tends to restrain economic growth and material living 

standards (as measured by real GDP per capita), while a deprecia
ng AUD 

should s
mulate economic growth and boost living standards. RBA research 

reveals that a 10 percent deprecia
on of the Australian dollar is expected 

to increase na
onal output by one-half to one percent over a period of 

one to two years or so. This highlights the beneBts that a lower exchange 

rate can have on produc
on, incomes, employment and living standards of 

Australians.

Chart 7.11 highlights the rela
onship between the value of the AUD and 

changes in real GDP and the unemployment rate.  As discussed earlier, the 

rela
vely high exchange rate over 2013-14 tended to be a consequence of 

(rather than a cause of) the ‘rela
vely’ strong rate of economic growth that 

was fuelled by the mining sector. This high dollar, however, created real 

problems for trade exposed industries (such as manufacturing, tourism and 

educa
on) which experienced a rise in the rela
ve prices of their goods and 

services and a resul
ng fall in the demand for those products.  Accordingly, 

the higher dollar became a factor constraining economic growth and 

increasing pressure on the unemployment rate. However, since 2013-14, the 

deprecia
on of the exchange rate helped to maintain upward pressure economic growth and downward pressure on the 

unemployment rate, with real GDP growth eventually rising above 3% over 2017-18 and the unemployment rate falling 

towards 5%.  The further fall in the value of the AUD between 2018 and 2020 helped to ‘re-balance’ growth back towards 

the non-mining ‘trade exposed’ sectors of the economy and was one of the major contribu
ng factors behind the strong 

growth in net export demand (and return of the current account surplus).  It is unques
onable that economic growth 

would have been lower, and unemployment higher, had the value of the AUD not fallen during this 
me.  The rebound 

in the exchange rate to USD 0.75 to June 2021 will have had the reverse eNects on economic growth and employment, 

while the deprecia
on of the exchange rate since 2021 has further helped to s
mulate economic growth to 3.6% and 

reduce the unemployment to 3.5% by June 2022.
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Chart 7.11:  Exchange rate & Eco growth/unemployment rate

Growth in real GDP (LHS)
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Study tip

It is important not to confuse the causes and e�ects 
of a change in the value of the AUD.  A higher 
Australian dollar will o1en reBect (i.e. was an e�ect 
or consequence of) stronger net export growth, which 
adds to inBationary pressure.  However, the higher 
dollar itself will then cause a reduction in inBationary 
pressure.
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Price stability (low inGa�on)

As discussed in Chapter 6, when the value of the Australian dollar changes it will have both demand and supply side 

impacts on inPa
on that work in the same direc
on.  On the demand side, a higher dollar reduces AD (via lower net 

exports) and this decreases demand inPa
onary pressure.  Further, the lower incomes that result from weaker net export 

growth will Pow on to have disinPa
onary eNects.  On the supply side, a higher AUD causes the costs of produc
on for 

Australian producers to fall on average as the costs of imported capital equipment and other intermediate imports are 

now lower.  In addi
on, the lower cost of Bnished consumer items will directly reduce the inPa
on rate as measured by 

the CPI.  

Chart 7.12 shows the rela
onship between the exchange rate and inPa
on rate since 2013.  The decline in the value 

of the dollar between 2014 and 2016 was certainly a factor that contributed to increased inPa
onary pressures and 

a higher rate of inPa
on over 2016-17. Similarly, the deprecia
ng exchange rate between 2018 and 2020, to a low of 

USD 0.55, will have certainly been a factor behind inPa
on increasing into the bo<om end of the RBA’s target range (2 

- 3%).  While inPa
on was not really a problem for the Australian economy over 2020-21, par
cularly as dePa
on was 

recorded in 2020, the lower exchange rate in early 2020 certainly helped to increase inPa
onary pressures beyond that 


me. The rebound in the exchange rate to USD 0.75 to June 2021 will have had the reverse eNects on inPa
on, while the 

deprecia
on of the exchange rate since 2021 was a further factor that contributed to the rise in inPa
on to 6.1% by the 

middle of 2022.  [The extent to which the exchange rate forms one of the key transmission channels by which monetary 

policy helps to control inPa
onary pressures will be explored in Chapter 9.]
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Chart 7.12 Exchange rate and inflation rate
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Current Account balance

Earlier, we discussed the various ways that a change in the value of the AUD will impact on economic growth.  You should 

recall that economic growth was aNected by changes that took place in the external sector.  In par
cular, if the value of 

the exchange rate increases, it will nega
vely aNect net exports in the following ways: 

• exporters in Australia that are ‘price takers’ (or simply rely on the world USD price of their goods when selling on 

world markets) will receive less income for any given volume of exports;

• exporters that are not price takers (such as the tourism and educa
on industries) experience a decrease in 

interna	onal compe		veness as the price of their goods or services will be rela
vely higher for foreign 

purchasers;  and

• import values should increase as they are now rela
vely cheaper in AUD terms.

These demand side impacts should result in a lower net export demand, a smaller Balance on Goods and Services 

(BOGS) surplus (or possibly a deBcit) and a larger current account deBcit (CAD).  Conversely, a declining value of the 

dollar should help to improve the BOGS and reduce the CAD.  

In addi
on to the beneBcial eNects that a lower exchange rate will have for the BOGS, a deprecia
on can also help 

to improve the Net Primary Income Sec
on of Australia’s current account.  Given that Australia has a rela
vely large 

stockpile of net foreign liabili
es, changes in the exchange rate will have implica
ons for the servicing of these liabili
es 

(e.g. interest and dividend payments) which in turn will inPuence the net primary income Pows within the current 
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account.  Currently, the vast majority of Australia’s liabili
es (e.g. 

foreign debt) are eNec
vely denominated in Australian currency.  

This means that any change in the exchange rate will have li<le or 

no eNect on the value of interest (or dividend) payments required 

to service these liabili
es.  In contrast, more than half of Australia’s 

stock of foreign assets (e.g. Australian owned shares in foreign 

companies or foreign bonds) is denominated in foreign currency. 

This means that the value of these assets rise when the AUD falls 

(i.e. when the value of the USD or other currencies rise) which 

results in a higher value of income credits in the NPI sec
on when 

Australia receives dividends or interest in foreign currency.  Of 

course, the reverse is true when the AUD rises, leading to a nega
ve 

valua
on eNect in the NPI sec
on.  [This was one of the reasons 

behind the rise in the NPI deBcit over 2020-21 as the exchange rate 

appreciated during this 
me.]

Chart 7.13 compares changes in the value of the AUD to the size of 

the current account balance since 2014.  The deprecia
on of the 

AUD between 2014 and 2016 is one of several factors that helped 

to reduce the size of the CAD to very low levels (as low as 1.3% of 

GDP over 2016-17). Similarly, the further deprecia
on of the exchange rate from early 2018 was a contribu
ng factor 

behind the current account returning to surplus in the middle of 2019.  Indeed, the healthy current account surpluses 

recorded over much of 2020-21 were assisted by the heavy deprecia
on of the exchange rate to USD 0.55 in early 2020.  

Similarly, the deprecia
on that has taken place since late 2020 will have boosted compe

veness and contributed to the 

very high CA surpluses above 4% of GDP during 2021 and again during 2022. 
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Chart 7.13:  Exchange rate and current account balance
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The rela
onship can also apply in the other direc
on.  Namely, an increase in the CAD to high levels (e.g. over 2015) is 

partly responsible for the decline in the value of the dollar. This is precisely what to expect when a country has a freely 

Poa
ng exchange rate because high CADs will rePect a higher risk that is associated with a higher stock of net foreign 

liabili
es that will occur to fund the CADs.  In addi
on, it can signal that the tradables sector (exporters and import 

compe
ng businesses) is rela
vely uncompe

ve and/or that the exchange rate is overvalued.  These factors are likely 

to reduce demand for the AUD and increase the supply, causing its value to fall.  The reverse is also true when the current 

account records a high surplus, such as during 2020-21.  In this case, it is reasonable to expect this to exert upward 

pressure on the exchange rate, which is exactly what happened during the la<er part of 2020.

So while it is true that a higher AUD will tend to reduce compe

veness and result in nega
ve pressure on the current 

account balance, it is useful to remember that a higher AUD might actually occur alongside a higher CA surplus.  For 

example, this will occur when strong export demand is the driving force behind the changes to the balance of payments 

and the value of the AUD.  As export demand increases (e.g. due to a strong TOT) this will cause the BOGS to improve, the 

current account surplus (CAS) to increase (or CAD to fall) and the value of the AUD to climb (as there is growing demand 

for the currency to purchase exports).  

Study tip

The e�ect of a change in the exchange rate and the 
impact on the CAD described here is one that focuses on 
the medium to longer term impact that is driven by the 
change in relative prices and the e�ect on quantities 
purchased.  For example, a depreciation causes 
consumers to purchase fewer imports (i.e. substitute 
out of imports) and foreigners to purchase more 
exports (substitute into Australian exports).  However, 
for simplicity, we have ignored the short-term negative 
‘price e�ect’ which can reduce net export values.  This 
occurs because the higher price of imports initially 
causes import values to climb, and the lower price of 
exports causes export values to fall.  Accordingly, the 
value of net exports (or the BOGS) can fall following 
a depreciation because of the ‘price e�ect’ before it 
eventually rises due to the ‘substitution e�ect’.  This 
e�ect on net export values is o1en referred to as the 
‘J-curve’ e�ect which is beyond the scope of the VCE 
Economics course. 
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Review ques	ons 7.8Review ques	ons 7.8
1. Explain how a Poa
ng exchange rate can act much like an automa
c stabiliser in the economy.  

2. Describe three separate reasons that help to explain why a deprecia
on of the exchange rate will tend to s
mulate 

aggregate demand and economic growth.

3. Explain why a deprecia
on of the exchange rate can have nega
ve supply-side impacts on the economy.

4. Explain why a lower exchange rate is expected to create jobs and reduce unemployment.

5. Using Chart 7.11, explain how the movement of the exchange rate since late 2020 may have impacted on economic 

growth and the rate of unemployment.

6. Explain whether a higher or lower exchange rate will assist with the achievement of price stability.  In your answer, 

refer to both the demand and supply side eNects.

7. Using Chart 7.12, explain how the change in the exchange rate since the end of 2020 may have inPuenced the 

achievement of price stability.

8. Explain why a lower exchange rate might help to reduce the size of the current account deBcit.

9. Using Chart 7.13, explain how the change in the exchange rate between 2017 and 2020 may have inPuenced the 

current account balance.

10. Outline how a higher AUD can occur alongside a lower CAD.

Ac	vity 7n: Ac	vity 7n: Winners and Losers from a changing exchange rateWinners and Losers from a changing exchange rate

The value of the Australian dollar appreciated to greater than parity with the USD between 2011 
and 2013, largely in response to the growth in the terms of trade.  At the 
me, many commentators 
suggested that we simply needed to adjust to having a high Australian dollar (AUD) and accept that 
a high AUD brings with it some costs and beneBts.  While the AUD has fallen signiBcantly since then, 
there were signiBcant periods between 2013-2018 where many commentators argued that the AUD 
was s
ll too high, par
cularly when it was si@ng at 0.80USD at the start of 2018.  However, the fall in 
the AUD to 0.55USD in March 2020 prompted many commentators to argue that the AUD was too low.  
This rePects that there are winners and losers when the AUD changes.  For example, when the AUD 
rises, there are some groups who will be be<er oN and others who will be worse oN……

Winners

Most consumers will appreciate the beneBts associated with the high Australian dollar. Imported goods that can be found in local 
retail outlets and from interna
onal online outlets are now signiBcantly cheaper than they were in the past. Overseas holidays 
are also more accessible since  fewer Australian dollars are now needed to obtain a unit of foreign currency such as the American 
dollar or Euros. Therefore the living standards of the average Australian may have actually increased because they can purchase 
more goods and services with the same income. Similarly, Brms who sell imports may be able to generate more sales because 
customers will be en
ced to buy more from them if they are willing to pass on the savings to their customers. Finally, Brms who 
use imported components in the produc
on process will no
ce a decrease in their costs of produc
on. This might increase their 
willingness to supply and this too can help to generate extra sales. The high dollar has a posi
ve eNect on the inPa
on rate too. 
The high dollar keeps the cost of produc
on down for Brms who use imported components and helps to slow down any excessive 
demand inPa
onary pressures (which would create shortages and therefore rising prices). This is because Australian households 
and businesses might subs
tute towards imports,  thereby lowering the demand for Australian goods, and the demand for 
exports might fall. Ul
mately this might help indebted households because the RBA is less likely to increase interest rates.

Losers

While the mining companies have beneBted from rising world prices for their products as well as surging demand, exporters in 
other markets have not been so lucky. The high dollar makes it more diFcult for them to compete. In fact, all businesses that 
compete with overseas suppliers will be at a dis
nct disadvantage from a high(er) exchange rate.  When the AUD was at (or close 
to) parity with the USD, there were many media reports highligh
ng the challenging condi
ons facing our tradi
onal retailers. 
When customers log on to foreign online shopping sites and do the necessary currency conversion, they realised there is li<le 
point in purchasing from a tradi
onal retailer. Some customers were cheeky enough to try clothes on in an Australian store 
and then go home and buy the same thing online. The retail sector therefore suNered a decrease in sales, and there was some 
evidence this even aNected the sellers of imports nega
vely.  Similarly, Australian manufacturers struggled to maintain export 
and domes
c sales. The price for foreign and local purchasers was higher and sales decreased. Tourists contempla
ng a holiday 
are less likely to look at Australia as a favourable des
na
on. Many would like to visit the country for its great a<rac
ons and 
hospitality, but a higher dollar makes it prohibi
vely expensive. Finally, the educa
on industry, a huge export market for Australia, 
also suNered because of the high dollar, because foreign students would need more of their own currency than before in order 
to study exactly the same courses as previously.

Ac	vity - Other People’s Views: 
Break the class up into small groups and conduct a forum discussing the impacts of a high dollar from the  perspec	ve of each 
group represented. 

Groups to choose from
1. JB HiFi shareholders
2. The (former) workers at Ford Australia
3. The managing director of Rio Tinto, an Australian diversiBed mining company
4. An average Australian family
5. The Australian government
6. Lecturers at a private interna	onal college
7. Airline companies
8. Australian fast food restaurants
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7.9 Factors aHec	ng Australia’s interna	onal compe		veness

Interna	onal compe		veness measures a country’s ability to compete in global markets for goods and services, where 

this compe

on can be based on price or non-price factors (such as service or quality).  An improvement in Australia’s 

interna
onal compe

veness means that Australian Brms or industries are producing goods and services at lower prices 

or higher quality compared to compe
tors overseas.  As noted earlier in Sec
on 7.3 when examining the poten
al causes 

of a structural current account deBcit, Australia’s interna
onal compe

veness, as measured by the World Economic 

Forum’s Global Compe		veness Report, has been consistently poor. The most recent report published in 2022 revealed 

that Australia recorded its worst result in entrepreneurship, ranking 61 out of 63 countries, and 41 out of 63 in terms of 

workplace produc
vity. Improvements in these areas can help to boost Australia’s interna
onal compe

veness over 


me and assist with the achievement of our macroeconomic goals and living standards.  .  

We will now examine some of the key inPuences on our interna
onal compe

veness, including produc
vity, produc
on 

costs, availability of natural resources, exchange rates and rela
ve rates of inPa
on, before exploring the eNects of these 

factors on the achievement of our macroeconomic goals and living standards.  

Produc	vity 

As discussed in earlier chapters, produc
vity is deBned as output over 

inputs (output/inputs) or total output per unit of input.  It describes how 

eFciently our resources are being used to produce goods and services.  

Generally, improvements in produc	vity should increase interna
onal 

compe

veness as average produc	on costs should fall, allowing 

businesses to reduce prices or improve quality.  However, increases in 

produc
vity will only result in an improvement in compe

veness if 

suppliers actually pass on the produc
vity gains (or lower costs) in the 

form of lower prices (or higher quality).  This result is most likely to occur 

in more compe		ve markets compared to those markets that are highly 

concentrated, such as monopolis
c or oligopolis
c markets (see Chapter 

3).  However, if Brms decide to absorb the increased produc
vity in the 

form of higher proBts, then the compe

veness of these Brms will not 

improve in the short term.  Instead, the increased proBtability should enable them to accumulate Bnancial resources 

such that they are in a be<er posi
on to more aggressively pursue market share some 
me in the future.    

Ul
mately, this is why Australian governments have been keen to expose Australian industries or markets to a greater 

degree of domes
c and interna
onal compe

on.  An increase in compe

on actually forces businesses to seek 

produc
vity or eFciency gains and then to pass those gains onto the ul
mate consumer in order to improve their 

compe

veness and retain or boost market share.  Overall, produc
vity improvements are likely to increase interna
onal 

compe

veness.  

 

Produc	on costs

While produc
vity growth is clearly a major inPuence on produc
on costs, there are many other factors that will inPuence 

produc
on costs, and therefore prices and compe

veness, apart from produc
vity.  This includes the three major costs 

of produc
on for most businesses:  labour costs (e.g. wages), capital costs (e.g. machinery) and raw material costs 

(e.g. the cost of energy such as electricity).  When any, or all, of these costs increase, we will expect prices to rise, and 

Australia’s interna
onal compe

veness to decline.

Over recent years, the cost of labour in Australia has fallen in response to weaker labour markets. Demand for full-
me 

labour has been rela
vely slow, while the supply of labour has increased in line with a higher par
cipa
on rate (partly 

fuelled by strong growth in immigra
on up un
l 2020 and an enhanced ability for individuals to oNer their labour 

services in the growing digital economy) as well as a more open ‘global’ labour market (e.g. an increased willingness and 

ability for Brms to contract out their labour requirements to low labour cost countries such as India and the Philippines).  

This has helped to exert downward pressure on produc
on costs in many industries, which in turn has resulted in 

disinPa
onary pressures that have pushed inPa
on to very low levels (and contributed to dePa
on over 2020).  Other 

things being equal, these rela
vely lower labour costs have helped to increase Australia’s interna
onal compe

veness.

Capital costs globally have fallen due largely to rapid advances in technology.  This of course improves capital produc	vity 

of all Brms relying on the use of capital and therefore reduces the real cost of employing capital.  To the extent that 

Australia is more capital intensive rela
ve to some of our compe
tors in the global market place who have a greater 
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reliance on labour (i.e. greater labour intensity), advances in technology have helped to reduce the average costs of 

produc
on and improve Australia’s interna
onal compe

veness rela
ve to those countries who have a lower capital 

intensity.  

In rela
on to raw material costs, the cost of energy (such as electricity) have risen over recent years.  This is largely been 

a<ributable to the large-scale investment within the electricity sector and includes the upgrading supply networks (e.g. 

repair and maintenance of electricity infrastructure such as power poles) as well as investment to expand the size of the 

network following years of underinvestment. In addi
on, government policy ini
a
ves that are designed to reallocate 

resources towards renewable energy op
ons (e.g. the eNec
ve pricing of carbon) have resulted in higher prices for 

tradi
onal forms of energy (e.g. coal-Bred electricity). This impacts nega
vely on the interna
onal compe

veness of 

those businesses relying the most of these sources of energy.

Availability of natural resources

The availability of natural resources ul
mately depends on a country’s resource endowments, such as the amount of 

land available for cul
va
on, the natural resources found beneath the ground as well as the climate.  The availability 

of resources will also partly depend on the size and nature of investment that has taken place, including the amount 

of funds spent on minerals explora
on, as well as changes to the climate that impact on the overall produc
vity of our 

land.  All of these factors will determine a country’s compara	ve advantages (See Extension Ac
vity 7p) and overall 

interna
onal compe

veness.  

Australia’s compara
ve advantages are largely derived from our abundant natural resources, primarily those in 

agriculture and mining. This allows Australia to produce mining and agricultural goods at a rela
vely cheaper price 

compared to most countries in the world.    This compe

ve or compara
ve advantage will eventually be eroded in 

the long run once the resources near deple
on, unless concerted eNorts are made to produce these sustainably into 

the long run.  Importantly, the impact that climate change is expected to have on the incidence of natural disasters, 

including the length and intensity of droughts, will have major implica
ons for the availability of natural resources in 

Australia and therefore our interna
onal compe

veness.  

Exchange rates

In Sec
on 7.7, we examined a number of factors that inPuenced the 

value of the exchange rate, which ul
mately depended on the rela
ve 

demand and supply for Australian dollars on foreign currency markets.  

We noted that a lower demand for the dollar would result from factors 

that made Australia’s tradables sector rela
vely less compe

ve, which 

includes those factors listed here in Sec
on 7.9, such as rela
vely low 

rates of produc
vity and growth in produc
on costs.   A reduc
on in 

produc
vity and/or growth in produc
on costs will add to inPa
on and 

directly reduce Australia’s compe

veness.  However, this will ul
mately 

reduce the value of the exchange rate over 
me because the net demand 

for Australian dollars on foreign currency markets is likely to fall.  It is 

this deprecia
on of the exchange rate which, to some extent, helps to 

automa
cally restore our interna
onal compe

veness. 

As men
oned earlier, a ;oa	ng exchange rate will therefore help to buNer or stabilise the economy. This is because the 

exchange rate will automa
cally fall in response to an economy’s goods and services becoming less compe

ve in global 

markets, which then helps to increase compe

veness.  In contrast, a very eFcient and therefore compe

ve economy 

is likely to see its exchange rate appreciate, which then works to decrease compe

veness.  

Clearly, Australia’s exchange rate will also depend on factors determined overseas.  For example, the increased 

compe

veness of the Chinese economy as a result of rising produc
vity should result in the Chinese currency rising 

rela
ve to all other currencies, including Australia’s, given that the demand for the Yuan/Renminbi (the Chinese currency) 

would be higher.  This apprecia
on of the Chinese currency would then help to improve Australia’s interna
onal 

compe

veness by virtue of a lower exchange rate rela
ve to the Yuan/Renminbi.  However, this would only apply 

in a world where exchange rates were fully Poa
ng.  China’s exchange rate is heavily managed by the Government 

(some
mes called a ‘dirty ;oat’) and it has, at certain 
mes, prevented the currency from rising (by purchasing foreign 

currencies on foreign exchange markets).  This, of course, helps to promote the interna
onal compe

veness of the 

Chinese tradables sector.
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The ability for governments to manipulate their exchange rates in order to inPuence their countries rela
ve 

compe

veness is well-known.  There will o5en be a tempta
on to keep one’s currency undervalued in order to promote 

growth in produc
on, employment and incomes.  Even in Australia, there have been 
mes when the RBA has intervened 

in the foreign currency market, by buying and/or selling foreign currencies, in order to manipulate the value of the AUD.  

However, exchange rate interven
on in Australia is primarily done to reassure markets by removing excess vola
lity in 

the value of the AUD.  [This will be considered further in Chapter 9.]

Rela	ve in;a	on rates

All of the factors considered above will determine the rate of growth in prices and 

therefore the rate of inPa
on in Australia.  Australia’s inPa
on rate rela
ve to the 

rest of the world is the overriding factor that ul
mately determines Australia’s 

interna
onal compe

veness.  This rela
ve inPa
on rate will be inPuenced 

by those factors listed above:  produc
vity, produc
on costs the availability of 

natural resources and the exchange rate, as well as the inPa
on rates experienced 

by Australia’s trading partners.

One of the main reasons for Australia enshrining a low inPa
on goal in legisla
on 

is because of its impact on interna
onal compe

veness and living standards. 

As discussed in Sec
on 7.7, a low inPa
on rate by interna
onal standards will assist Australia’s tradables sector 

because export prices will be rela
vely lower in global markets and import prices rela
vely higher in domes
c markets.  

Accordingly, a low rela
ve rate of inPa
on is likely to result in an increase in net export demand, boos
ng aggregate 

demand, economic growth and living standards. 

Interna�onal compe��veness and macroeconomic goals 

If the improvement in interna
onal compe

veness has occurred because of lower prices in Australia, then it will have 

clear beneBts for the Government’s economic goal of price stability. The reduc
on in prices will, by deBni
on, mean 

that the rate of inPa
on is lower and the goal of low and stable inPa
on is more likely to be achieved.  To the extent that 

there has been a reduc
on in prices (or improvement in quality), rela
ve to overseas goods, this will enable Australian 

businesses to gain a bigger share of the global market, which expands AD and achieves a stronger rate of economic 

growth.  

To the extent that any improvement interna
onal compe

veness has been achieved by higher produc
vity and/or an 

increase in the availability of natural resources, this can help to expand produc	ve capacity.  The economy will then able 

to achieve a higher rate of economic growth alongside lower inPa
on.  This is some
mes referred to as ‘low in;a	onary 

growth’ and enables higher rates of economic growth to occur for a longer period.  This is because the downward 

pressure on prices tends to increase AD, via greater C, I and net exports, which then leads to an increase in real GDP (or 

economic growth).  In this economic environment, growth becomes more sustainable as it occurs without inPa
onary 

pressure, unlike growth that is s
mulated from the ‘demand side’ (such as growth in conBdence or lower interest rates) 

which tend to create inPa
onary pressure, par
cularly when the economy is opera
ng near full capacity.  

With higher levels for AD and real GDP, we should expect to see an increase in the (derived) demand for labour, boos
ng 

employment and reducing the rate of unemployment over 
me towards the full employment rate (aproximately 4.25%).  

This unemployment eNect is mi
gated somewhat by the possibility of higher par
cipa
on rates over 
me combined 

with the possibility of some ‘jobless growth’ – where the increase in economic growth requires no addi
onal labour 

owing to advances in produc
vity or eFciency (see Chapter 5).  

The means by which we achieve an improvement in interna
onal compe

veness (e.g. structural or microeconomic 

reforms that increase eFciency) can tend to have a nega
ve eNect on unemployment in the short term.  This is because 

industries will o5en make workers redundant when they are going through a major re-structure of their organisa
ons.  This 

can increase structural unemployment in the short term (which typically adds to the pool of long term unemployment) 

but is expected to reduce unemployment in the longer term as the more eFcient economy manages to generate even 

higher output levels and a higher demand for labour. 

Overall, and increase in interna
onal compe

veness should beneBt average living standards for Australians despite the 

possible short term nega
ve impact resul
ng from produc
vity enhancing reforms in the economy.  Average incomes 

across the economy should increase and real GDP per capita should expand, providing Australians with a greater ability 

to purchase goods and services.  
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Ac	vity 7o: Ac	vity 7o: Interna
onal compe

venessInterna
onal compe

veness
In the table below, or in your notebooks/laptop, iden
fy whether interna
onal compe

veness is likely to increase or decrease 
for each hypothe
cal scenario.  In the Bnal column you are required to provide an explana
on that supports your decision. 

Transac	onTransac	on ↑↑ ↓↓ ExplanationExplanation

A prolonged drought aNects agricultural producers

Reduc
on in na
onal produc
vity

Repeal of a carbon tax

Produc
vity growth in the USA exceeds the rates experienced in Australia

The Chinese government removes tariNs on Australian goods

The trade weighted index falls to very low levels

Cost inPa
on caused by ineFcient business prac
ces

There is a large fall in the labour force par
cipa
on rate 

Rapid advances in technological uptake in Australia

Much higher inPa
on rates in China and the USA compared to Australia

 Extension Ac	vity 7p:  Extension Ac	vity 7p: Trade and compara
ve advantageTrade and compara
ve advantage

Na
ons trade ul
mately because of the advantages associated with interna
onal 
specialisa
on, where some countries are more eFcient at producing certain goods 
and services rela
ve to other countries.  The reasons for diNerences in rela
ve 
eFciency o5en come down to diNerences in resource endowments, which are due 
to factors such as:

• Natural resources (e.g. vast quan

es of quality land or mineral deposits)
• Clima
c condi
ons
• Quality of labour resources
• Global posi
on in rela
on to world markets (e.g. is the country isolated?
• Size of con
nent and infrastructure required to trade (e.g. access to ports)
• Access to capital equipment (although this normally comes with increasing 

degrees of economic development)

Overall, we trade to import goods and services that we either can’t produce at all (or produce cheaply enough) and to export goods 
and services that can’t be produced overseas (or that we produce more eFciently.  

The theory of absolute and compara�ve advantage

The theory of compara
ve advantage says that a country should specialise in the produc
on of only those goods and services in 
which it has a lower ‘opportunity cost’ of produc
on (compared to other countries).  It may seem peculiar, but a country can be 
more eFcient than another country in producing all products (i.e. it has an absolute advantage across the board), but it can be in 
that country’s interest to specialise only in the produc
on of some products, and import its remaining requirements.   For example, 
assume that there are two countries, country A and country B, who produce only 2 goods, cars and trucks.  If both countries were 
to use all available resources and specialise in the produc
on of just one of these goods, the following produc
on would occur:

   Cars Trucks
 Country A 400 100
 Country B 150 50

Country A has an absolute advantage in the produc
on of both goods.  It can make either 400 cars OR 100 trucks, compared to 
country B which can make either 150 cars OR 50 trucks. However, it only has a compara
ve advantage in the produc
on of cars.  
This is because for every car produced, 1/4 of a truck must be foregone.  Whereas, for country B, every car produced results in 
1/3 of a truck being sacriBced.  Alterna
vely, for country A, a sacriBce in the produc
on of 1 truck will result in the produc
on 
of 4 cars.  However, for country B, a sacriBce in the produc
on of 1 truck will result in the produc
on of only 3 cars.  Accordingly, 
country B experiences a higher ‘opportunity cost’ when it produces cars compared to country A.  On the other hand, country B has 
a compara
ve advantage in the produc
on of trucks because for every truck it produces, 3 cars have to be foregone.  Whereas, 
country A must give up 4 cars to produce 1 truck – its opportunity cost is higher.

So each country can decide not to specialise and use their resources to produce both goods, in which case total world produc
on 
would be:

 Cars 200 + 75 = 275
 trucks    50 + 25 = 75

However, if country A specialised in car produc
on and B specialised in TV produc
on, it makes sense for A to buy TVs from B and 
B to buy cars from A. World output would then be:

 Cars 400
 trucks   50
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Review ques	ons 7.9Review ques	ons 7.9

1. DeBne interna
onal compe

veness.

2. DeBne produc
vity and explain how growth in produc
vity impacts on interna
onal compe

veness.

3. Explain how higher costs of capital will aNect interna
onal compe

veness.

4. Explain how changes in labour costs over recent years have impacted on Australia’s interna
onal compe

veness.

5. Explain how changes in energy costs over recent years have impacted on Australia’s interna
onal compe

veness.

6. Explain how Australia’s resources endowments have impacted on Australia’s interna
onal compe

veness in the 

market for agricultural and mining goods.

7. Discuss how climate change might impact on Australia’s interna
onal compe

veness.

8. Explain why a lower exchange rate will tend to increase Australia’s interna
onal compe

veness.

9. Explain why a high rate of inPa
on in Australia can damage interna
onal compe

veness.

10. Outline why an improvement in interna
onal compe

veness will tend to boost economic growth, reduce 

unemployment and boost living standards.

11. Explain how an improvement in interna
onal compe

veness might be associated with an increase in unemployment 

(par
cularly in the short run).

Mul	ple choice review ques	onsMul	ple choice review ques	ons

1. Which of the following does not represent a credit entry in Australia’s balance of payments?

a) The payment of dividends from an American company to Australian shareholders 

b) Australian mining companies receiving money from export sales

c) Australian educa
onal ins
tu
ons receiving fees from overseas students 

d) Foreign investors receiving interest from Australian banks 

2. Which of the following transac	ons is most likely to create future Bnancial obliga	ons for Australians?

a) The receipt of interest from overseas

b) The receipt of dividends from overseas

c) The receipt of loans from overseas

d) The receipt of rent from overseas

3. Which of the following statements about Australia’s balance of payments is incorrect?

a) A Current Account deBcit will be exactly oNset by a Capital Account surplus

b) The net income deBcit is the largest component of the current account

c) The sale of Australian shares to overseas investors is recorded in the Financial Account

d) The Balance on Goods and Services (BOGS) is made up of both the Balance on Merchandise Trade (BOMT)   

 and Net Services

This is signiBcantly more than the produc
on levels that would exist if each country decided not to specialise, therefore providing 
a powerful theore
cal (albeit simplis
c) argument in support of free trade or trade liberalisa
on.

Applica	on ques	ons

1. Explain why an abundance of natural resources and clima	c condi	ons for Australia make us a rela	vely e8cient 
interna	onal producer in some markets.

2. Explain what is meant by the theory of absolute advantage.
3. Explain what is meant by the theory of compara	ve advantage.
4. Assume two countries could produce the combina	ons of goods as described below

            Computer                    Chairs
  Country A 30 or 20
  Country B 10 or 10

a. Determine which country has the compara	ve advantage in the produc	on of computers and chairs.  In your answer, 
refer to the opportunity cost involved in the produc	on of each good.

b. Determine the volume of goods that would be produced if (i) neither country traded and (ii) each country specialised 
in the produc	on of that good in which they enjoyed a compara	ve advantage.



256

  Economic Fundamentals in Australia (8th ed)

4. Which of the following statements is most accurate in rela	on to economies of scale?

a) Costs of produc
on will fall as output increases

b) Costs of produc
on will rise as output increases

c) Average costs of produc
on will rise as output increases

d) Average costs of produc
on will fall as output increases

5. Which of the following statements about Australia’s balance of payments is correct?

a) The purchase of more than 10% of the shares in an Australian company by overseas investors is considered  

 ‘Direct Investment’

b) The BOMT is always a surplus for Australia

c) Australia will always have a current account deBcit and a CAFA surplus

d) The Capital Account is a major part of the balance of payments

6. In rela	on to Australia’s net foreign liabili	es (NFL), which of the following statements is incorrect?

a) NFLs are made up of net foreign debt (NFD) and net foreign equity (NFE)

b) Growth in NFL should equate to growth in the CAD

c) NFD makes up the bulk of Australia’s NFL

d) Growth in NFE will increase net interest payments to overseas investors

7. Which of the following factors will not contribute to growth in Australia terms of trade?

a) Lower price of tourism imports

b) Disrup
ons to the supply of iron ore and coal in other countries

c) Higher prices received for exports of natural gas

d) A fall in Chinese demand for iron ore

8. In rela	on to Australia’s exchange rate:

a) It’s usually measured by the value of AUD compared to the Indian rupee

b) Its value is likely to increase when the CAD is high

c) Its value is likely to fall when interest rates overseas start to decrease

d) Its value is likely to increase if prices for capital imports start to fall

9. Which of the following provides the beQer deBni	on of the Terms of Trade: 

a) The price of imports divided by the price of exports

b) The value of imports divided by the value of exports

c) The price of exports divided by the price of imports

d) The value of exports divided by the value of imports

10. Which of the following is most likely to result in a higher Terms of Trade?

a) Higher demand for consumer imports from China

b) An increase in the global supply of commodi
es like iron ore and coal

c) An increase in the global demand for commodi
es like iron ore and coal

d) An apprecia
on of the exchange rate

11. An increase in the Terms of Trade is unlikely to result in which of the following?

a) An increase in Gross Domes
c Income

b) An increase in Gross Domes
c Product

c) A higher Balance on Merchandise Trade

d) A lower Trade Weighted Index

12. Which of the following is likely to lead to a higher value of the AUD?

a) Foreign currency speculators believing that the AUD is undervalued 

b) Lower Australian interest rates

c) A higher rate of inPa
on in Australia

d) Lower rates of produc
vity in Australia

13. A higher Australian trade wieghted index is most likely to result from which of the following?

a) A lower Terms of Trade

b) An increase in Australia’s interna
onal compe

veness

c) Growth in the demand for imports

d) Higher interest rates in the USA rela
ve to Australian interest rates
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14. The current account is expected to return to deBcit in 2023 because:

a) The exchange rate is expected to depreciate towards USD 0.50

b) The terms of trade is expected to fall signiBcantly

c) Savings are expected to rise rela
ve to Investment

d) Australia’s rate of produc
vity growth is expected to rise 

15. Which of the following is likely to improve Australia’s interna	onal compe		veness?

a) A fall in the Trade Weighted Index

b) A fall in the Consumer ConBdence Index

c) A fall in the Balance on Merchandise Trade

d) A rise in the Wage Price Index

16. Which of the following is likely to cause a decrease in the current account surplus?

a) A decrease in disposable incomes

b) An increase in the household savings ra
o

c) An increase in the exchange rate

d) An increase in the terms of trade

17. In rela	on to factors aHec	ng the current account balance, which of the following statements is most correct?

a) A fall in interest rates will most likely increase a CAD

b) A fall in interest rates will most likely decrease a CAD

c) A fall in interest rates will have no impact on a CAD

d) A fall in interest rates will have both a posi
ve and nega
ve impact on a CAD

18. Which of the following is most likely to cause the level of net foreign liabili	es to fall?

a) A fall in labour costs

b) A fall in the rate of produc
vity growth

c) A fall in overseas rates of economic growth 

d) A fall in the terms of trade

19. An increase in the exchange rate is likely to:

a) Reduce inPa
on, decrease the rate of economic growth and increase the CAD

b) Increase inPa
on, decrease the rate of economic growth and increase the CAD

c) Reduce inPa
on, increase the rate of economic growth and increase the CAD

d) Reduce inPa
on, increase the rate of economic growth and decrease the CAD

20. The cyclical component of the CAD is best described as:

a) The part of the CAD that rises during periods of weak economic growth and falls during periods of strong   

 economic growth

b) The part of the CAD that rises and falls during periods of weak economic growth

c) The part of the CAD that falls during periods of weak economic growth and rises during periods of strong   

 economic growth

d) The part of the CAD that rises and falls during periods of strong economic growth

Chapter SummaryChapter Summary

1. Australia engages in interna
onal transac
ons with the rest of the world because trade in goods and services (including 

Bnancial capital) ul
mately improves our economic prosperity and living standards.

2. Interna
onal trade allows businesses in the world to sell to a larger market, which means that they can beneBt from economies 

of scale.  

3. Australia, as a country with a tradi
onally low savings rate, relied on the savings of those countries with high savings rates to 

Bnance investment.

4. The prolifera
on of trade agreements (or globalisa
on more generally) has also seen an increase in the freedom for people to 

work in other countries, which is commonly referred to as global movement in human capital.

5. Interna
onal transac
ons can lead to Bnancial obliga
ons between Australia and the rest of the world.  This means that 

Australia, and other countries, will be contractually required to perform some act into the future.  

6. The balance of payments (BOP) provides a record of Bnancial transac
ons between residents of Australia and residents of the 

rest of the world.  

7. The BOP comprises two major sets of accounts:  the Current Account (CA) and the Capital and Financial Account (CAFA).   At 

the end of any par
cular period, any CA deBcit (CAD) must be exactly oNset by a CAFA surplus.

8. The CA records all receipts and payments of a ‘current’ nature, as opposed to transac
ons of a ‘capital’ nature which are 
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recorded in the CAFA.

9. A deBcit on the Current Account means that payments to foreigners (debits) exceed receipts from foreigners (credits) and the 

reverse is true when Australia records a surplus on the current account.

10. Overall, the Current Account is made up of four separate parts:  The Balance on Merchandise Trade, Net services, Net Primary 

Income and Net Secondary Income.

11. The CAD or CAS as a percentage of GDP is the most common sta
s
c referred to when discussing movements in the current 

account.  The CAS was 4.3% for the June quarter of 2022.

12. The Capital Account is a rela
vely insigniBcant account in the CAFA and is generally ignored when analysing the balance of 

payments.

13. The Financial Account is the more important account in the CAFA as it eNec
vely records how Australia Bnances its CADs.

14. Australia’s savings/investment imbalance was a structural cause of CADs up un
l 2019.

15. Another poten
al structural cause of a current account deBcit is Australia’s rela
vely low level of interna
onal compe

veness.

16. The movement in the current account balance that is 
ed to changes in the economic cycle is referred to as the cyclical 

component of the current account.

17. Australia’s Net Interna
onal Investment Posi
on represents the value of Australia’s net interna
onal Bnancial obliga
ons to 

the rest of the world.  It is made up of Australia’s stock of net foreign liabili
es (NFLs).

18. NFLs represent the net value of Bnancial obliga
ons that Australia has to the rest of the world and includes net foreign debt 

(NFD) and net foreign equity (NFE).  The total NFLs as at the end of June 2022 was made up of $1.157 trillion of NFD and -$323 

billion in NFE.

19. The largest contributor to NFD is the private sector (households and businesses), holding 78% of the total NFD (i.e. $902 billion 

as at 30 June 2022), with the remaining 22% (i.e. $255 billion) held by the public sector (i.e. governments).

20. The Terms of Trade (TOT) is a ra
o of the average prices received for Australian exports rela
ve to the average prices paid for 

our imports.

21. Movements in the TOT are dependent on the changes that have taken place to the prices received for exports and the prices 

paid for imports.

22. When the TOT increases it is a good outcome because it means that we have experienced an increase in our purchasing power, 

rePected by a higher level for real Gross Domes
c Income (GDI).

23. When the TOT increases for Australia it is lauded as a great result because exporters will typically beneBt because any given 

volume of output can be sold for a higher price, boos
ng export incomes.  In addi
on, if the prices paid for capital imports fell, 

this would beneBt Australian industries because they can acquire their capital at a lower overall cost.

24. Given the growth in na
onal income that stems from a higher TOT, we would expect that a higher TOT will help to achieve the 

domes
c goals of strong rates of economic growth and full employment.  

25. Theore
cally, a higher TOT can help to reduce inPa
onary pressure if it has been driven by a fall in the world price of imports.  

However, if the TOT has increased as a result of rising world prices of our exports, this contributes to inPa
onary pressure.

26. A higher TOT should boost net export demand, increase the Balance on Goods and Services (BOGS) and reduce the CAD.

27. Australia’s exchange rate is usually measured by the value of AUD compared to the USD or the Trade Weighted Index (TWI).

28. Since the ‘Poa
ng’ of the currency in 1983, the value of the exchange rate is primarily determined by the forces of demand 

and supply. 

29. Australian dollars are demanded in the foreign exchange market (which can be anywhere in the world) whenever a person, 

business, government or other organisa
on wants to convert a foreign currency into Australian dollars. 

30. Australian dollars are supplied to the foreign exchange market whenever the Australian dollar is needed to purchase a foreign 

currency.

31. Pu@ng this together, the exchange rate that is determined is simply the equilibrium where the demand for AUD is equal to the 

supply of AUD in the foreign exchange market. 

32. A deprecia
on of Australia’s exchange rate means that the Australian dollar now buys less of a given foreign currency. 

33. An apprecia
on of Australia’s exchange rate means that each AUD can purchase more units of foreign currency.

34. When interest rates in Australia increase rela
ve to the rates applying in the USA, it increases the interest rate diNeren
al and 

creates incen
ves for overseas investors to take advantage of the higher returns and invest in Australia. It results in a higher 

demand for the Australian dollar, as foreign funds need to be converted into Australian dollars, and contributes to a higher 

value of the Australian exchange rate. 

35. An increase in the terms of trade will typically result in a higher value of the Australian dollar.

36. A higher rela
ve rate of inPa
on in Australia is likely to cause a deprecia
on of the exchange rate.

37. An increase in the rate of economic growth experienced by Australia’s trading partners is likely to contribute to an increase in 

the value of the AUD.

38. Growth in na
onal spending (or GNE) will tend to reduce the value of the AUD.

39. The value of any given exchange rate can also be inPuenced by investors’ percep
on of a currency’s true or underlying value 

at any point in 
me compared to its actual value.

40. A lower exchange rate will help to increase AD and real GDP, therefore making it easier to achieve the goals of strong (and 

sustainable) rates of economic growth and full employment.

41. A lower exchange rate will therefore help to increase living standards.

42. A lower exchange rate will tend to increase inPa
onary pressures and make it more diFcult to achieve the goal of low inPa
on.

43. A lower exchange rate will tend to boost the BOMT and reduce the CAD.

44. Interna
onal compe

veness measures a country’s ability to compete in global markets for goods and services, where this 

compe

on can be based on price or non-price factors (such as service or quality). 

45. Improvements in produc
vity, lower produc
on costs, lower exchange rates, and increased availability of natural resources 

and lower rela
ve rates of inPa
on will all help to boost Australia’s interna
onal compe

veness.
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Ac	vity Centre:  

Unit 3 Outcome 3

This ac	vity centre contains a sample of prac	ce SAC and 
exam ques	ons rela	ng only to those key knowledge 
dot points covered in Area of Study 3 (Unit 3) of the VCE 
Economics Study Design (2023-2027).  It also contains a 
crossword puzzle to help students familiarise themselves 
with some of the key deBni	ons or concepts rela	ng to 
this area of study.  The answers to all of the ques	ons 
and crossword can be found at the CPAP website at www.
commpap.com. 

Prac�ce SAC ques�ons 

Ques	on 1

a. Explain how each of the following events is likely 

to inPuence Australia’s Net Primary Income 

balance. 

i. more proBtable mining companies repatria
ng  

 proBts to foreign shareholders

ii. a decrease in global interest rates (4 marks)

b. DeBne the terms of trade (TOT) and explain how the 

higher TOT over the past two years contributed to:

i. the improvement in the current account   

 balance 

ii. the higher exchange rate (6 marks)

c. Outline how an apprecia
on of the exchange rate 

nPuences the achievement of price stability.3 marks

d. Explain how a fall in the Balance on Goods and 

Services (BOGS) surplus over the December quarter 

2021 Is likely to have inPuenced aggregate demand 

and economic growth. (3 marks)

e. Describe one structural factor that may have 

contributed to the improvement in the current 

account balance over the past two years. (2 marks)

f. Outline one implica
on that stems from Australia’s 

Net Foreign Liabili
es falling. (3 marks ) 

g. Describe how the discovery of more mineral resources 

in Australia is likely to inPuence both the Balance on 

Goods and Services and living standards.(3 marks)

h. Discuss two separate ways that a move towards ‘free 

trade’ can boost Australian living standards (4 marks)

Ques	on 2

a. Explain a the fall in the exchange rate since is likely 

to inPuence the current account balance and living 

standards. (4 marks)

b. Outline how lower oil prices are likely to have impacted 

on the Balance on Merchandise Trade (BOMT).

       (2 marks)

c. Explain how slower global economic growth 

rates impact on Australia’s interna
onal Bnancial 

obliga
ons.  (3 marks)

d. DeBne net foreign debt (NFD) (2 marks)

e. Explain how higher NFD levels in Australia inPuences 

the current account balance.  (3 marks)

f. Explain how decreases in the terms of trade and 

the exchange rate are likely to inPuence the current 

account balance. (4 marks)

Ques	on 3

a. Explain how lower company tax rates might impact on 

strong and sustainable economic growth (3 marks)

b. Explain how an apprecia
on of the AUD may have 

impacted on the rate of inPa
on.  In your answer refer 

to demand and supply side eNects  (4 marks)

c. Explain why the fall in the TOT impacts nega
vely 

on aggregate demand (AD) and the current account 

deBcit. (4 marks)

d. Outline how a subsidy for exporters can help to reduce 

pressure on the current account and NFD. (4 marks)

Ques	on 4

a. Discuss what is meant by a deprecia
on of the 

exchange rate. (2 marks)

b. Explain why a deprecia
ng exchange rate is likely 

to increase the rate of inPa
on.  In your answer, 

dis
nguish the demand side impact from the supply 

side impact. (4 marks)

c. Explain why a lower exchange rate and slower growth 

of labour costs may contribute to a lower current 

account deBcit. (4 marks)

d. Explain how a lower current account deBcit can 

improve Australian living standards.(3 marks)

Ques	on 5

a. Dis
nguish the terms of trade (TOT) from the trade 

weighted index (TWI).  (2 marks)

b. Discuss why a higher terms of trade (TOT) should help 

to boost net exports.  (3 marks)

c. Explain why a higher exchange rate is likely to reduce 

both the consumer price index (CPI) and the balance 

on merchandise trade (BOMT). (4 marks)

d. Outline how large scale  Poods can increase the 

current account deBcit (CAD). (2 marks)

e. Explain why businesses opera
ng in Australian 

tourism markets beneBt from a lower AUD. (2 marks)

Ques	on 6

a. Dis
nguish the terms of trade from the current 

account balance.(3 marks) 

b. Outline how a fall in the terms of trade is one of the 

factors that can contribute to the fall in the Trade 

Weighted Index (TWI). (2 marks)

c. Apart from the beneBts of a deprecia
ng exchange 

rate, describe one other explana
on for the increase 

in the volume of mining exports over recent years. (2 

marks)

d. Describe how a large deprecia
on of the Australian 

dollar (AUD) can help to achieve the goal of full 

employment and promote Australian living standards. 

(4 marks)
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Giant Crossword Puzzle - AOS 3 Unit 3

Across

2. Where a country is more e*cient than another country in 
producing all goods and services in the sense that it can 
produce more of every good or service using the same inputs 
as another country (2 words)

5. if this increases for Australia it will help to stimulate net 
exports and contribute to stronger rates of economic growth.

6. A ratio of the prices received for Australian exports over the 
prices paid for imports (3 words)

13. The acronym describing the part of the balance of payments 
taking in both the Balance on Merchandise Trade and Net 
Services

17. the major reason for the large net primary income de2cit in 
the current account.

20. Australia’s CAFA will always experience this outcome if the 
current account is in de2cit.

21. The movement towards international trading relationships 
that are not subject to protectionist policies.  Also de2ned as 
any government policy initiative that is designed to promote 
free trade, or reduce restrictions or barriers to free trade.  (2 
words)

22. a debit Bow through the current account as a result of 
foreign ownership of Australian assets

24. Word used to describe e�orts by governments to shield local 
import competing producers from the threat of imports.  It is 
commonly implemented via tari�s, quotas and subsidies.

26. one of the factors driving exchange rate movements.
27. A form of ‘protection’ involving a tax on imports.
30. The value of the Australian dollar when compared to another 

currency, or a basket of currencies of our major trading 
partners (2 words)

35. A major Australian commodity export whose prices rose 
heavily over 2022 due to global supply constraints and the 
move away from coal 2red electricity generation (2 words).

36. A sub-account in the CAFA of the BOP and a relatively 
insigni2cant account covering capital transfers, the 
acquisition/disposal of non-produced, non-2nancial assets, 
between residents and non-residents.  Is rarely referred to 
when discussing the goal of external stability (2 words)

38. if this increases it will tend to boost international 
competitiveness and increase credits relative to debits in the 
BOMT.

40. Australia is one of these in international markets, being 
forced to accept the prices that are ultimately determined by 
global demand and supply pressures (2 words).

41. the Australian dollar is this type of currency (opposite to a 
2xed currency)

43. The net value of 2nancial obligations that Australia has to 
the rest of the world.  It includes net foreign debt (NFD) and 
net foreign equity (NFE) and is net foreign ___________

44. An acronym to describe Australia’s 2nancial obligations that 
Bows from our ‘total borrowing’ from overseas exceeding 
and our ‘total lending’ to overseas

45. This rate will be a factor determining the long run or 
fundamental value of the Australian dollar.

46. if this increases in ‘national’ terms it will help to reduce 
Australia’s reliance on foreign funds and therefore help to 
reduce pressure on the CAD and NFD.

47. that type of foreign investment involving either the 
establishment of a physical presence (e.g. building a factory) 
or the control of more than 10% shares in an Australian 
company.

48. That sector of the economy that competes against foreign 
produced goods and services.  It includes exporters and 
import competing businesses.

49. Part of the Current Account of the BOP that is made up of 
services export receipts, such as the money received for the 
provision of education to foreigners, minus services import 
payments, such as money spent overseas by Australian 
tourists (2 words)

Down

1. Financial obligations that stem from foreign ownership 
of Australian assets, such as property and shares, less 
Australian ownership of foreign assets. When it is negative 
(as has been the case since 2019) it is a good result as it 
signi2es that Australia’s has a net foreign asset position. (3 
words)

3. this section within the balance of payments is the largest 
drain on income Bows through Australia’s current account (3 
words)

4. Exports minus imports (2 words)
7. the achievement of this goal should help to increase the 

Balance on Goods and Services Surplus (2 words)
8. A term used to collectively describe raw materials such as 

minerals and agricultural products
9. an increase in this for Australia will o1en reBect a lower level 

of indebtedness to the rest of the world and it should result 
in cheaper borrowing costs for Australian institutions

10. Funds entering the country in the form of either debt or 
equity.  It o1en refers to overseas parties being a3racted to 
the relatively higher Australian interest rates and lending to 
Australians (2 words)

11. An account in the balance of payments and includes four sub 
accounts.  Balance on Merchandise Trade, Net Services, Net 
Primary Income and Net Secondary Income

12. this country’s exchange rate has the highest weight in the 
TWI.

14. The government providing local producers with 2nancial 
or other forms of assistance. O1en considered a form of 
‘protection’.

15. An item in the balance of payments.  Involves seXng up 
a production facility or controlling more than 10% of a 
company’s shares in a foreign country (2 words)

16. a major Australian commodity export earner (2 words)
18. the ‘part’ of the current account that moves in line with 

changes in national spending.
19. The most important account within the CAFA as it e�ectively 

records how Australia 2nances its CADs.
23. this di�erential is a major reason, along with changes in 

the terms of trade, that cause Buctuations in the value of 
Australia’s exchange rate

25. An increase in this o1en stem from an increase in productivity 
and it will help to increase the size of the current account 
surplus (2 words)

28. When Australia is able to meet its international 2nancial 
obligations that result from transactions with the rest of 
the world, without jeopardising economic growth or other 
economic goals.  Requires that the CAD and NFD (or NFE) are 
manageable and sustainable over time (2 words)

29. Part of the Current Account of the BOP that is made up of 
merchandise export receipts (credits) minus merchandise 
import payments (debits), such as the sale or purchase of 
manufactured goods  (2 words)

31. A record of the 2nancial transactions between residents of 
Australia and residents of the rest of the world (3 words)

32. the major component of Australia’s net foreign liabilities 
that has major implications for Australia’s credit rating (3 
words)

33. The value of the Australian dollar when compared to a 
basket of currencies of our major trading partners (acronym)

34. When total payments in the Current Account of the BOP 
exceed total receipts (acronym)

37. The second of the two accounts in the BOP and made up of 
two sub-accounts (acronym)

39. The value of the Australian dollar when compared to a 
basket of currencies of our major trading partners (3 words)

40. This type of foreign investment involves less than 10% 
control in a company.

42. in the balance of payments, this term is used to denote and 
record the money coming into Australia
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Chapter 8  The nature and opera	on 

of  budgetary policy

8.1 A deBni	on of budgetary policy

Budgetary policy is also referred to as Bscal policy and it refers to the government’s use of its ‘Budget’ to achieve 

speciBed outcomes in the country, where the ‘Budget’ is the major Bscal document released annually (usually in May).  

It contains es
mates or projec
ons of all receipts (or revenue) and expenditure (or expenses) of the Federal Government 

into the future as well as the posi
on of its Bnancial obliga
ons to other en

es (e.g. net government debt).  Budgetary 

policy is, therefore, the manipula
on of the level and composi
on of Federal Government receipts and expenditure in 

order to assist in the achievement of its economic and social goals for Australia.

8.2 The objec	ves of budgetary policy

The longer term goals of budgetary policy

As with all policies, the overriding goal of budgetary policy is to improve the welfare or living standards of all Australians, 

or to achieve the most e8cient alloca	on of the na	on’s resources.  Importantly, it is used to reallocate the na
on’s 

resources to the produc
on of goods and services or ac
vi
es that maximise our collec
ve material and/or non-material 

standards of living (see Chapter 4 on macroeconomics and Chapter 3 on market failures).  However, our focus in this 

chapter will be on how the government uses the Budget to achieve the following domes
c macroeconomic economic 

goals:

• Strong and sustainable economic growth

• Low inPa
on

• Full Employment

The achievement of these goals will clearly help to boost economic prosperity and welfare for all Australians – which 

is the overriding goal underpinning all government policies.  This is clearly ar
culated in government legisla
on (the 

Charter of Budget Honesty Act 1998):

‘The Government’s 2scal policy is to be directed at maintaining the on-going economic prosperity 

and welfare of the people of Australia and is therefore to be set in a sustainable medium-term 

framework.’

The 2scal strategy

The Charter of Budget Honesty also forces a government to detail its Bscal strategy in the Budget each May.  The 

strategy can be diNerent between budgets and involves the government laying out a plan for how it intends to meet its 

goal to promote the economic prosperity and welfare of Australians.  Governments are therefore required to detail the 

mo
va
ons underpinning each budget and how this is ‘sustainable’ over 
me.   However, more detailed considera
on of 

the Government’s Bscal strategy will be provided in Sec
on 8.12, since Brst an understanding of the nature of budgetary 

policy is required.

8.3 The composi	on of receipts and expenditure 

The October 2022 Budget revealed that the Federal Government collects approximately $607 billion per annum from 

various sources.   Chart 8.1 highlights that the largest source of the Federal Government’s receipts comes in the form 

of personal income tax [also referred to as individuals income tax].  This accounts for 46% of total receipts and is a tax 

levied primarily on wage and salary income earners and forms the basis of Australia’s progressive income tax system.  

The next largest source of receipts for the government is company tax, which accounts for 21% of all revenue.  It is 

another type of income tax, in the form of a Pat tax levied on company proBts.  This is followed by the Goods and 

Services Tax (GST), represen
ng 14% of total revenue.  Income taxes (primarily personal and company taxes) make up 

70% of all receipts, while indirect taxes (primarily the GST and excise taxes) make up approximately 23% and a rela
vely 

small 7% is collected via non-tax receipts, which includes royal
es from natural resources, the sale of goods and services 

and dividends from government-owned organisa
ons, such as Australia Post and the Reserve Bank of Australia.
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Federal Government receipts (estimated 2022-23)

[Total receipts = $607.2 billion]

Non-tax revenue

$44.4B (7%)

Indirect tax receipts

$136.8B (23%)

Income tax receipts

$426.1B (70%)

Chart 8.1
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The nature of Australia’s taxes

Direct vs indirect taxes

As shown in Chart 8.1, the vast majority of Australia’s taxes are income taxes, which are examples of direct taxes levied 

against the income earned by economic agents.  Direct taxes make up approximately 75% of total tax revenue and they 

are direct in the sense that the income earner pays the tax directly to the government once the income is earned.  The 

two largest examples of direct taxes in Australia are personal income taxes (also referred to as individuals income tax) 

and company taxes.  In contrast, approximately 25% of total tax revenue comes from indirect taxes.  These are taxes that 

are not levied on the income earned but rather on the produc
on or sale of goods and services. Given that businesses 

will typically pass on the tax in the form of higher prices, it means that income earners eventually pay the tax ‘indirectly’.  

The most common example of an indirect tax in Australia is the goods and services tax (GST) which requires businesses 

to collect 10% of the sale price of most goods and services and remit the funds to the Australian Taxa
on OFce (ATO).  

Other notable examples of indirect taxes in Australia include the excise taxes that apply to fuel, alcohol and tobacco, 

which are taxed at varying rates (e.g. the excise on fuel is 0.44 cents per litre while the excise on tobacco is approximately 

$1.14 per cigare<e). There are some notable diNerences between direct and indirect taxes.  First, income taxes (at least 

in Australia) are progressive in nature while indirect taxes are mostly regressive (see below).  Second, direct taxes cannot 

be shi5ed onto another party, unlike indirect taxes which are passed on to consumers via higher prices.

Progressive, propor	onal and regressive taxes

A reference to the progressive, propor	onal or regressive nature of taxes relates to how the taxes will ul
mately aNect 

income earners in terms of equity and fairness.  Each of the taxes highlighted in Chart 8.1 will either be progressive 

propor
onal or regressive, with individuals (personal) income tax being the best example of a progressive tax.  

A progressive tax is one where higher income earners pay a higher percentage rate of tax compared to lower income 

earners.  It is designed to tax higher income earners more heavily than low income earners, so that the overwhelming tax 

burden falls upon those with a greater capacity to pay. In Australia’s case, very low income earners (those earning less 

than $18,200) will pay no tax at all, which means that their marginal rate of tax is zero.  In contrast, a high income earner 

(one earning more than $180,000) will be paying a 

marginal rate of tax of 45%. This type of tax system 

works eNec
vely to redistribute incomes from high 

to low income earners and ensures that the burden 

of paying for the government’s spending programs 

falls primarily on higher income earners.   The 

progressivity of personal income taxes in Australia is 

shown in the table below, where the (marginal) rate 

of tax increases as income earners move up through 

the various income thresholds.

Table 8.1  Tax rates 2022-23

Taxable income Tax on this income

0 - $18,200 (tax free threshold) Nil

$18,201 - $45,000 19c for each $1 over $18,200

$45,001 - $120,000 $5,092 plus 32.5c for each $1 over $45,000

$120,001 - $180,000 $29,467 plus 37c for each $1 over $120,000

$180,001 and over $51,667 plus 45c for each $1 over $180,000

The above rates do not include the Medicare levy of 2%  Source:  www.ato.gov.au
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Propor	onal taxes on income are those where the ‘rate of tax’ stays the same regardless of how much income is earned.  

This means that income earners will pay exactly the same propor
on of their income in tax.  The best example of a 

propor
onal income tax in Australia is the company tax, currently set at a rate of 30% of the income (proBt) made by 

larger companies (those with turnover more than $50m per year) and 25% for smaller companies.  

Regressive taxes are those that result in the propor
on of income paid in tax rising as income falls (or the propor
on 

paid in tax falling as income rises). Most indirect taxes are regressive in nature, with the most common example being 

the GST.  It means that the tax burden of regressive taxes falls more heavily on those on lower incomes compared 

to the burden on those on higher incomes. The regressive eNects of the GST are a result of it being imposed on the 

consump
on of products purchased by households, rather than on the incomes of those purchasing the products. The 

exemp
on of basic goods from GST helps to reduce the overall tax burden for lower income earners compared to higher 

income earners. By allowing necessi
es like bread, milk, educa
on, health and many pharmaceu
cals to be purchased 

‘GST free’, it reduces the regressive eNect of the tax, since those basic necessi
es make up a large propor
on of the 

income of many lower income earners.

While indirect taxes are typically regressive, there are examples of indirect taxes that have progressive eNects. The 

luxury car tax (currently at 33%) is an example of an indirect tax imposed almost exclusively on higher income earners. 

Given that higher income earners are the ones most likely to purchase luxury cars (e.g. those cos
ng more than $71,849 

unless they are especially fuel eFcient) the tax burden falls almost exclusively on these income earners which helps to 

achieve a more equitable distribu
on of income.

Government expenditure

The October 2022 Budget also revealed that the Federal Government spends approximately $651 billion which can be 

broken up into three types of expenditure.  Government consump	on or current expenditure (denoted G1) which is a 

component of AD and represents payments for goods and services that are consumed in the current budget period and 

which result in no ongoing beneBts into the future. Payments to public servants and the purchase of all of the consumables 

within government (such as prin
ng and cleaning services) are examples of government current expenditure.  This 

contrasts with government capital (or investment) expenditure (denoted G2) which is also a component of AD.  This 

expenditure involves the purchase of capital assets that will have ongoing beneBts into the future, such as defence 

equipment (including aircra5, tanks and ships) and general government infrastructure assets (including bridges, ports 

and telecommunica
ons equipment).  The third component of government expenditure is referred to as transfers.  

This is not a component of AD, but instead represents a transfer to the private sector, primarily in the form of welfare 

payments, including pensions and JobSeeker allowance.

Chart 8.2 

Federal Government expenditure 2022-23
[Total expenditure = $650.9B]
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Primarily GST distributions to state 

governments in addition to interest 

expenses payable on government debt

The major items of government expenditure are detailed in Chart 8.2 above.  Social security and welfare is by far the 

largest item of spending, accoun
ng for 35% of all expenses, and is made up of spending for job search allowances, 

pensions and family beneBts.  Health expenditure (e.g. spending on public hospitals) is the next largest ‘speciBc’ 

component (17%), followed by educa
on expenditure (e.g. money spent on universi
es) and defence expenditure (e.g.  

purchases of military equipment) which account for 7% and 6% of total expenses respec
vely. [The Other purposes 

category of spending is made up primarily of GST distribu
ons to the states (approximately $90 billion) and interest 

expenses paid on government debt (approximately $35 billion).
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Within each of the spending categories highlighted in the chart, there will be elements of both current and capital 

expenditure.  For example, within health spending, the payment for the building of a new ward, or the purchase of 

hospital equipment such as MRI and x-ray machines, would come under capital expenditure.  However, the payment of 

wages for hospital personnel and the purchase of medical disposables, such as syringes, medicine cups and gloves will 

all be examples of current expenditure.  Similarly, within educa
on expenditure, the purchase of computer equipment 

or electronic whiteboards would be classiBed as capital expenditure, while the purchase of whiteboard markers and fuel 

for university vehicles would be classiBed as current expenditure.  In the case of transfers, most of the government’s 

transfer spending passes through the ‘social security and welfare’ expenditure category.

The government’s expenditure is es
mated to amount to approximately 26% of GDP for 2022-23.  This remains above 

the pre-COVID-19 levels of around 25%, but signiBcantly below the 27.7% and 31.6% recorded for 2019-20 and 2020-

21 Bnancial years, when the government delivered major s
mulus to the economy via historically high budget deBcits 

of $85 billion and $134 billion respec
vely.   Given that the size of budget receipts and outlays as a percentage of GDP 

is rela
vely high (eNec
vely one quarter the size of the economy), the manipula
on of these government receipts and 

outlays will tend to have a powerful inPuence on the level of economic ac
vity and living standards in Australia.  For 

example, without the very expansionary budget deBcits that were delivered during the recent recession, there is no 

argument that economic growth would have fallen by signiBcantly more than 6.3%, and unemployment would have 

climbed to well in excess of 10%, causing a larger fall in Australian living standards.   

Overall, a properly func
oning government will only change budget se@ngs if it feels that na
onal welfare or living 

standards will improve as a result.  Sec
on 8.13 will focus on how the government has recently used the budget to 

achieve its economic and social objec
ves.  At this point, however, it is worthwhile providing a simpliBed illustra
on of 

how budgetary policy can be used, and the impact it can have on the economy and living standards.  This is provided in 

Ac
vity 8a.

Ac	vity 8a: Ac	vity 8a: Policy proposal to increase expenditure on universi
esPolicy proposal to increase expenditure on universi
es
To highlight the complexi
es involved in budgetary policy decision making, a 
hypothe
cal example could prove to be useful.  

Assume that the Federal Government has a balanced budget, but it is concerned 
about na
onal educa
on standards and decides to spend $2B to improve the quality 
of Australian universi
es.  The money could be spent upgrading facili
es, inves
ng 
in new technology, researching into new teaching and learning strategies and so on.  
This will clearly lead to a short term (demand side) boost to the services (educa
on) 
sector of the economy and other industries who supply the universi
es.   In addi
on, 
it will help to create addi
onal income, and perhaps employment, as well as add to 
any inPa
onary pressure that might exist in the economy. These shorter term eNects 
are, however, only incidental to the ul
mate objec
ve of the policy – which is to 
deliver longer term (supply side) beneBts in the form of be<er quality educa
on, a 
more highly skilled workforce (and more enlightened popula
on), higher produc
vity, 
a bigger produc
ve capacity, improved interna
onal compe

veness and an overall 
be<er standard of living for Australians. 

Before any of these outcomes take eNect, the Government will have a slight problem.  It will need to determine how it will 
eNec
vely raise the $2B to fund the addi
onal educa
on spending.  Theore
cally, it could decide to increase tax rates or introduce 
new taxes.  This will be met by much opposi
on from those most aNected, as it reduces disposable income, deters spending, 
dampens economic ac
vity and impacts nega
vely on living standards.  Alterna
vely, the Government could decide to reduce 
another form of government expenditure by $2B, such as spending on welfare.  This will then be met by opposi
on once more, 
from those groups exposed to the cutbacks, and it will also have further implica
ons for economic ac
vity, equity and living 
standards.  Another op
on is for the Government to leave revenues alone, and allow the budget to move into deBcit by $2B.  While 
this seems like the easiest op
on, and will be met by least resistance, it carries with it its own set of poten
al problems.  The $2B 
will need to be Bnanced.  If we assume that the Government is not prepared to sell any of its assets, then the funds must come 
from borrowing.  If the Government borrows from the Australian Bnancial system, it places upward pressure on interest rates, 
which then has nega
ve eNects on economic ac
vity and living standards (see the discussion of ‘crowding out’ in Sec
on 8.9).  In 
addi
on, the interest and principal payments on the debt act as a strain on future budgets.  So what seemed like a simple proposal 
to improve the quality of educa
on carries with it a whole host of economic implica
ons.  It serves to highlight the importance of 
the budget, and budgetary policy decision-making more generally, as well as the important concept of ‘opportunity cost’ that was 
covered in Chapter 1.

Applica	on ques	ons
1. Discuss how an investment in educa	on s	mulates the economy.  In your answer, dis	nguish the short term impact 

from the long term impact.
2. Explain how an investment in educa	on can increase in;a	onary pressure in the short term, but reduce it in the long 

term.
3. Iden	fy the ways that a $2B investment in educa	on can be paid for (or funded) by the Government.
4. Outline one disadvantage associated with each of the funding op	ons you iden	Bed for Q3.
5. Discuss how the proposal to invest $2B in educa	on is related to the concept of opportunity cost.
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8.4 Budget outcomes

With every budget there can be three possible outcomes.  To simplify, assume that the government raised exactly $100B 

in order to fund the provision of goods and services that cost $100B.  This would result in a ‘Balanced Budget.’

Budget balance= income (receipts)= expenditure (outlays)Budget balance= income (receipts)= expenditure (outlays)

However, if the government raised $90B in income, but s
ll wanted to spend $100B, then it would result in a ‘Budget 

DeBcit’ of $10B.

Budget deBcit= income (receipts)  <  expenditure (outlays)Budget deBcit= income (receipts)  <  expenditure (outlays)

Alterna
vely, if the government raised $110B in income, and only spent $100B, then it would result in a ‘Budget Surplus’ 

of $10B.

Budget surplus= income (receipts) >  expenditure (outlays)Budget surplus= income (receipts) >  expenditure (outlays)

Alterna�ve ways of repor�ng budget outcomes

The Commonwealth Government will report the outcome of the Budget in three diNerent ways.  These are the headline 

cash outcome, the underlying cash outcome and the Bscal outcome. In addi
on, in recent years it has also chosen to 

highlight the net opera
ng outcome.

The headline cash outcome

The headline cash outcome is the total cash received by the Federal Government 

less the total cash paid.  However, this outcome can provide a misleading picture 

about the stance or impact of budgetary policy because it includes cash Pows 

that do not directly impact on the economy.  

The underlying cash outcome

The underlying cash outcome seeks to exclude the cash Pows that are included 

in the headline cash outcome but that do not directly impact on the economy.  

Therefore, the underlying cash outcome is the most commonly referred to 

budget outcome.  It provides the best indicator of the budgetary policy stance 

(or posi
on) of the Federal Government and the impact it is likely to have on the economy over the short term.  The 

underlying cash outcome is simply the headline cash outcome, but excluding the ‘Net cash ;ows from investments 

in Bnancial assets for policy purposes’ (IFAPP).  This includes any proceeds from the sale of a government business 

enterprise (GBE), such as the sale of Medibank Private, any purchases of shares by the government or the gran
ng or 

repayment of state government debt, as well as the provision of student loans.

These items are excluded because they have no direct or immediate impact on the economy and their inclusion in the 
headline outcome only serves to distort the true cash Pow posi
on of the government.  For example, any sale of equi
es 
(e.g. shares) in a GBE only serves to inPate the headline balance, but does not directly add to economic ac
vity.  The 
sale (or purchase) of equi
es simply represents a transfer of ownership in a Bnancial asset and has li<le direct impact on 
the economy.  Similarly, the provision of loans (such as loans to students or other governments) is expected to be repaid 
and will have li<le or no impact on the overall budget posi
on over 
me.  Overall, the net cash Pows from IFAPP are 
transac
ons that are expected to have no net eNect on the headline budget outcome over 
me and are excluded from 
the underlying outcome.  Their inclusion would distort the true posi
on of government Bnances and provide misleading 
informa
on about the government’s Bscal stance.

To illustrate the diNerence between the headline and underlying outcomes, we will use some hypothe
cal Bgures.  
Assume that Australia es
mated the following receipts and outlays for the Bnancial year ahead:

 Receipts    $120B
 Less Outlays   $100B
 Headline cash surplus  $ 20B

Assume that part of this $20B surplus has been achieved via the part sale of Australia Post for $15B.  It should be clear 
that the $20B surplus both Pa<ers the Government budget posi
on and overes
mates the (contrac
onary) eNect the 
surplus is likely to have on the economy.  Accordingly, the surplus should really be reported as $5B (the underlying 
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cash surplus).    The table below summarises the diNerences between the hypothe
cal headline and underlying cash 
outcomes:

 

 Receipts     $120B
 Less Outlays    $100B
 Headline cash surplus   $  20B
 Less net cash Gows IFAPP   $  15B
 Underlying cash surplus   $    5B

Ac	vity 8b: Ac	vity 8b: Current versus capital spending and bad versus good debt Current versus capital spending and bad versus good debt 
A useful way to think about the importance of the dis
nc
on between the government’s current and capital spending,  or good 
versus bad debt, is to equate its Bnances to that of two hypothe
cal households over a given year.  Assume that the disposable 
income of two households (A and B) each amounted to $100,000, while the total expenditure of each household was diNerent:  
Household A’s total expenditure amounts to $110,000 and Household B’s amounts to $140,000.  The scenario is summarised in 
Table 1 below:

Table 1:  Cash outcomes for Households A and B

Household Income ($) Expenditure ($) Cash outcome ($)

A 100,000 110,000 10,000 DeBcit

B 100,000 140,000 40,000 DeBcit

On the face of it, the Bnancial stability of Household A appears to be superior to Household B because its cash deBcit is smaller 
by $30,000. Household B will need to have borrowed $30,000 more than Household A to fund its cash deBcit.  [To keep it simple, 
let’s ignore the possibility of selling assets to fund the deBcit].  In other words, it looks as though Household B is spending well 
‘beyond its means’ compared to Household A.

To fully appreciate the implica
ons of any cash deBcit for an en
ty, it is necessary to explore the nature of the expenditure 
undertaken over the course of the year.  For any en
ty, whether it is a household, business or government, expenditure can 
be broken up into two broad types:  current (or recurrent) expenditure and capital expenditure.  For a household, current 
expenditure includes all items of spending that are necessary and mostly re-occur every year in order to keep the household 
running.  This includes payments for gas, electricity, water, council rates/rent, food, entertainment, holidays, school fees, etc. 
These types of payments ‘typically’ provide beneBts to the household in that year only – in other words, they are consumed within 
that year.  In contrast, capital expenditure includes less regular payments for items or assets that con
nue to provide beneBts for 
the household (or en
ty) into the future.  For example, it includes the purchase of property, motor vehicles, whitegoods (e.g. a 
fridge or washing machine), furniture, electrical goods and/or computer equipment.  It will even include the purchase of a (share 
in) small business, such as mum or dad buying a new car to provide Uber driving services.  

Determining the split between current and capital spending for each household helps us to be<er understand the fuller 
implica
ons of a cash deBcit for each household.  If we assume for simplicity that Household A spent nothing on capital items 
and Household B spent $40,000 in capital expenditure, then it should be clear that Household B’s Bnancial posi
on is not as bad 
as Brst thought.  Provided the $40,000 has been spent on genuinely useful capital items, that really do provide Bnancial or social 
returns to the household in future periods, then it is possible (even likely) that household B is in a be<er posi
on than Household 
A.  For example, if Household B used $40,000 to purchase a new motor vehicle to be used as an Uber vehicle, then Household 
B’s cash deBcit of $40,000 will have led to an increase in ‘good debt’ (e.g. a $40,000 loan) because it generates beneBts for the 
household into the future (e.g. proBts from the business come back into the household as addi
onal income).  In contrast, with 
no capital expenditure, Household A’s cash deBcit of $10,000 will have led to an increase in ‘bad debt’ (e.g. a $10,000 loan) 
because it is being used to Bnance recurrent spending.  

Overall, Household A is spending beyond its means because it has a cash deBcit of $10,000 that results in (bad) debt.  If the same 
income and spending pa<erns were to con
nue into the future, then Household A is likely to experience Bnancial diFculty as it 
will struggle to service its growing debt.   In contrast, despite having a cash deBcit of $40,000, Household B’s Bnancial posi
on 
is actually be<er because it less likely to be spending beyond its means over 
me because the capital expenditure will provide 
ongoing beneBts for the household that are not enjoyed by Household A.  In this hypothei
cal scenario, Household B will be 
be<er able to service its (higher) debt given that the capital expenditure is providing Bnancial beneBts in the form of higher 
income from the use of the motor vehicle in the passenger transport industry.

The same principle also applies to the Federal Government and highlights the importance of examining the ‘make-up’ or 
‘structure’ of any given level of government expenditure, when determining the implica
ons of any given budget outcome and 
the associated accumula
on of (net) debt that Pows from budget deBcits.

Applica	on ques	ons/tasks
1. Dis	nguish current from capital expenditure, providing an example to illustrate.
2. Determine the borrowing requirement for each of the two households over the course of the year.
3. Explain why the debt incurred by Household A can be considered as ‘bad debt’ rela	ve to the debt incurred by 

Household B.
4. Explain why the debt incurred by Household B can be considered as ‘good debt’.
5. Comment on the sustainability of Household A’s budget posi	on in the event that its spending and income 

commitments remain unchanged into the future.
6. Provide a possible strategy for Household A to improve its budget posi	on.
7. Describe the implica	ons that this example has for any evalua	on of Federal Government budgets over 	me.

Study tip

The government also reports two outcomes that are 
based on accrual accounting concepts (revenue earned 
less expenses incurred) as opposed to cash outcomes 
referred to above (cash received less expenses paid). 
These outcomes are the ‘2scal outcome and the net 
operating outcome’, neither of which are required 
knowledge for students of VCE Economics.
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8.5 Automa	c and discre	onary stabilisers

Any 
me the Federal Government decides to change the way it collects money, makes payments or adjust the level of its 
receipts/payments it will typically impact on the size of the budget outcome.  For example, a decision to raise company 
tax rates will tend to increase the size of the budget surplus (or reduce the deBcit), or a decision to increase the amount 
paid to pensioners will tend to reduce the surplus (or increase the deBcit).  These changes in the budget outcome rePect 
a deliberate policy decision to change the way the budget is used to inPuence the alloca
on of resources or assist with 
the achievement of its economic or social goals.  In this respect, the actual ‘structure’ of the budget is deliberately 
altered by the government.  This represents the structural component of the budget and changes of this nature are 
o5en referred to as ‘discre
onary stabilisers.’  

‘Discre�onary stabilisers are deliberate policy decisions designed to change receipts or 
outlays in an e1ort to inGuence economic ac�vity.’

These structural changes (or discre	onary stabilisers) will never 
account for all of the changes to budget outcomes.  This is because 
budget receipts and outlays will change automa
cally in response 
to changes in the level of economic ac
vity.  Lower levels of 
economic ac
vity should nega
vely impact on the budget outcome 
as receipts from taxa
on are likely to fall, and the payments for 
government services or transfer payments should increase.  It is 
important to remember that this happens without any deliberate 
changes to the budget on the part of the government.  In essence, 
the budget outcome will change in line with the economic cycle, with the surplus falling during downturns and increasing 
during upturns.  This represents the cyclical component of the budget and is some
mes referred to as ‘automa	c 
stabilisers’.  

‘Automa�c stabilisers are changes to the budget that occur without deliberate 
government interven�on and result from changes in the level of economic ac�vity.’

Assuming that the government made no changes to the structural component of the budget over 
me, then the budget 
outcome will rise and fall with the economic cycle, as show in Figure 8.1 below:

Figure 8.1 The movement in the cyclical component of the budget outcome

Output (% increase)
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The economic (or business) cycle
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It is important to recognise that governments rely on automa
c 

stabilisers to swing into ac
on in a counter-cyclical manner, helping 

to s
mulate the economy when it experiences a downturn and 

restraining the economy when it expands.  A slowdown in economic 

ac
vity will result in greater welfare assistance (as more people 

become unemployed as the result of a reduc
on in AD, becoming 

eligible for government beneBts), which helps to maintain spending 

at levels that would otherwise not occur in the absence of 

government support.  Similarly, lower income levels across the 

economy tend to push income earners into lower tax brackets, thereby resul
ng in lower average tax rates paid, helping 

to slow the decline in disposable incomes.  The opposite occurs during an economic expansion.  

Study tip

Don’t be confused by the di�erent terminology used.  
Automatic stabilisers are simply the cyclical component 
of the budget and discretionary stabililsers are simply 
the structural component of the budget.

Study tip

When determining the structural component of the 
budget over recent years, the government has decided 
to exclude the cost of the temporary COVID-19 stimulus 
measures that were introduced over 2019-20 and 
2020-21.  The implications of this are discussed further 
in Section 8.12.
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To further illustrate the diNerence between the cyclical and discre
onary 

components of the budget, hypothe
cal Bgures will once more be used.  Assume 

that our economy had the following headline budget outcome for year 1:

Now assume that between year 1 and 2, the economy plunged into recession 

(such as the Australian economy over 2020), with nega
ve economic growth for 

more than six consecu
ve months.  The government’s budget receipts would 

fall, let’s say from $120B to $110B, due to lower tax receipts and outlays would 

increase, let’s say from $100B to $110B, due to higher welfare spending.  This 

results in the budget outcome moving automa
cally to a balanced budget in 

year 2.  It has occurred without any discre
onary or policy decision made by the 

government.  

Of course, this is unrealis
c when an economy is experiencing a recession.   In 

this environment the government is keen to further s
mulate the economy via 

expansionary measures such as increased spending on welfare and infrastructure 

and/or temporary tax cuts (or tax breaks).  Assume that the government now 

decides to provide tax concessions to businesses, cos
ng $10B, and increased 

infrastructure spending also worth $10B.  This would result in the budget outcome moving from a balanced posi
on 

to a deBcit of $20B.  Overall, in this simpliBed example, the budget has moved from a $20B surplus to a $20B deBcit, 

half of which occurred due to the eNects of automa
c stabilisers and the other half due to the eNects of discre
onary 

stabilisers.

Review ques	ons 8.1 - 8.5Review ques	ons 8.1 - 8.5
1. DeBne budgetary policy.
2. Iden
fy the ul
mate objec
ve or goal of budgetary policy.
3. Explain what is meant by ‘the Bscal strategy’.
4. List three major Federal Government revenue sources.
5. Dis
nguish direct from indirect taxes, using Australian examples.
6. Dis
nguish progressive, propor
onal and regressive taxes, using Australian examples.
7. Explain why the GST is regressive in nature while the luxury car tax is progressive in nature
8. List three major Federal Government expenses.
9. List and describe the three possible budget outcomes.
10. Dis
nguish a headline cash outcome from an underlying cash outcome.
11. Dis
nguish (re)current from capital expenditure.
12. Explain the diNerence between automa
c and discre
onary stabilisers and provide relevant examples.
13. Explain how the cyclical component of the budget helps to stabilise economic ac
vity.

Ac	vity 8c: Ac	vity 8c: Impact on budget outcome?Impact on budget outcome?
For each of the events below, iden
fy whether each will impact on government receipts or expenditure and then determine if 
a budget deBcit will increase or decrease as a consequence. The Brst one has been done for you.

EventEvent RecRec ExpExp ↑ ↑ 

DeficitDeficit

↓ ↓ 

DeficitDeficit

The government reduces income tax rates

The economy enters a downturn with real GDP growth falling below 0%

Australia Post decides not to pay dividends to the government for Bve years

Excise on tobacco increases by a further 12.5%

A carbon tax is re-introduced

An ageing popula
on causes large scale re
rements from the labour force

The GST rate is increased to 15%

The Terms of Trade increase signiBcantly

Eastern Australia experiences several unan
cipated natural disasters

There is a large surge in luxury cars imported from Germany

There is a large decrease in the consump
on of alcohol and tobacco

Year 1 

Receipts   $120B

Less Outlays  $100B

Headline cash surplus $ 20B

Year 2 (Cyclical e1ect) 

Receipts   $110B

Less Outlays  $110B

Headline cash balance $  0B

Year 2 (Cyclical & Structural e1ect) 

Receipts   $100B

Less Outlays  $120B

Headline cash defcit $  20B
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8.6 Fiscal drag or bracket creep

Fiscal drag is also referred to as bracket creep and occurs during 
mes of inPa
on 

for countries with a progressive tax system.  When inPa
on occurs it results in a 

decrease in real wages and workers seek to protect their ‘real wage’ by seeking 

increases in their nominal wage.  As nominal wages increase, it pushes some 

workers into higher marginal tax brackets.  This increases the ‘average’ rate of tax 

paid by these taxpayers, having two major eNects.

• First, it increases the total personal income tax revenue received by the Federal 

Government, thereby increasing the surplus (or reducing the deBcit).  It is 

another cyclical component of the budget, but it does not rely on the growth 

rate in GDP to change the budget outcome automa
cally.  Instead, it relies on 

the rate of inPa
on to change the budget outcome, with higher inPa
on rates 

working to increase the size of the surplus (or reduce the deBcit).

• Second, some taxpayers will experience a decline in their real disposable 

income because they will be paying a higher average rate of tax on their 

‘nominal wage’, which reduces the purchasing power of their ‘a5er tax and a5er inPa
on wage’.  This has the eNect 

of slowing the rate of spending (or consump
on) and reduces the incen
ves to work.

Federal Governments, both Labor and Liberal, have been fully aware of ‘bracket creep’ and have been happy to accept 

an ‘automa
c’ rise in the tax burden over 
me.  It therefore makes it easier for governments to deliver poli
cally popular 

tax cuts, such as the reduc
ons in income tax rates (both personal and company taxes) that occurred over the past few 

years.

8.7 DiHerences between actual and es	mated budget outcomes

The Department of Treasury releases the ‘actual’ budget Bgures for the previous Bnancial year in September of each 

year (that is, about 16 months a5er the release of the Budget itself).  There will typically be a diNerence between the 

es	mated budget outcome (released at the 
me of the budget speech) and the actual budget outcome for any given 

year, because the es
mated outcome depends heavily on forecasts for economic growth (and other key sta
s
cs) that 

are never 100% accurate.  This failure to accurately forecast economic ac
vity has real implica
ons for budgetary policy 

se@ngs.  To illustrate, assume that we are currently at the end of year 2 in 
me (as per the hypothe
cal example used 

in sec
on 8.5 earlier).  The Bgures are repeated below: 

Year 2 

Receipts   $100B

Outlays    $120B

Headline cash de2cit  $ 20B

We have a budget deBcit of $20B for year 2 and we prepare the Budget for year 3, where it is assumed that a budget 

deBcit of only $3B is es
mated.  This $3B es
mated deBcit is clearly dependent on the ‘discre	onary changes’ the 

government expects to make to the budget, as well any an
cipated changes to the ‘cyclical component’ of the budget.  

For simplicity, let’s assume that the government decided to make no discre
onary changes.  Then it must be the case 

that the government expects the deBcit to decrease by $17B purely because it forecasts the economy to grow rela
vely 

strongly (e.g. it might es
mate growth in GDP to be a healthy 4% for year 3).  The rela
vely high rate of growth in GDP 

is therefore expected to boost tax collec
ons (e.g. higher company tax receipts) and reduce expenditure (e.g. lower 

income support payments), leading to an es
mated reduc
on in the deBcit from $20B to $3B.  However, what would 

happen to the ‘actual’ budget outcome for year 3 if the growth in GDP was much lower than forecast (e.g. 1% instead of 

the 4% es
mated by the government)?  Would the deBcit be higher or lower than the es
mated $3B?    

The actual deBcit will be higher because the government overes
mated tax receipts and underes
mated outlays.  This 

failure to correctly forecast economic ac	vity has resulted in budgetary policy becoming less eNec
ve. If it correctly 

an
cipated the low growth rate (e.g. 1% for year 3), it might have implemented addi
onal discre
onary measures to 

s
mulate ac
vity.  While these discre
onary measures may be introduced over the course of the year via mid-year 

announcements (or mini-budgets), the failure to forecast accurately caused a delayed policy response that might be 

detrimental to the economic recovery.  
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Not only will the budget forecasts for economic growth (and tax receipts) be inaccurate, but any addi
onal ‘discre
onary’ 

changes made to the budget a5er the handing down of the budget will further widen the diNerence between the 

es
mated and actual budget outcomes.  For example, a5er es
ma
ng a $3B deBcit at budget 
me, poli
cal and economic 

factors may force the government to spend money on ‘priority ma<ers’ not an
cipated at budget 
me (such as s
mulus 

spending designed to oNset the eNects of a sudden economic downturn or spending for reconstruc
on eNorts following  

a major natural disaster such as the recent Poods on the east coast of Australia) – which further increases the actual 

deBcit above the es
mated $3B.

To illustrate the diNerences that can occur between the ‘es
mated’ and ‘actual’ budget outcomes, reference to the 

2021-22 Budget is instruc
ve. While the budget outcome for 2021-22 was originally es
mated to be a large deBcit 

of $106.6B, the es
mate was revised down in March 2023 to $78B 

due to the be<er than expected economic recovery and stronger 

terms of trade, which increased the expected tax receipts for the 

period.  For example, on the receipts side, the government based its 

es
mated company tax receipts on inaccurate forecasts, such as a 

forecast for the terms of trade to fall by 8% over 2021-22.  However, 

the terms of trade con
nued to surge to record levels, causing much 

higher company tax receipts and reducing the size of the es
mated 

deBcit.  In addi
on, on the expenditure side, the government based 

its expenditure forecasts on es
mates such as an unemployment 

rate of 5% (by 30 June 2022).  However, the unemployment rate 

con
nued to fall much faster during 2022 (to as low as 3.4%), which 

helped to reduce government spending and resulted in further 

downward pressure on the budget deBcit for 2021-22. By the 
me 

the actual budget Bgures for 2021-22 were released in late 2022 it 

was evident that be<er than expected economic condi
ons resulted 

in further improvements to the budget, with the actual budget 

deBcit for 2021-22 coming in at $32 billion – signiBcantly lower than both the original and revised es
mates made over 

the course of the previous year. [See Ac
vity 8d: The importance of Budget forecasts.]

The March 2022 es
mated budget deBcit for 2022-23 of $78B was revised in the October 2022-23, with the es
mated 

budget deBcit falling to $36.9 billion.  This is due to a combina
on of cyclical and structural factors that will be further 

unpacked in Sec
on 8.12.  Of course, this $36.9 billion es
mated deBcit for 2022-23 will be diNerent to the actual deBcit 

that will be reported in late 2023.  If the economy performs above expecta
ons, then the deBcit will be lower than the 

es
mated $36.9 billion, but if the economy experiences further nega
ve supply shocks (e.g. more natural disasters, a 

new COVID outbreak or even an escala
on in global conPict) then the ensuing downturn will result in the actual budget 

deBcit for 2022-23 being higher than the es
mated $36.9 billion. 

Ac	vity 8d: Ac	vity 8d: The importance of Budget forecastsThe importance of Budget forecasts

When the government prepares its annual budget, the income and expenditure values it es
mates for the year ahead, as well 
as future years, rely heavily on economic forecasts for key variables such as GDP and unemployment.  The March 2022 Budget 
forecasts for the key economic variables (major economic parameters) are contained in Table 1.1 below.  

The table also includes the actual outcomes for the previous Bnancial year (2020-21), which was the Brst Bnancial year since the 
COVID-19 induced recession experienced in the Brst half of 2020. The forecasts for 2021-22 were for a strengthening economy, 
as evidenced by very strong growth in nominal GDP, due to the expected surge in commodity prices, combined with a lower 
unemployment rate and a higher rate of inPa
on.  [The growth in real GDP was expected to be rela
vely high but signiBcantly 
lower than nominal GDP growth because the Bgures for real GDP are dePated by the growth in prices, including commodity prices.] 
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8.8 Expansionary versus contrac	onary budgets

A balanced budget vs budget deBcit vs budget surplus

If the government has a ‘balanced budget’ every year, then it is injec
ng back into the economy exactly the same 

amount of money than it is taking out.  In simple terms, a balanced budget will neither expand the economy nor contract 

the economy.  That is, in isola
on, a balanced budget is neither contrac	onary nor expansionary in terms of its impact 

on the economy. 

However, if the government delivered a ‘budget deBcit’, it means that the Federal Government will be injec
ng more 

into the economy than it is taking out.  This will tend to expand economic ac
vity, par
cularly in the shorter term. 

Accordingly, a budget deBcit is generally expansionary in terms of its impact on the economy.  On the other hand, if the 

government delivered a ‘budget surplus’, it will be taking more from the economy than it is injec
ng.  This will tend to 

contract economic ac
vity, par
cularly in the shorter term.  This means that a budget surplus is generally contrac	onary 

in terms of its impact on the economy. [The longer term impact of budget outcomes on the economy will also depend on 

how any deBcits are Bnanced or how any surpluses are invested, which is examined in Sec
on 8.9.]   This is summarised 

below:

In isola	on (compared to if the government did not exist)

Balanced budget neither expansionary nor contrac
onary

Budget deBcit expansionary

Budget surplus contrac
onary

Changes to the size of the deBcit or surplus?

In simple terms, if the government delivers a higher surplus than the year before, then it is likely to be considered a more 

contrac
onary budgetary policy stance and a  lower surplus is likely to be considered a less contrac
onary stance (or 

even expansionary).  In contrast, a larger deBcit is likely to be more expansionary and a lower deBcit less expansionary 

(or even contrac
onary).  This is summarised below:

Compared to previous budget 

Balanced budget maintained neither expansionary nor contrac
onary

Smaller deBcit less expansionary (or contrac
onary)

Larger deBcit more expansionary

Smaller surplus less contrac
onary (or expansionary)

Larger surplus more contrac
onary

The Government’s es
mated underlying budget deBcit for 2021-22 of $79.8 
billion was therefore heavily dependent on these (and other) forecasts.  This 
means that if the forecasts are inaccurate (as expected), the actual budget 
outcome for 2021-22 will be diNerent to the $79.8 billion es
mate.  For 
example, if nominal GDP growth turns out to be less than the es
mated 
10 ¾ % then it will mean that government tax receipts will be lower than 
es
mated, resul
ng in a larger es
mated budget deBcit.  Overall, the 
magnitude of the diNerence between the actual and es
mated budget 
deBcit will therefore depend on the accuracy of the forecasts.

The actual movements in these key sta
s
cs for the year 2021-22 are 
contained in Table 1.2 and the Actual outcome for 2021-22 came in at $32 
billion.

Applica	on ques	ons/tasks
1. Describe how the italicised sta	s	cs contained in Table 1.2 

contributed to the actual budget outcome for 2021-22 ($32 billion) being signiBcantly lower compared to the es	mated 
budget outcome ($79.8 billion).

2. Describe how the government can or did respond to the improvement to the budget outcome you described in the 
previous ques	on.

3. Explain why nominal GDP has increased by signiBcantly more than real GDP over 2021-22.
4. Explain why nominal GDP is expected to increase by signiBcantly less than real GDP over 2022-23
5. Examine the implica	ons stemming from the wage price index growth being below growth in the CPI.
6. In the October 2022-3 Budget, the Government released a new set of forecasts for 2022-3.  The forecast growth in 

nominal GDP has been upgraded from 0.5% to 8% and the forecast growth in the wage price index has been upgraded 
from 3.25% to 3.75%.  Examine the impact that these es	mates will have had on the es	mated budget outcome for 
2022-23 and explain whether this represents a change in the structural or cyclical component of the budget.

Table 1.2 (Actual Bgures 2021-22)

Real GDP 3.6%

Employment growth 3.3%

Unemployment rate 3.5%

Consumer Price Index (growth) 6.1%

Wage price index (growth) 2.6%

Nominal GDP 12.1%

Source: ABS Na�onal Accounts/Labour Force Sta�s�cs
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However, whether changes to the budget outcome will tend to 

‘expand’ or ‘contract’ the economy from one period to the next will 

also depend on what caused the outcome to change.  This means 

we need to separate the cyclical from the structural inPuences on 

the budget outcome to determine the budgetary policy stance or 

impact of any changes to the budget outcome from one year to the 

next.   

How a larger budget surplus can be expansionary

Using a hypothe
cal example to illustrate, assume that the surplus 

in year 1 was $10B, and between years 1 and 2, the economy was 

growing strongly, causing the surplus to automa
cally rise to $20B 

in year 2.  [Note that the government has done nothing to bring 

about this change - it is automa
c.] This increase in the surplus will have occurred for cyclical reasons, without any 

changes to discre
onary budgetary policy, and it would ordinarily indicate that budgetary policy has become more 

contrac
onary (i.e. further restraining growth in AD and economic ac
vity).  However, let us now assume that, instead 

of allowing the budget surplus to increase, the government decided to reduce the surplus to $15B in year 2 via new 

spending measures or tax cuts.  In this scenario, the budget surplus has s
ll increased from $10B to $15B, but the Budget 

would be an expansionary one because it delivered a net s	mulus to AD and economic ac
vity via the tax cuts and/or 

increased spending. It this respect, a larger surplus can actually be consistent with an expansionary stance.  The same 

arguments can be reversed to highlight how a smaller surplus can be contrac
onary.

How a larger budget deBcit can be contrac	onary
 

The same logic can be applied to analysing how a higher budget deBcit could actually be consistent with a contrac
onary 

budget or a contrac
onary budgetary policy stance.  Assume now that the government delivered a deBcit in year 1 of 

$10B, and between years 1 and 2, the economy entered a downturn, causing the deBcit to automa
cally rise to $20B 

in year 2.  Again, this increase in the deBcit will have occurred for cyclical reasons, and it would ordinarily indicate that 

budgetary policy has become more expansionary.  Let’s now assume that instead of allowing the budget deBcit to 

increase, the government was concerned about government debt levels and decided to reduce this deBcit to $15B in 

year 2, via spending cuts or tax increases. In this scenario, the budget deBcit has s
ll increased from $10B to $15B, but 

the Budget would be considered a contrac
onary one because the government delivered a net contrac	on to AD and 

economic ac
vity via the tax increases and/or reduced spending. The same arguments can be reversed to highlight how 

a smaller deBcit can be expansionary, such as recent budgets in Australia (See Sec
on 8.12).

8.9 Financing a deBcit or inves	ng a surplus

Financing a de2cit

When the budget is in deBcit it means that the government needs to raise funds to Bnance the diNerence between 

receipts and outlays.  The Department of Treasury (via its subsidiary the Australian OFce of Financial Management) 

determines the amount of money required and issues Treasury bonds or Treasury notes (referred to as debt instruments) 

to raise money for the government.  The purchasers of the bonds or notes eNec
vely become lenders to the Federal 

Government and, in return, they receive interest on the bonds (or notes).  Generally, there are three types of bond 

purchasers (i.e. lenders), and the extent to which a budget deBcit 

‘expands’ an economy will ul
mately depend on who purchases the 

bonds (i.e. who lends to the government).

Selling bonds to Australian investors

Selling bonds to Australian investors (lenders) has been the most 

common form of budget Bnancing over recent years and it is the 

least expansionary method of because domes
c bond sales place 

upward pressure on interest rates as the demand for ‘money’ in 

Bnancial markets increases, resul
ng in an increase in the price of 

money – the interest rate.  These higher interest rates result in a 

crowding out of the private sector as consumers and businesses 

reduce Consump
on and Investment.  In addi
on, the higher 

interest rates may cause some local borrowers (such as corpora
ons) to borrow from the rela
vely cheaper overseas 

lenders, resul
ng in capital inPow and a higher exchange rate.  This contributes to crowding out of the external 

Study tip

The extent to which a budget de2cit crowds out the 
private or external sector ultimately depends upon 
who purchases the government bonds that are used 
to 2nance the de2cit.  If some of the bond purchasers 
reside overseas, it will result in a higher demand for the 
AUD, appreciating the dollar and reducing net export 
demand.  The greater the extent of debt 2nancing from 
overseas investors, the larger is the crowding out e�ect 
on the external sector rather than the domestic private 
sector.

Study tip

To highlight how a smaller budget de2cit can be 
contractionary, the analogy of a household is useful.  
Imagine that your parents have provided you with $100 
per week pocket money for the 2rst 2ve years of your 
schooling.  Then at the start of Year 12 they become 
concerned about their 2nances and decide to reduce 
their household de2cit by decreasing your allowance 
from $100 to $40.  While the $40 per week is still be3er 
than nothing (and expansionary in that sense), the $60 
reduction in your income reduces your spending power 
and ability to enjoy the same standard of living as in 
previous years.  In this respect, the reduced de2cit is 
contractionary. 
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sector, where Australian exporters and import compe
ng businesses lose market share.  The eNect of ‘crowding 

out’ reduces growth in AD over 
me and somewhat negates the expansionary impact of any budget deBcit.  [It is 

useful to note that recently, the crowding out eNect of budget deBcits (via higher interest rates) was less relevant 

given that Australian and global interest rates were at all-
me lows up un
l 2022.]   

Selling bonds to overseas investors

Selling bonds to overseas investors (lenders) is simply another way of saying that the Australian Government is 

borrowing from overseas to Bnance its budget deBcit.  The extent to which Treasury sells bonds in oNshore markets 

depends on the state of Bnancial markets and the conBdence foreigners have in Australian ‘sovereign debt’. Any 

foreign purchases of Australian Government bonds results in capital inPow, which then exerts upward pressure on 

the value of the AUD, which once again has the poten
al to crowd out the external sector as it nega
vely impacts 

on net export demand (and aggregate demand), which reduces the expansionary impact of a budget deBcit. [The 

crowding out argument is considered later in Sec
on 8.14 in the context of weaknesses associated with the use of 

budgetary policy.]

Selling bonds to the RBA

The government selling bonds to the RBA is the most expansionary, 

and most inPa
onary way to Bnance a deBcit. This is because 

money that was previously not in the money supply (e.g. si@ng 

in the RBA’s vaults or not yet printed) is now released into 

circula
on.  This type of Bnancing has become less a feature of 

budgetary policy since the late 1980s because the government 

and the RBA were keen to have a clear separa
on of monetary 

and budgetary policies. As a consequence, the RBA is unwilling to directly fund a budget deBcit via the purchase of 

Commonwealth/Australian Government Securi	es (CGS) directly from the government.  This was again reiterated 

by the RBA Governor in late 2020 as follows:

The Board also rea4rmed the importance of the longstanding principle of separa�ng monetary policy from the 
2nancing of government. This principle has served Australia and other na�ons well. Australian governments 
are currently able to fund themselves at historically low interest rates and have retained ready access to capital 
markets. Monetary 2nancing of budget de2cits is not an op�on under considera�on in Australia.

RBA Governor (August 2020 Statement on Monetary Policy)

Budget de2cits and government (public) debt

As noted above, budget deBcits will require funding, usually in the form of 

government (public) debt via the sale of government securi
es/bonds.  This debt is 

recorded as a liability on the government’s balance sheet and the stock of debt will 

con
nue to grow over 
me if budget deBcits are handed down every year.  Growing 

levels of government debt (par
cularly when measured as a percentage of GDP) can 

be problema
c for a government as it requires the repayment of both interest and 

principal into the future and poten
ally makes the government less able to respond 

to economic shocks.  However, just like any en
ty, the crea
on of debt as a result of 

cash deBcits over 
me needn’t be a concern if the en
ty, in this case the government, 

uses the debt wisely such that it both creates economic and social returns for the 

na
on and can be adequately serviced over 
me (See Ac
vity 8b: which considers 

‘good’ versus ‘bad’ debt).

Despite this, growing levels of government debt will generally be a crude indicator of a deteriora
ng Bnancial posi
on 

of the government, heightening concerns about its risk of default (which is virtually zero for a country like Australia) and 

impac
ng nega
vely on the government’s credit ra	ng, which if downgraded (currently AAA) leads to higher borrowing 

costs and an even bigger deBcit.

There are some economists who argue that that the government’s capacity for borrowing is limitless and that history 

shows that we have a great capacity to sustain deBcits and debt for many years, as was the case a5er the huge build-up 

of government debt following the post-World War II recovery eNorts. Indeed, the same argument was put forward during 

2020, with calls for the government to deliver even greater Bscal s
mulus during the recession, despite government 

debt expected to climb above $1 trillion (see Sec
on 8.12).  Notwithstanding these arguments, recent governments have 

certainly showed a real commitment to rein in deBcits over 
me and reduce the level of government debt, which has 

been highlighted by recent Bscal strategies that focus on Bscal consolida	on (see below).  

Study tip

Over 2020-21, the RBA was intent on supporting 
2scal stimulus measures via unconventional measures 
(see Chapter 9), one of which was the purchase of 
CGS on the second-hand market.  The RBA was keen 
to highlight that this was not an example of the RBA 
2nancing the budget de2cit. Rather it was a case of the 
RBA buying up CGS that had already been purchased 
from the government by private sector lenders.
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To the extent that the government is concerned about the size of budget deBcits and growing debt, its response will 

involve future restraint in the form of higher taxes and lower government spending (unless the next boom delivers these 

outcomes automa
cally), which then have nega
ve consequences for economic and employment growth.  Accordingly, 

to avoid future pain, governments need to achieve the right balance by delivering deBcits that do just enough to achieve 

its short to medium term goals (e.g. to Bll the void in the economy when a downturn occurs) without imposing too heavy 

a burden on taxpayers and the economy in the future.  

Dealing with a budget surplus

Budget surpluses mean that the government can either invest the money in Bnancial markets (e.g. pu@ng money into 

an account held with the RBA), repay exis
ng government debt or place money into funds it established for speciBc 

purposes (such as the Future Fund, the Emergency Response Fund or the soon to be established Housing Australia Future 

Fund).  

While a deBcit tends to contribute to crowding out, a surplus tends to do the opposite and contributes to crowding in 

of the private (and/or external) sector.  A surplus means that the government becomes a net lender for that year (rather 

than a borrower) and this leads to less pressure for funds in Bnancial markets.  This should then lead to a reduc
on in 

interest rates (and/or exchange rates), which causes an increase in Consump
on and Investment (and/or Net Exports).  

This will then tend to exert upward pressure on AD and real GDP over the longer term.  

Fiscal consolida�on and the ra�onale for delivering a budget surplus

Fiscal consolida	on is a term commonly used to describe a government consolida
ng its Bnances by reducing expenditure 

and raising revenue in order to reduce the deBcit or return the budget to surplus.  The poten
al for a budget surplus to 

have expansionary eNects was briePy discussed earlier in rela
on to the downward pressure a surplus places on interest 

rates and the s
mulus (crowding in) this poten
ally provides to private sector and AD in the form of greater Investment 

and Net exports over 
me.  In addi
on, if a surplus is consistent with a smaller government sector in the economy, 

then it also has the power to ‘free up’ resources and make condi
ons more conducive for private sector investment.  

Indeed, this is one of the underpinning arguments suppor
ng the government’s Bscal strategy to achieve  improvements 

in the budget posi
on and to reduce government debt over 
me (see Sec
on 8.12). The current government notes 

that the strategy is important to ensure that it has ‘Bscal buNers to withstand economic shocks and be<er manage 

the Bscal pressures from an ageing popula
on and climate change’.  The government therefore remains commi<ed 

to achieving ‘budget repair’ and reducing the deBcit over 
me.  The arguments suppor
ng Bscal consolida
on and/or 

budget surpluses include the following points:

• It can help to buNer Australia against future economic decline as surplus funds can be saved and then spent 

when the economy requires Bscal s
mulus.

• It helps to generate greater interna
onal investor conBdence in Australian government Bnances thereby 

preserving Australia’s excellent AAA credit ra
ng and reducing the cost of future debt issues.

• It allows the cyclical component of the budget to do its job of automa
cally reducing the deBcit as the economy 

recovers.

• It allows monetary policy to be<er manage the economy (par
cularly the rate of inPa
on) as the RBA can 

loosen policy with less fear about its inPa
onary eNects.

Review ques	ons 8.6 - 8.9Review ques	ons 8.6 - 8.9

1. DeBne ‘Bscal drag’ and explain how it results in the government beneB@ng at the taxpayers’ expense.
2. Explain why an ‘actual’ budget outcome will rarely be the same as the ‘es
mated’ budget outcome for the same 

year. 
3. Explain how a budget deBcit is likely to aNect economic ac
vity in the short term.
4. Explain how a budget surplus is likely to aNect economic ac
vity in the short term.
5. Explain why a focus on the ‘discre
onary’ component of the budget provides informa
on about the stance or 

impact of budgetary policy.
6. Explain how a budget surplus might be consistent with an expansionary budgetary policy stance.
7. Explain how a budget deBcit might be consistent with a contrac
onary budgetary policy stance.
8. Outline the op
ons available to the government when deciding how to Bnance a budget deBcit. 
9. Compare and contrast ‘crowding out’ and ‘crowding in.’
10. Explain why the exchange rate might increase when the budget deBcit increases in size and examine how this could 

aNect Net exports in Australia.
11. Apart from ‘crowding out’, describe how deBcits can be harmful to longer term rates of economic growth. 
12. Outline how a budget surplus might have a posi
ve inPuence on future rates of economic growth.
13. DeBne Bscal consolida
on and discuss one economic beneBt linked to Bscal consolida
on or budget repair.
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 8.10 How the budget is used to assist in the achievement of 

economic goals

All budgetary policy ini
a
ves are designed to improve the way the na
on’s resources are allocated so that welfare or 

living standards are improved.  In terms of Australia’s speciBc domes
c macroeconomic goals, budgetary policy has a key 

role to play in the achieving stability in the level of domes	c economic ac	vity (also referred to as Internal Stability), 

which occurs when the following goals are simultaneously achieved:

• Strong and sustainable economic growth

• Full employment

• Low inPa
on

Stabilising the business cycle

Historically, governments used budgets to stabilise the level of domes
c economic ac
vity. During a trough in the 

business cycle, growth is low (or nega
ve) and unemployment is rela
vely high.  In these circumstances, the government 

would typically use budgetary policy in a counter-cyclical way.  It could seek to reduce the budget surplus or increase the 

deBcit via the following means:

• allow automa
c stabilisers to play their part; and/or

• implement a more ‘expansionary’ policy stance, by increasing spending and/or decreasing the tax burden, 

thereby reducing the surplus or increasing the deBcit.

This is precisely what occurred in Australia (and around the world) over recent years, as the economy entered a 

recession and the government implemented a number of discre
onary ini
a
ves, such as the coronavirus supplement 

(the temporary doubling of the JobSeeker allowance) which was added to a host of welfare payments, in addi
on to 

the wage subsidy ini
a
ves (e.g. JobKeeper and JobMaker).  These measures were supported by cyclical stabilisers, as 

budget receipts automa
cally fell (e.g. lower personal income tax receipts) and budget payments automa
cally rose 

(e.g. higher spending on income support payments as more people qualiBed for the payments). 

Similarly, during 
mes of excessive economic ac
vity, with high inPa
on, the government could use the budget to slow 

demand inPa
onary pressure.  In this situa
on, the government could:

• allow automa
c stabilisers to increase the size of the surplus and slow growth;  and/or

• implement a more ‘contrac
onary’ policy stance by decreasing spending (and/or increasing taxes), increasing 

the surplus or reducing the deBcit.

Economic

growth

Contractionary budgetary policy to restrain growth
[e.g. the govt increases taxes & reduces spending to deliver a smaller budget deficit or bigger surplus]

Expansionary budgetary policy to stimulate growth

[e.g. the govt decreases taxes & increases spending to deliver a bigger budget deficit or smaller surplus]

 Macroeconomic stabilisation role of budgetary policy

0%

Time
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Ac	vity 8e: Ac	vity 8e: The changing role of Budgetary policyThe changing role of Budgetary policy

During the period of the Howard Liberal Government in Australia (1996 – 2007), 
the stabilisa	on role of budgetary policy became increasingly irrelevant.  Heavily 
inPuenced by Department of Treasury advice, the government preferred to leave 
the stabilisa
on role of policy to the RBA (i.e. monetary policy).  While ‘automa
c 
stabilisers’ were allowed to change the budget outcome over the economic cycle 
(e.g. accep
ng deBcits during downturns) and budgets did include discre
onary 
measures that could help to s
mulate or restrain economic growth, the budget 
was not overtly used to manipulate the business cycle.  Instead, its primary focus 
was to reallocate resources to areas of na
onal best interest.  This included 
hundreds of ini
a
ves, such as addi
onal funding for defence and counter 
terrorism, the provision of addi
onal childcare places, hospital and public 
transport provision, prison funding, etc.

The role of budgetary policy has changed since 2007, with the stabilisa
on role of budgetary policy becoming much more evident 
during the Global Financial Crisis (GFC) of 2008, with the then government delivering expansionary budgetary policy which 
helped Australia to avoid a technical recession. Indeed, the government’s medium-term Bscal strategy to achieve budget surplus 
on average over the cycle accepts the stabilising role of deBcits during downturns and surpluses during periods of strong growth.  
This is no more evident than in 2020, when the government used budgetary policy to help the economy to emerge from the 
deepest recession experienced since the 1930s.

The ways the government can use the Budget to assist with internal stability (simultaneous achievement of economic growth, 
full employment and low inPa
on) include a host of measures on both the income and expenditure sides of the Budget, such 
as reduc
on in income tax rates and structural increases in welfare expenditure. The government can also employ supply side 
ini
a
ves (covered in Chapter 10) that aim to boost the na
on’s aggregate supply in an eNort to li5 economic growth, reduce 
inPa
on and create employment.  For example, measures to boost par
cipa
on, popula
on and produc
vity fall into this 
category. 

With respect to equity in the distribu	on of income the budget is used extensively to improve the ini
al distribu
on of income 
as well as the Bnal distribu
on of income.  For example, government expenditure on training and educa
on is partly designed to 
improve the ability of low income groups (such as welfare recipients) to earn higher ini
al incomes.  Similarly, the progressive tax 
system and welfare payments are designed to ‘redistribute’ incomes in a way that makes the ‘Bnal’ distribu
on of income more 
‘equitable.’ [Knowledge of how the government uses the Budget to achieve greater equity was dealt with in VCE Unit 2 Economics 
and is no longer part of Unit 3 or 4 Economics.]  

It should always be remembered that every budgetary policy measure should be designed to improve Australian living standards.  

Ques	ons/tasks
1. What is meant by the stabilisa	on role of policy? In your answer refer to the business cycle.
2. Brie;y outline the role played by budgetary policy prior to 2007.
3. Explain how and why the role of budgetary policy changed aGer 2007.
4. DeBne a technical recession and describe how the use of the budget may have helped Australia to avoid a technical 

recession during the GFC.
5. Explain why the wording of the government’s Bscal strategy implies that the Budget can be used to assist with economic 

stabilisa	on.
6. DeBne internal stability and describe how the Budget might be used to achieve internal stability.
7. Explain whether the Budget has a role to play in redistribu	ng income.

Budgetary policy and low inGa�on

The problem of high inPa
on is primarily tackled by the RBA.  

However, budgetary policy will generally be framed with some 

considera
on given to the likely inPa
onary impact.  Generally 

speaking, budgetary policy can assist the RBA in a number of ways:

• The government can decide to increase the size of the structural 

surplus or reduce the size of the structural deBcit rela
ve to the 

previous year in order to increase the ‘contrac	onary’ impact 

that the Budget is likely to have on AD.  This should assist RBA 

eNorts to minimise inPa
onary pressure.  

• If inPa
on is largely demand-driven (i.e. excessive growth in 

AD), the government can implement speciBc policies that are 

designed to restrain growth in AD, such as higher tax rates or 

lower government spending.  While the government is unlikely 

to increase tax rates for the sole purposes of reducing inPa
on 

(unless inPa
on is very high), it may ‘bring forward’ any future 

inten
on to raise tax rates in an a<empt to assist the RBA.  Alterna
vely, it may decide to end the provision of 

certain ‘tax concessions’ that had previously been put in place to s
mulate the economy.  

 − Currently, the government is under pressure to resist the urge to con
nue with expansionary measures, 

Study tip

It is easy to make the mistake of thinking that any factor 
causing an increase in AD will be ‘bad for inBation’ per 
se.  While it is true that an increase in Investment or 
G2 will add to ‘demand inBationary pressure’ in the 
short term, this is likely to be reversed if and when the 
‘investment’ results in an increase in ‘aggregate supply’ 
or ‘productive capacity’.  For example, the decision to 
build new infrastructure (e.g. the Broadband network) 
will add to price pressures on several resources (e.g. 
raw material costs) used in the production of the new 
infrastructure.  This immediately adds to the producer 
price index (a measure of inBation for businesses rather 
than consumers) and can ultimately li1 the CPI.  But 
once the new infrastructure is fully operational (i.e. 
braodband services are in place across the economy), 
it adds to productive capacity and can exert downward 
pressure on inBation in the longer term.
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including the legislated tax cuts to come into force in 2024, which further add to the inPa
onary pressures in 

the economy.  The RBA Governor has commented, on a number of occasions, that its decisions in rela
on to 

any further 
ghtening of monetary policy will partly hinge on the nature of the government’s October 2022 

Budget. This is because if the Budget is considered to add more s
mulus to the economy, which further adds 

to demand inPa
onary pressures, then the RBA is more likely to 
ghten monetary policy. [The rela
onship 

between budgets and monetary policy is considered further in Chapter 9.]

 − The government’s focus on ‘budget repair’ in the October 2022-3 Budget was partly mo
vated by a need to 

minimise the pressure that the Budget will have on the achievement of price stability.  The Budget Papers noted 

that:

These ac�ons [e.g. expenditure restraint] will ensure that 2scal policy supports monetary policy 

e1orts to dampen inGa�on and avoid higher than necessary interest rates, and are a meaningful 

2rst step on the Government’s commitment to improve the quality of spending and repair the 

budget. 

• If inPa
on is largely supply-driven (e.g. increases in labour costs or higher energy prices) the government could 

assist by introducing supply side ini	a	ves designed to alleviate cost pressures.  This could include measures such 

as increasing the skilled migra
on intake or reducing the excise tax on petrol as it did for six months during 2022 

(see Chapter 10).  In addi
on, the government could boost Investment spending on infrastructure or capital works, 

to assist in boos
ng the na
on’s produc
ve capacity and easing capacity constraints.  Similarly, the government 

could provide private sector incen
ves to increase Investment (such as accelerated deprecia
on allowances or tax 

concessions for R&D expenditure) that can once more boost produc
ve capacity and ease inPa
onary pressure in 

the medium to longer term.

Budgetary policy and strong and sustainable growth

Generally speaking, the delivery of a budget deBcit, or an expansionary budget, is expected to assist in the achievement 

of economic growth because the government is injec
ng ‘net’ funds into the economy.  This is the typical Keynesian 

approach used in the past to good eNect as addi
onal government spending (G1 and/or G2 or transfer payments), or tax 

cuts,  s
mulates AD beyond that which would otherwise occur without the expansionary budget deBcit.  With stronger 

AD and economic growth, incomes of economic agents increase (e.g. economic growth creates jobs and addi
onal 

income to workers), which fuels further increases in AD and economic growth. The ini
al budget s
mulus therefore has 

the poten
al to mul
ply its impact throughout the economy.

As was discussed in Ac
vity 8e above, the budget has become more ac
ve in terms of demand management since 

2007-8, with governments prepared to make discre
onary changes to the Budget in order to support the opera
on 

of automa
c stabilisers and s
mulate AD and economic growth.  In addi
on, governments will use the Budget to help 

ensure that growth is  sustainable over 
me.  This includes budget measures that help to reduce inPa
onary pressures 

as well those measures covered in Chapter 3 rela
ng to market failures such as deple
on of resources and pollu
on (i.e. 

nega	ve externali	es). 

SpeciBc ini
a
ves that can also be introduced to s
mulate AD and economic growth include measures such as those 

listed below (more detail on speciBc ini
a
ves will be explored in Sec
on 8.12):

• Increased transfer payments (e.g. increased pensions, unemployment beneBts and family payments).

• Bonus ‘one-oN’ s
mulus payments to taxpayers or welfare recipients

• Personal tax cuts to increase disposable incomes and s
mulate Consump
on demand

• Business tax cuts such as a cut to company tax rates that is designed to s
mulate business Investment

• Increases to G1 or G2 spending, such as an increase in infrastructure spending

• Accelerated deprecia
on allowances to encourage greater investment in capital equipment

• Assistance to industry such as grants to help smaller businesses access export markets

• Subsidy support to businesses or industries to overcome natural disasters (e.g. droughts/bushBres) or other 

events that (temporarily) impair business performance (e.g. the eNects of COVID-19).

Budgetary policy and full employment

Budgetary policy is the primary policy weapon used to tackle the problem of unemployment.  While monetary policy 

can help to create employment by s
mula
ng AD and the economy more generally, budgetary policy has much more 

versa
lity.  The government can use the budget to s
mulate AD and create jobs at a macroeconomic level by delivering 

more expansionary budget outcomes that help to reduce cyclical unemployment.  In addi
on, it can focus on par
cular 

sectors of the economy to assist in re-training labour, helping to reduce structural unemployment, and it can devote 
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funds or resources to be<er matching job vacancies with the unemployed.  Overall, budgetary policy has the Pexibility to 

focus on par
cular unemployment concerns, whether it is structural, 

cyclical, long-term or youth unemployment.  

Each of the budgetary policy measures canvassed in the dot points 

above (rela
ng to economic growth) will tend to s
mulate AD, 

accelerate growth in real GDP and provide more macroeconomic 

beneBts to employment.  With higher output levels, some businesses 

will eventually increase their demand for labour, resul
ng in higher 

employment levels and lower levels of unemployment.  However, 

there are a number of other budgetary policy ini
a
ves that could 

be introduced to directly increase employment or reduce the 

unemployment rate.  These employ a more microeconomic focus and 

include measures like:

• Mutual obliga
on programs that require those receiving  unemployment beneBts to undertake certain programs

• Increased funding for be<er job placement

• Funding for the unemployed to start businesses

• Increased expenditure on training and educa
on

• A general wage subsidy to ensure that businesses retain employees during a downturn 

• Subsidies to businesses to take on par
cular types of 

job seekers, such as older Australians, the longer-term 

unemployed or younger Australians

• Welfare to work ini
a
ves.

Many of the above measures can increase the demand for labour 

by improving the skills or employability of the unemployed, 

thereby helping to increase employment and reduce structural or 

hard-core unemployment.  Once re-skilled, these individuals are a 

more a<rac
ve employment proposi
on, helping to increase the 

demand for labour, boos
ng employment and reducing the rate 

of unemployment.

However, budgets have also been used to boost par
cipa
on rates (or the supply of labour) in order to tackle the 

problems associated with skill shortages or an ageing popula
on.  This is likely to have a posi
ve impact on employment 

over 
me.  With a larger labour supply, downward pressure is exerted on the price of labour (such as wages) and exis
ng 

employees are likely to raise their work intensity in light of greater compe

on for jobs.  With downward pressure 

on real unit labour costs, greater price discoun
ng can occur, easing inPa
onary pressure and contribu
ng to greater 

AD and real GDP.  Accordingly, businesses are likely to increase their demand for labour, resul
ng in a higher level of 

employment and a lower level of unemployment over 
me. [These types of ini
a
ves are supply side in nature and are 

covered more fully in Chapter 10.]

Ac	vity 8f: Ac	vity 8f: Purpose of BP ini
a
ves?Purpose of BP ini
a
ves?
For each of the budgetary policy ini
a
ves below, shade the appropriate box(es) to iden
fy whether each is intended to s
mulate 
eco growth, decrease inPa
on or reduce unemployment (U/E).  The Brst one has been done for you.

EventEvent ↑↑

 Eco growth Eco growth

↓ ↓ 

inflationinflation

↓ ↓ 

U/EU/E

The government reduces income tax rates

A large increase in the discre
onary budget deBcit

Increased expenditure on training and educa
on

Increased spending on telecommunica
ons infrastructure

Lower company tax rates

Subsidies to farmers suNering from drought condi
ons

Mutual obliga
on requirements for unemployment payments

Reducing the rate of some business taxes

An increase in the discre
onary budget surplus

Accelerated deprecia
on allowances on the purchase of machinery

Study tip

Don’t be confused by the fact that budgetary 
policy is referred to as a ‘macroeconomic demand 
management policy,’ yet it includes measures that 
have a microeconomic focus, such as those above.  This 
highlights a strength of budgetary policy in terms of its 
ability to assist with the achievement of government 
goals at both the micro and macro levels.
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8.11 Budgetary policy and living standards

As noted at the beginning of this chapter, the overriding objec
ve of budgetary policy is to improve the welfare or living 

standards of all Australians, or to achieve the most e8cient alloca	on of the na	on’s resources.  Every single budgetary 

policy ini
a
ve is designed with this express purpose, with the possible excep
on of ini
a
ves that are subject to 

poli
cal pandering or ‘vote buying,’ where the government may alter the design of a par
cular ini
a
ve in order to 

appease par
cular interest groups or maintain its grip on poli
cal power.  

The use of budgetary policy measures to assist in the achievement of the government’s economic goals can really be 

considered intermediate goals or objec
ves.  This is because the achievement of these goals should ul
mately result 

in be<er living standards for Australians over the longer term.  In this respect, a cut in tax rates to li5 economic growth, 

an increase in training expenditure to reduce structural unemployment, or an increase in the low income tax oNset to 

improve equity, are all ini
ated because governments believe they will enhance average living standards for Australians.  

There are also a whole host of budgetary policy measures that are not speciBcally targeted at one of the economic goals 

we examined in Unit 3.  Instead, they are more directly seeking to cause a realloca	on of our resources to areas of 

na
onal best interest, which by deBni
on, is designed to improve na
onal living standards.  In Chapter 3, market failures 

and government interven
on were explored in some detail.  Many instruments that are used to rec
fy these market 

failures are delivered through the budget and therefore form a key component of budgetary policy.  They include the 

following:

• funding for the provision of public goods like defence and prisons

• funding for a range of other services that would be underprovided in a free market, including those 

related to aged care, disability support, or funding to address the housing aNordability problem

• the provision (or support) of goods with posi
ve externali
es in consump
on (such as educa
on and 

health services)

• the provision (or support) of goods with posi
ve externali
es in produc
on (such as tax concessions 

for R&D expenditure and subsidies for businesses inves
ng in renewable energy)

• taxes on goods with nega
ve externali
es in consump
on (such as excise on tobacco or alcohol)

• taxes on goods with nega
ve externali
es in produc
on (such as a carbon tax or permits)

• the establishment of a public sector monopoly such as Australia Post

• funding for bodies like the Australian Consumer and Compe

on Commission and the Australian 

Securi
es and Investments Commission.

Every one of these measures will result in the na
on’s resources moving around from one ac
vity to another so that our 

living standards (material and/or non-material) are ul
mately enhanced. 

Ac	vity 8g: Ac	vity 8g: Group ac	vity  [Budgetary policy and living standards]Group ac	vity  [Budgetary policy and living standards]

Australia’s living standards are enhanced by the use of budgetary policy.  This includes 
budget measures to protect or increase the purchasing power of households (e.g. 
income support) which helps to increase our collec
ve  standard of living  in material 
terms.  In addi
on, there a host of government budget measures that help to boost our 
standard of living that cannot be measured in material terms.  This includes funding that 
helps to preserve the natural environment or funding to help make the na
on feel more 
secure in a world where there is an increased threat of terrorism.

Work in groups of two or three.  Each group is required to write a brief report 
discussing how Bve of the measures listed below are likely to improve Australian 
living standards.  Ensure that all of the measures numbered 1 - 15 are covered by the 
class, if possible.

1. The re-introduc	on of a carbon tax (tax on carbon pollu	on)
2. The introduc	on of a gambling tax
3. An increase in the tax on tobacco
4. An increase in expenditure provided for na	onal parks
5. An increase in government expenditure to tackle mental illness
6. Subsidies for the installa	on of solar energy products in households
7. The introduc	on of a tax on ‘ready to drink alcoholic beverages’ (alcopops tax)
8. Increased spending on defence and na	onal security
9. Funding to establish Na	onal Disability Insurance Scheme (NDIS)
10. Funding to tackle Indigenous disadvantage
11. The introduc	on of a tax on sugary soGdrinks similar to the ‘sugar tax’ introduced in England during 2016
12. Increased funding for foreign aid
13. The introduc	on of a wealth tax to tackle inequality in wealth distribu	on
14. The provision of $500m to secure the future of the Great Barrier Reef
15. Refocusing Work for the Dole ac	vi	es towards disadvantaged job seekers
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Review ques	ons 8.10 - 8.11Review ques	ons 8.10 - 8.11

1. Describe how the budget is used to stabilise the business cycle over 
me.
2. Describe how the government can alter its taxes and expenditure in an eNort to reduce inPa
on.
3. Describe how the government can alter its taxes and expenditure in an eNort to boost economic growth.
4. Describe how the government can alter its taxes and expenditure in an eNort to reduce the rate of unemployment.
5. Apart from ini
a
ves referred to in the previous ques
ons, describe how the government can alter its taxes and 

expenditure in an eNort to li5 Australian living standards.

8.12 Recent budget Bgures and Bscal strategy

As discussed earlier in this chapter, when Australia experiences economic problems, such as high inPa
on and 

unemployment, it will ul
mately be rePected by a fall in average living standards.  Government interven
on will then be 

needed to repair the problems and prevent living standards from falling further.  In addi
on, the government will always 

be keen to Bnd ways of improving na
onal living standards over 
me.  The use of the government’s macroeconomic 

budgetary and monetary policies are important ‘weapons’ available to the government to achieve this end.  

In this sec
on we will focus on how budgetary policy has been used in Australia over recent years, with a par
cular 

emphasis on how recent budgets have targeted or impacted on the achievement of the government’s key macroeconomic 

goals of strong and sustainable growth, full employment and price 

stability (low inPa
on).  

       

    

The current government’s 2scal strategy

The government is legally required to outline its Bscal strategy when 

the Budget is delivered each year.  The Bscal strategy is a statement 

that outlines the Bnancial goals of the Federal Government within 

which the most recent budget is framed.  It essen
ally determines the 

contents of each Budget, which helps to ensure that the government 

manages its Bnances in a Bscally responsible, accountable and 

sustainable manner.  A Bscal strategy will also help to ensure that the government of the day delivers budgets that 

can adequately meet the government’s current and future spending commitments without placing undue pressure on 

current or future taxpayers. 

The current Bscal strategy involves a short-term focus on assis
ng monetary policy to contain inPa
onary pressures and 

then, once price stability is achieved, to focus on achieving budget repair and improving the budget posi
on over 
me 

(i.e. reducing the size of the budget deBcit over 
me).  The longer term Bscal strategy is framed around the objec
ve 

to reduce gross government debt as a percentage of GDP over 
me.  The government notes that these objec
ves will 

be achieved via sound investment that li5s economic growth and expands produc
ve capacity, combined with budget 

discipline that restrains spending growth and enhances the quality of that spending.  Importantly, the government 

highlights that achieving longer term budget repair will put:

‘the budget on a more sustainable foo�ng will ensure the Government has the 2scal bu1ers to withstand 

economic shocks and beMer manage the 2scal pressures from an ageing popula�on and climate change’
Source: Budget Paper No.1 (2022-23) Statement 3, page 75

 The government highlighted that its strategy is underpinned by the following elements:

• Allowing tax receipts and income support to respond in line with changes in the economy and direc
ng the majority 

of improvements in tax receipts to budget repair. 

• Limi
ng growth in spending un
l gross debt as a share of GDP is on a downwards trajectory, while growth prospects 

are sound and unemployment is low.

• Improving the eFciency, quality and sustainability of spending.

• Focusing new spending on investments and reforms that build the capability of our people, expand the produc
ve 

capacity of our economy, and support ac
on on climate change.

• Delivering a tax system that funds government services in an eFcient, fair and sustainable way.
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The latest Budget 2gures released in October 2022

As noted earlier, the budget is normally released in May of each year.  However, due to an impending elec
on, the 2022-

23 Budget was released in March 2022. Then, with the elec
on of a new Government in mid 2022, the decision was 

made to introduce a second 2022-23 Budget to be handed down in late October 2022.  The es
mated/projected Bgures 

from the October 2022-23 Budget papers are summarised in Table 8.2 below.        

Table 8.2:  Commonwealth Government Budget Figures

2021-22 2022-23 2023-24 2024-25 2025-26

Budget aggregates (Actual) (Es
mate) (Es
mate) (Projec
ons) (Projec
ons)

Cash outcomesCash outcomes $b$b $b$b $b$b $b$b $b$b

Cash receipts 584.4 607.2 621.4 642.8 679.0

less cash payments 616.3 644.1 665.5 694.2 728.6

Underlying cash balance -31.9 -36.9 -44.1 -51.4 -49.6

 as a % of GDP -1.4 -1.5 -1.8 -2.0 -1.8

Net cash Pows from IFAPP* -1.3 -12.7 -6.7 -13.7 -14.1

Headline cash  balance -33.2 -49.6 -50.8 -65.1 -63.7

 as a % of GDP -1.5 -2.0 -2.1 -2.5 -2.4

* Investments in 2nancial assets for policy purposes.  A negative number denotes a net cash ouYlow (e.g. expenditure on student loans or 
further investment in the NBN outweighing receipts from loan repayments or dividends from the NBN).

The Bgures from Table 8.2 reveal that the underlying budget deBcit is es
mated to rise from $31.9 billion in 2021-22 

(represen
ng 1.4% of GDP) to $36.9 billion in 2022-23 (1.5% of GDP) and the deBcit is projected to rise un
l 2025-26. 

As discussed earlier, the headline cash balance is simply the total cash received by the government less the total cash 

paid.  For 2022-23 this is es
mated to be a deBcit of $49.6 billion (or 2% of GDP).  The underlying cash balance is the 

headline cash balance, but excluding net asset purchases 

(technically referred to as cash Pows from investment in 

Bnancial assets for policy purposes) which are es
mated 

to be $12.7 billion for 2022-23.   To reconcile the headline 

and underlying cash balances, it is useful to think in the 

following terms.  The es
mated headline deBcit of $49.6 

billion would have been $12.7 billion smaller were it not 

for the expected net ouWlow of cash used to purchase 

non-Bnancial assets, such as the government’s con
nuing 

investment in the Na
onal Broadband Network (NBN) 

Company and the provision of student loans.  As discussed 

in Sec
on 8.4, these types of transac
ons are removed 

from the headline outcome because their overall eNect on 

the headline budget outcome over 
me is zero and their 

inclusion would distort the true posi
on of government 

Bnances and provide misleading informa
on about the government’s Bscal stance.   Accordingly, any net asset purchases 

(such as investment in the NBN) make the budget outcome look worse than it is in ‘underlying’ terms.  In contrast, any 

proceeds from asset sales in the future (e.g. once the NBN Company is sold to the private sector or a possible sale of 

Australia Post) will make any future budget outcome look be<er than it really is in ‘underlying’ terms. 
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Changes to the budget outcome and stance of policy over �me - a brief history

The current Bscal strategy (to achieve budget repair and improve the budget posi
on over 
me) allows both automa
c 

and discre
onary stabilisers to push the budget towards surplus in the event that the economy enters a period of 

prolonged economic expansion.  Similarly, it will allow the budget to move into deBcit when the economy experiences 

another downturn or recession.  This is exactly what occurred during 2019-20 and 2020-21, which followed a period 

where the budget deBcit con
nued to fall towards zero, which was consistent with the budget strategy at the 
me to 

achieve budget surplus on average over the economic cycle.  Chart 8.3 highlights the movement of the budget outcome 

since 2002-3.

A general period of expansionary budgets as the Government 

was keen to avoid the ongoing negative effects of the GFC

 and the global economic downturn.  It was then followed by a 

period of fiscal consolidation or ‘budget repair’ as the 

government  has been keen to return the budget to surplus

 in line with its medium-term fiscal strategy

Chart 8.3:  Underlying budget outcome 
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The movement in the budget outcome over 
me largely rePects the cyclical nature of the budget, with a strong 

surplus when the economy is going well (e.g. up to 2007-8) being replaced by deBcits when the economy enters a 

downturn (e.g. a5er 2007-8 when the economy was feeling the eNects of the Global Financial Crisis) and then returning 

‘towards’ a surplus (e.g. between 2015-16 and 2018-19) as the economy strengthened during that 
me.   These cyclical 

changes in the budget outcome are typically supported by structural changes to the budget (i.e. the implementa
on of 

discre	onary stabilisers) that further help to stabilise the economy and assist with the achievement of the government’s 

macroeconomic goals. This is no more evident than over 2019-20 and 2020-21, as the economy experienced a recession 

and the government implemented the most expansionary budgetary policy stance since the Second World War.  The 

(underlying) budget deBcit peaked at $134 billion in 2020-21 and then fell to $32 billion in 2021-22 as the economy 

entered a period of economic recovery and enjoyed the windfall gains from the highest terms of trade on record.  

The previous government was prepared to remain commi<ed to the maintenance of an expansionary stance as part of 

its COVID-19 Economic Recovery Plan un
l such 
me as the unemployment rate fell below 6%, which wasn’t forecast to 

occur un
l 2023-24.  However, with the economy recovering much faster than an
cipated over 2021 and 2022, (thanks 

in part to the ongoing eNects of expansionary budgetary and monetary policies, as well as the record growth in the terms 

of trade), the budget posi
on improved signiBcantly for cyclical reasons.  Automa
c increases in tax revenue (e.g. due to 

the growth in mining company proBts) combined with automa
c decreases in government expenditure (e.g. reduc
ons 

in JobSeeker payments as the unemployment rate fell to as low as 3.4%) to result in a large improvement in the cyclical 

component of the budget.  However, instead of allowing the windfall gains to Pow through to the bo<om line (i.e. allow 

the budget deBcit to fall even further), the government decided to increase the size of the structural deBcit (i.e. deliver 

addi
onal discre
onary stabilisers and therefore spend much or all of the windfall gains). This resulted in the 2022-23 

Budget being expansionary on two counts:

1. The budget deBcit has increased in size (albeit marginally)

2. The cyclical reduc
on in the deBcit was negated by the structural increase in the deBcit to result in a larger 

structural deBcit.

The inPuence of cyclical and structural factors on the budget outcome can be seen in the Chart 8.4 that has been re-

produced from the October 2022-23 Budget Papers.
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Chart 8.4

Cyclical and structural eHects on Budget outcomes

The ongoing size of ‘structural deBcits’ over the forward es
mates highlights the growing strain on government Bnances, 

owing to factors such as an ageing popula
on, which impacts nega
vely on revenue growth (as the size of the working 

popula
on falls), as well as growth in health care expenditure (including greater funding for disability support).  In 

addi
on, pressure on government expenditure will stem from the transi
on towards renewable energy as well as the 

need to shore up Australia’s defence budget during a period of growing geopoli
cal tensions. 

As noted earlier, the current government has commi<ed to achieving a sustainable budget posi
on over 
me such 

that the growth in the structural budget deBcit is contained and budget repair is achieved.  It has therefore commi<ed 

to ‘banking’ most of any future windfall gains that come from cyclical improvements to the budget outcome, which 

could see the budget return towards surplus in the event that the pace of economic recovery in the period ahead is 

faster and more pronounced than expected. If this occurs, the government will further consolidate the budget (Bscal 

consolida	on) and focus on reducing (growth in) public debt.

It is also important to remember that the expansionary or contrac
onary nature of any par
cular budget will also depend 

on how the state governments are likely to respond to par
cular Commonwealth budget measures.  For example, if the 

government implements budget cuts rela
ng to health and educa
on spending it may result in the need for greater 

state government spending on health and educa
on.  To prevent a deteriora
on in their respec
ve budget posi
ons, the 

state governments might decide to raise state taxes, such as payroll tax. In this respect, the overall economic impact of 

Commonwealth budget measures cannot be determined in isola
on.  Note that increased pressure on state government 

budgets has raised the possibility of an increase in the GST in the future.  While the GST is enacted by Commonwealth 

government legisla
on, it is regarded as a ‘states tax’ as all of the GST proceeds are returned to state governments.

 

A focus on automa�c stabilisers and discre�onary stabilisers over recent years

We learned above that the budget outcome moves over 
me in response to the opera
on of both automa	c and 

discre	onary stabilisers.  This is another way of saying that the budget outcome will change for both cyclical and 

structural reasons.  For example, during 2020 we know that the Australian economy entered a downturn and experienced 

a recession (i.e. it moved to the trough in the business cycle).  This necessarily caused a cyclical increase in the budget 

deBcit as government revenues/receipts (e.g. income tax revenue) automa
cally fell and government expenses/

payments (e.g. income support payments) automa
cally increased.  In this respect, it is an example of the way that ‘the 

economy’ impacts on the budget.  However, it also rePects the way that the budget is speciBcally designed to assist with 

economic stabilisa
on over 
me.  For example, the automa
c reduc
on in income taxes and increase in income support 

payments over 2020-21 actually assisted in economic recovery for two important reasons:

• Workers automa
cally moved into lower tax brackets as their incomes fell, which reduced their tax burden 

(because their a5er-tax/disposable income fell by less than their pre-tax/gross income) and helped to support 

household spending.
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• Those who experienced either a substan
al drop in income as a consequence of becoming unemployed, or (in 

some cases) underemployed, automa
cally became eligible for income support payments (e.g. unemployment 

beneBts) which further helped to support household spending.

As noted in Sec
on 8.5, when determining the size of the structural component of the budget over recent years, the 

government excluded the cost of the temporary COVID-19 s
mulus measures that were introduced over 2020-21. This 

means that the temporary s
mulus measures, such as JobKeeper and the one-oN cash bonuses to welfare recipients, 

were not considered part of the structural component of the budget, despite the fact that they involved discre
onary 

changes to receipts and outlays.  In other words, the government decided to isolate the following three major factors 

inPuencing the budget outcome over recent years:

• Cyclical factors (e.g. the inPuence of changes in commodity prices)

• Temporary factors (e.g. JobSeeker allowance)

• Structural factors (e.g. addi
onal spending on aged care)

This allowed the government to highlight that the rela
vely high budget deBcits over recent years were Bnancially 

responsible and that there was a generally favourable movement in the structural budget balance over that 
me. Once 

again, this can be seen in Chart 8.4 above, which show that the large budget deBcits during COVID-19 were primarily 

driven by temporary factors (the green bars) and the structural budget balance (the brown bars) actually fell (and 

became posi
ve) between 2019-20 and 2022-23. 

The growth in the structural budget deBcit between 2021-22 and 2022-23 highlights that the stance of the most recent 

2022-23 Budget was expansionary. In Sec
on 8.13 later in this chapter, we will focus on on some of the speciBc measures 

that will inPuence the achievement of the government’s macroeconomic goals.  In Chapter 10, we will further explore 

the budgetary policy supply side ini
a
ves. 

The budget de2cit and Commonwealth Government debt over recent years

As discussed in Sec
on 8.9, budget deBcits need to be Bnanced. In Australia, budget deBcits are Bnanced primarily 

through the sale of Australian Government Securi	es (AGS), which are also known as Commonwealth Government 

Securi	es (CGS). These AGS are typically made up of Bnancial instruments referred to as Treasury bonds/notes (or 

government bonds), where the purchasers of the bonds/notes (referred to as bondholders or noteholders) become 

lenders to the government.  An increase in the total volume of AGS or bonds on issue means that gross government 

debt levels will be higher.  

The most recent budget papers reveal that the total value of AGS on issue (i.e. gross government debt) was $895 billion 

as at 30 June 2022 and is es
mated to rise to $927 billion by the middle of 2023.  Given the con
nuing budget deBcits 

that are expected into the future, it is es
mated that gross government debt will increase to more than $1.16 trillion by 

2025-26. However, once we take away the government’s holding of lending or Bnancial assets (e.g. loans provided by 

the government or the government’s ‘ownership’ of bonds or securi
es), the es
mated Net Government Debt (NGD) is 

somewhat lower – at $516 billion as at the middle of 2022 and an es
mated $767 billion by 2025-26.  

Chart 8.5 highlights the rela
onship between budget deBcits and NGD.  Even prior to the arrival of the COVID-19 induced 

recession of 2020, the government’s budget had been in deBcit since the Global Financial Crisis of 2008.  While the 

deBcit was ge@ng progressively smaller in the Bve or so years leading into 2019-20 (which was consistent with the 

government’s determina
on to achieve Bscal consolida
on) it necessarily added to the size of net government debt 

(NGD), with it climbing to approximately $374 billion by the middle of 2019.  Towards the end of 2019, the government 

was an
cipa
ng a return to surplus (of $6.1 billion) for the 2019-20 year, which would have ul
mately resulted in the 

size of NGD falling into the future.  However, the 2020 recession resulted in very large budget deBcits between 2019-20 

and 2020-21 that resulted in NGD climbing by more than $200 billion over two years.
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It is important to note that a high debt level needn’t be a problem.  As we learned earlier, whether it is household debt, 

business debt, or government debt, debt only becomes a problem for an en
ty if the funds that have been borrowed 

have not been put to ‘good’ use.  Provided that government expenditure has been produc
vely employed in the economy 

(e.g. invested in infrastructure that helps to boost the na
on’s produc
ve capacity or been used, as it was during the 

2020 COVID-19 crisis, to reduce the poten
al for long-term damage to the economy and living standards of a prolonged 

recession), then high debt levels needn’t be a problem so long as the government is able to adequately service (i.e. 

repay) the debt without placing strain on the economy (in the future).  Indeed, some of the government debt has 

eNec
vely been invested in a number of key government assets that will help to deliver beneBts into the future. This 

includes the government’s investment in the NBN and the Clean Energy Finance Corpora
on as well as funds established 

for speciBc purposes, such as the Asset Recycling Fund (which provides state governments with incen
ves to invest in 

infrastructure) and the Future Fund (to help fund the government’s superannua
on liabili
es into the future).  

Even before the obvious need for economic s
mulus 

during the recession of 2020, the value of deBcits and debt 

was referred to in a 2016 speech that remains relevant 

today.  The outgoing RBA Governor, Glenn Stevens, 

highlighted the reduced eNec
veness of monetary 

policy compared to previous periods when household 

debt levels were considerably lower (see Chapter 9).  He 

referred to the capacity for the government to use budget 

deBcits in the event that the economy required a s
mulus 

to aggregate demand. No
ng the low level of ‘public debt’ 

rela
ve to ‘household debt’ (at the 
me), he talked of 

the importance of government ‘investment’ or ‘capital’ 

spending to the economy and clariBed that an increase 

in public debt will only be problema
c if it has been used 

to Bnance ‘recurrent’ (i.e. consump
on) spending as 

opposed to ‘capital’ (i.e. investment) spending.  

The current RBA Governor, Philip Lowe, has repeated these sen
ments over recent years, ci
ng the need for Bscal policy 

to do more of the ‘heavy li5ing’ given that the use of conven
onal monetary policy was becoming more limited in terms 

of its ability to support the economy (see Chapter 9).  Even before COVID-19, the current RBA Governor was encouraging 

the then-government to take advantage of low interest rates by borrowing in Bnancial markets to fund investment in 

large-scale infrastructure projects.  Of course, the arrival of COVID-19, and the recession, obviated the need for the 

government to borrow heavily in order to support the economy.  The government became less concerned about debt 

and more concerned about repairing the damage to the economy.  A key idea behind this thinking was that the longer 

a recession was allowed to persist, the deeper the damage to the economy through ‘scarring’ of the labour market via 

persistent, high unemployment.
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The adop
on of a very expansionary monetary policy stance by the RBA (and other central banks) up un
l the middle of 

2022 resulted in the lowest interest rates ever recorded.  This meant that the government could aNord to borrow more 

heavily (as interest repayments were negligible) without any real concern that budget deBcits would ‘crowd out’ private 

sector investment.  

The ensuing expansionary budgetary (and monetary) policy stances during this 
me contributed to the already moun
ng 

(cost) inPa
onary pressures in late 2022 that saw inPa
on rise above 7%, well above the top end of the RBA’s target 

range.  This caused the RBA to focus on the need to reduce inPa
onary pressures, adop
ng a less expansionary monetary 

policy stance via an increase in the target cash rate to 2.6% by October 2022 and the expecta
on of further monetary 

policy 
ghtening over 2023. [See Chapter 9.]

Ac	vity 8h: Ac	vity 8h: The most recent budget forecasts and the implica	ons The most recent budget forecasts and the implica	ons 

The adjacent table contains the most recent budget forecasts 
for key economic variables upon which the budget Bgures 
are predicated.  Carefully analyse the table and answer the 
following ques
ons.

Applica	on ques	ons/tasks
1. Describe what is expected to happen to the Australian 

economy over 2023-24.  Use at least two of the 
sta	s	cs contained in the table to illustrate your 
response.

2. Dis	nguish nominal GDP from real GDP and provide 
an explana	on for the diHerence in the forecasts for 
both variables over both years covered in the table.

3. Describe what would happen to both the actual 
budget outcome and the size of gross government 
debt if the terms of trade rose in 2022-23 and 2023-24.

4. Explain whether the change in the budget outcome referred to in the previous ques	on will be cyclical or structural in 
nature.

Forecasts for key Bgures 2022-23 2023-24

Real GDP 3.25% 1.5%

Terms of Trade -2.5% -20%

Unemployment rate 3.75% 4.5%

Consumer Price Index (growth) 5.75% 3.5%

Wage price index (growth) 3.75% 3.75%

Nominal GDP 8% -1%

Source: BP No. 1 Statement 2

Review ques	ons 8.12Review ques	ons 8.12

1. Explain what is meant by the Bscal strategy.

2. Iden
fy how the government changed the strategy in 2022 and explain why it changed the strategy in this way.

3. Explain whether the current Bscal strategy is consistent with the economic stabilisa
on role of Bscal policy.

4. Iden
fy the budget outcomes for 2021-22 and 2022-23 in both headline and underlying terms and account for the 

diNerence between these two outcomes.

5. Explain why the underlying cash balance is mostly used by economic commentators when repor
ng budget 

Bgures.

6. Referring to Table 8.2, explain how the actual underlying budget deBcit for 2022-23 will diNer from the es
mated 

deBcit if economic growth for 2022-23 is higher than the forecast 3.25% and unemployment is lower than the 

forecast of 3.75%.

7. Referring to Chart 8.3, describe the movement in the es
mated/projected budget outcome from 2020-21 and 

outline whether this is consistent with the government’s current Bscal strategy.

8. Discuss whether the budgets for 2020-21 and 2021-22 were contrac
onary or expansionary.  

9. Provide evidence to support the asser
on that the 2022-23 Budget was expansionary.

10. Dis
nguish ‘Gross Government Debt’ from ‘Net Government Debt’.

11. Refer to Chart 8.5 and describe the trend movement in Net Government Debt since 2006-7.

12. Describe the rela
onship between a budget deBcit and ‘Net Government Debt’.

13. Discuss whether an increase in Government Debt (or public debt) is problema
c for Australia.  In your answer, 

refer to both current and capital spending as well as very low rates of interest around the world.

14. Explain why a decrease in the size of the budget deBcit will not lead to a decrease in the value of government 

debt.

15. Explain why the budget moved from close to budget balance in 2018-19 to a large deBcit in 2019-20.  In your 

response, refer to automa
c and discre
onary stabilisers.
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8.13   SpeciBc budgetary policy ini	a	ves over the past two 

years and the impact on macroeconomic goals
This sec
on will now focus on a selec
on of budgetary policy ini
a
ves that have been announced over the past two 

years and highlight how each of these ini
a
ves is likely to impact on the achievement of the government’s domes
c 

macroeconomic goals of strong and sustainable growth, full employment and low inPa
on.

Personal tax cuts

Over successive budgets, the government has eased the personal tax burden for some income earners by implemen
ng 

the ‘Personal Income Tax Plan’.  The Plan involves signiBcant reduc
ons in individual income tax rates in a number 

of stages, with the third and Bnal stage to be implemented in 2024-25.  The government at the 
me claimed that it 

represented an a<empt to make the tax system simpler and fairer, and one which ‘rewards working Australians’ and 

protect Australians from bracket creep.  The changes resulted in higher Low and Middle Income Tax OHsets, higher 

income thresholds applying to the 19% and 32.5% tax brackets and the eventual removal of the 37% tax bracket from 

July 2024.  The 45% marginal rate is to be retained for those earning more than $200,000. The government claimed that 

when the Plan is fully implemented by 2024-25, around 95 per cent of taxpayers will face a marginal tax rate of 30 per 

cent or less. [See Ac
vity 8k which examines the viability of the Stage 3 tax cuts and the connec
on to weaknesses of 

budgetary policy.]

This ul
mately means that disposable incomes for the average full-
me wage earner in Australia will rise, helping to 

s
mulate Consump
on, and AD, which in turn will help to increase the rate of  economic growth.  Higher rates of growth 

will in turn help to increase the derived demand for labour, contribu
ng to employment growth and reducing the rate of 

unemployment towards the full employment level (of approximately 4.25%).  Under normal circumstances, personal tax 

cuts will typically contribute to inPa
onary pressures and make it more diFcult for the RBA to achieve the low in;a	on 

goal (of 2-3% growth in the CPI on average over 
me). This is one of the arguments for delaying (or repealing) the Stage 

3 tax cuts (legislated for commencement in 2024) as they will increase inPa
onary pressures during a period when 

inPa
on might s
ll be above the top end of the RBA’s target range.

Business tax changes

There have been a number of changes to business taxes over the past few budgets, with the most recent changes 

ini
ated to increase incen
ves for business investment.  These include:

• A Technology Investment Boost for small businesses via a 120% tax deduc
on on business expenses that support 

digital uptake

• A Skills and Training Boost for small businesses via a 120% tax deduc
on on the cost of external training courses

• Reducing the corporate tax rate for small and medium sized companies, from 30% to 25% 

• Extension of the temporary full expensing (instant asset write oH) of business assets for an addi
onal year un
l 30 

June 2023

To the extent that businesses use the funds generated from the above tax cuts/concession to increase innova
on and/

or invest in produc
vity enhancing capital items, such as more ‘high tech’ equipment or machinery, the tax cuts have 

the poten
al to incen
vise Private Investment, increasing AD, boos
ng economic growth and employment, and helping 

to achieve the full employment goal. Once the ‘supply side’ beneBts start to materialise, it should exert downward 

pressure on in;a	on in the long term and assist with low inPa
onary (sustainable) economic growth.  [These supply side 

beneBts are examined more fully in Chapter 10.]

Government (infrastructure) Investment

In the most recent budget, the government has honoured previous government commitments to deliver a substan
al 

infrastructure investment to support economic growth and improve the long-term produc
ve capacity of the economy.  

It established a $120 billion 10-year infrastructure investment pipeline.  The government is providing $8.1 billion to 

deliver on key infrastructure projects including the Suburban Rail Loop East in Melbourne, the Bruce Highway and other 

important freight highways.  The government is also inves
ng $150.0 million to upgrade regional airports and their 

precincts, including in Hobart ($60.0 million), Launceston ($35.0 million) and Newcastle ($55.0 million), expanding their 

capacity for freight and passengers.

The High Speed Rail Authority is being established to provide independent advice to governments on planning and 

delivering a high speed rail network between Brisbane and Melbourne. An ini
al $500 million investment will support 
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planning and corridor works for the Sydney to Newcastle sec
on of the network.

Digital infrastructure is a key produc
vity enabler.  Modernising Australia’s digital infrastructure will ensure no one is le5 

behind and enable Australia to seize the opportuni
es of the digital economy. The government is improving connec
vity 

by upgrading and boos
ng NBN speeds, delivering be<er mobile coverage on roads and improving connec
vity in 

regional communi
es and on farms.

 Examples of infrastructure projects underway or recently completed include:

• The Monash Freeway upgrade

• The Shepparton and Warrnambool rail upgrades

• The Melbourne M80 Ring Road upgrade

• The Melbourne-Geelong fast rail project.

Other examples of speciBc government infrastructure ini
a
ves announced in recent budgets include:

• Spending $7B in ‘transforma
onal infrastructure to help Australia push into new fron
ers of produc
on and growth’, 

including infrastructure that unlocks the Northern Territory’s exports through Darwin’s gateway to Asia

• Addi
onal spending of $17.9B commi<ed to road, rail and community infrastructure projects across Australia, 

including $3.1B for the Melbourne intermodal terminals that are designed to boost produc
vity and take trucks oN 

Victorian roads as well as $3.7B for faster rail projects in NSW and QLD.

• Spending an addi
onal $812M on the new Connec
ng Regional Australia ini
a
ve that is designed to address 

mobile blackspots and improve the overall resilience of Australia telecommunica
ons infrastructure

While infrastructure investment will be considered in Chapter 10 (Aggregate Supply Policies), the long term beneBts 

to aggregate supply will be supported by the shorter term beneBts that stem from growth in Government Investment 

demand (i.e. the G2 component of AD) as well as private sector Investment (i.e. the I component of AD), par
cularly 

given that some of the infrastructure projects are delivered through public/private partnerships.  A higher level of G2 

(and I) will s
mulate AD, economic growth and help to reduce the rate of unemployment as workers are required to 

work on the infrastructure projects.  However, the investment will indeed contribute to in;a	on (in the short term), but 

this should be reversed over 
me as the supply side beneBts (e.g. a larger produc
ve capacity) result in a longer term 

reduc
on in inPa
on and the associated boost to economic growth and employment (see Chapter 10). 

Ini	a	ves to directly reduce unemployment

While the ini
a
ves referred to above will help to increase the derived demand for labour, the government will typically 

introduce other ini
a
ves that deliberately target unemployment. For example, during and since the recession of 2020, 

the government introduced a number of ini
a
ves that were speciBcally designed to prevent the unemployment rate 

from climbing to unacceptable levels.  These measures will typically work to improve the supply side of the economy 

and will also be covered in Chapter 10.

• The JobKeeper wage subsidy to approximately six million workers who received a Pat payment of $1,500 per 

fortnight through their employer, before tax. The ini
a
ve was designed to keep Australians in jobs and was open to 

businesses that experienced a signiBcant drop in revenue (more than 30%) caused by the coronavirus. The payment 

was designed to provide the equivalent of around 70 per cent of the na
onal median wage and helped to ensure 

that eligible employers and employees remained connected during the recession. The scheme ended in March 

2021.

• The JobMaker Hiring Credit (which is eNec
vely another wage subsidy) was designed to provide incen
ves for 

businesses to employ young Australians.  The Credit was available to employers for each new job they created for 

which they hire an eligible young person. For each eligible employee, employers received $200 a week if they hired 

an eligible young person aged 16 to 29 years; or $100 a week if they hired an eligible young person aged 30 to 35 

years. The scheme ended in October 2022.

• The JobTrainer Fund (which was part of the JobMaker Plan) involved the establishment of the $1 billion Fund that 

was designed to support up to 340,700 addi
onal free or low-fee training places in areas of genuine need to help 

upskill and retrain job seekers and young people, including school leavers. The scheme is expected to end at the 

end of 2022.
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More recent ini
a
ves, introduced since the 2020-21 Budget, include:

• A Skills and Training Boost for small businesses via a 120% tax deduc
on on the cost of external training courses

• A further investment of $2.8 billion over Bve years to upskill appren
ces (including the development of the new 

Australian Appren	ceships Incen	ve Scheme)

• Spending $46.8m to establish the ReBoot scheme that is designed to create a pathway to employment and training 

for young Australians at high risk of becoming long term unemployed.

These types of government ini
a
ves helped to prevent unemployment from climbing to excessive levels. [Indeed, the 

rate of unemployment would have climbed towards 15% during 2020 were it not for the government wage subsidy that 

ensured employers were able to keep employees ‘on the books’.]  In addi
on, the other ini
a
ves help to decrease the 


me that young Australians remained in the pool of unemployed by either making them more a<rac
ve to poten
al 

employers (thereby increasing the demand for labour) or by increasing the opportuni
es for young Australians to 

become self-employed (e.g. via JobTrainer).  As a consequence, the unemployment rate fell over 
me to as low as 3.4% 

during 2022, ensuring that Australia achieved the goal of full employment during 2022. [To the extent that the ini
a
ves 

men
oned above operate on the ‘supply side’, they will be re-examined in Chapter 10.]

Other miscellaneous budget ini	a	ves helping to s	mulate economic ac	vity

Since 2020-21, the government also introduced several other ini
a
ves that supported the economic recovery from the 

recession of 2020.  These include:

• Modernising the Paid Parental Leave scheme by increasing the number of weeks available to families to 26 weeks in 

2026. A new investment of $531.6 million to expand the Paid Parental Leave Scheme will provide addi
onal support 

to families and advance gender equality. It will also further support produc
vity and par
cipa
on, providing an 

addi
onal economic dividend (See Chapter 10)

• A $250 cash payment for eligible pensioners and welfare recipients in 2022

• The crea
on of a $2.2B University Research Commercialisa
on Ac
on Plan Devoted to research in clean energy, 

medical products, defence and other high priority manufacturing areas

• Inves
ng a further $328M in the pre-announced Modern Manufacturing Strategy that supports manufacturers in 

high-value and high-priority areas encouraging the adop
on of innova
ve and new technologies

• Inves
ng $200M in the Regional Accelerator Stream of the Supply Chain Resilience Ini
a
ve that will assist regional 

businesses to address supply chain vulnerabili
es as well as addi
onal funding for the CSIRO

• Commi@ng $56M to support women entering a greater array of occupa
ons, Including trade occupa
ons and Belds 

within STEM (Science Technology Engineering and Maths)

• Spending $60 million on the Tourism Marke
ng Recovery Plan to a<ract more interna
onal tourists to Australia

• Spending $76 million on the Consumer Travel Support Program that provides assistance to travel agents and tour 

arrangement service providers (helping them to respond to rising demand for interna
onal travel)

• Commi@ng to an increase in the lending capacity of the Na
onal Housing Finance and Investment Corpora
on 

(NHFIC) in order to increase the supply of aNordable dwellings for vulnerable Australians

• Expanding the government’s Home Guarantee Scheme (HGS) by 50,000 places to support Brst home buyers in their 

quest to enter the housing market

• Spending an addi
onal $6B on disaster relief in rela
on to the Poods in parts of QLD and NSW

To the extent that any of these ini
a
ves also s
mulate economic growth on the supply side, they will be examined 

further in Chapter 10. 

Examples of ini	a	ves designed to boost living standards

As we learned in Sec
on 8.11, the overriding objec
ve of budgetary policy is to improve the welfare or living standards 

of all Australians, or to achieve the most eFcient alloca
on of the na
on’s resources.  Examples of ini
a
ves announced 

in the recent budget that are speciBcally designed to achieve a more eFcient alloca
on of resources (or boost living 

standards more generally) include the following:

• Implemen
ng a housing reform agenda to deliver more aNordable homes (See Ac
vity 8i)

• Inves
ng $1.7 billion to support implementa
on of the new Na
onal Plan to End Violence Against Women and 

Children 2022–32

• Inves
ng $4.6 billion to increase Child Care Subsidy rates to make early childhood educa
on and care more 

aNordable for eligible Australian families (See Chapter 10)
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• Rewiring the Nation to provide $20.0 billion of low cost Bnance to make much needed upgrades to Australia’s 

electricity grid by building interconnectors and linking renewable energy zones to the exis
ng grid at lowest cost  

(See Chapter 10)

• To make electric vehicles cheaper and encourage their uptake, a $345 million Electric Car Discount will cut taxes by 

exemp
ng eligible electric cars from fringe beneBts tax and the 5 per cent import tariN (See Chapter 10)

• The government is establishing a Na
onal An
-Corrup
on Commission to restore public trust in government and 

strengthen the integrity of our ins
tu
ons 

• The Na
onal Reconstruc
on Fund will provide $15.0 billion for targeted investments in independently assessed 

projects which support value adding produc
on, drive produc
vity and strengthen supply chain resilience (See 

Chapter 10)

• Commi@ng further funding to protect the environment, such as $1B to promote the health and resilience of the 

Great Barrier Reef and $200M to support an expansion of the Environment Restora
on Fund

• Commi@ng funding designed to expand Australia’s defence capabili
es, including an increase in the defence 

workforce by 18,500 personnel (by 2040) and inves
ng in new defence assets, such  as new tanks and re-supply 

vehicles

• Inves
ng $10B (over 10 years) in Australia’s intelligence and cyber capabili
es via the Resilience, ENects, Defence, 

Space, Intelligence, Cyber and Enablers (REDSPICE) package.

• Commi@ng $1.3B to support delivery of the new Na
onal Plan to End Violence against Women and Children

• Spending an addi
onal $468 million to implement the Government’s response to the Royal Commission into Aged 

Care Quality and Safety (including spending on pharmacy services for aged care facili
es).

Every one of these measures is intended to shi5 the na
on’s resources around from one ac
vity to another so that our 

living standards (material and/or non-material) are ul
mately enhanced over 
me.

Ac	vity 8i: Ac	vity 8i: Housing aHordability and government responsesHousing aHordability and government responses

Despite house prices falling during 2022, Australia remains in what many economic commentators refer to as a ‘housing aNordability 
crisis’. As highlighted in the chart below, prices of residen
al dwellings have, on average, almost doubled since 2011, from an 
average of $491,000 to an average of $921,000.
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400.0

500.0

600.0

700.0

800.0

900.0

1000.0

S
e
p
-2
0
1
1

D
e
c
-2
0
1
1

M
a
r
-2
0
1
2

Ju
n
-2
0
1
2

S
e
p
-2
0
1
2

D
e
c
-2
0
1
2

M
a
r
-2
0
1
3

Ju
n
-2
0
1
3

S
e
p
-2
0
1
3

D
e
c
-2
0
1
3

M
a
r
-2
0
1
4

Ju
n
-2
0
1
4

S
e
p
-2
0
1
4

D
e
c
-2
0
1
4

M
a
r
-2
0
1
5

Ju
n
-2
0
1
5

S
e
p
-2
0
1
5

D
e
c
-2
0
1
5

M
a
r
-2
0
1
6

Ju
n
-2
0
1
6

S
e
p
-2
0
1
6

D
e
c
-2
0
1
6

M
a
r
-2
0
1
7

Ju
n
-2
0
1
7

S
e
p
-2
0
1
7

D
e
c
-2
0
1
7

M
a
r
-2
0
1
8

Ju
n
-2
0
1
8

S
e
p
-2
0
1
8

D
e
c
-2
0
1
8

M
a
r
-2
0
1
9

Ju
n
-2
0
1
9

S
e
p
-2
0
1
9

D
e
c
-2
0
1
9

M
a
r
-2
0
2
0

Ju
n
-2
0
2
0

S
e
p
-2
0
2
0

D
e
c
-2
0
2
0

M
a
r
-2
0
2
1

Ju
n
-2
0
2
1

S
e
p
-2
0
2
1

D
e
c
-2
0
2
1

M
a
r
-2
0
2
2

Ju
n
-2
0
2
2

88% growth since 2011

Source: ABS Total Value of Dwellings June Quarter 2022 

($’000)

The rising housing prices are considered to represent a ‘crisis’ because it has nega
ve implica
ons for Brst home buyers and renters 
and has the poten
al to cement in place real intergenera
onal disadvantage over 
me. While the causes of the crisis are hotly 
debated, it is suggested that past government policies have been a major contributor.  For example, government interven
on(s) 
to promote investment in housing in years gone by (e.g. nega
ve gearing and capital gains tax concessions), along with onerous 
zoning restric
ons and other policies (such as loose monetary policy and accommoda
ng foreign investment laws), have combined 
to trigger the housing price boom which has caused the current ‘crisis’.

The federal (and state) government(s) have introduced measures designed to improve housing aNordability across the housing 
spectrum by introducing measures such as:

• suppor
ng Brst home buyers to save a deposit 
• providing Brst homeowners grants
• building more homes through greater Bnancial support for infrastructure that will speed up supply and making surplus 

Commonwealth land available for housing development
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• new tax incen
ves for private investors in aNordable housing
• allowing access to superannua
on for the purposes of a home deposit
• greater government investment in social housing

In the March 2022-3 Budget, the Federal Government introduced further ini
a
ves designed to support more Australians into 
the housing market. This included the further development of a Home Guarantee Scheme, where eligible buyer’s (e.g. younger 
Australians without a home) would beneBt from a government guarantee of their home loan with Bnancial ins
tu
ons in order to 
enter the property market sooner with a smaller deposit. The government also strengthened its First Home Super Saver Scheme 
(FHSSS) which enables Australians to use a por
on of their superannua
on savings (to a maximum of $50,000) as a deposit for a 
house.  The government also commi<ed a further $2 billion in Bnancing (through the Na
onal Housing Finance and Investment 
Corpora
on) to support the provision of social and aNordable homes for vulnerable Australians.  

In the October 2022-23 Budget, the government commi<ed to increasing the supply of housing via the implementa
on of a 
‘Housing Accord’ between the federal and state governments, where the construc
on of one million new homes is targeted over 
Bve years from mid 2024. The government is also establishing a $10 billion Housing Australia Future Fund to provide a sustainable 
funding source to increase the supply of social and aNordable housing.  In addi
on, the government is establishing the The Help 
to Buy shared equity scheme that will assist homebuyers to purchase a new or exis
ng home with an equity contribu
on from the 
government. This will mean eligible Australians can buy a home with both a lower deposit and a smaller mortgage.

Budgetary policy ini
a
ves designed to address the housing aNordability crisis provides an illustra
on of how budgetary policy 
is used to do more than simply target the achievement of the domes
c macreconomic goals. In this case, the ini
a
ves are 
implemented with a view to addressing what many consider to be a market failure (see Chapter 3), with the ul
mate objec
ve 
being to advance the living standards of Australians as a whole.

Ques	ons/tasks
1. Explain what is meant by a ‘housing aHordability crisis’ and describe two possible causes of the ‘crisis’.
2. Explain how unaHordable housing can aHect the security and stability of families.
3. Generally, what are the main ways of reducing pressure on housing prices?  In your response, refer to demand and 

supply.
4. Describe two government ini	a	ves that might help to reduce pressure on housing aHordability.
5. Explain how measures to boost housing aHordability might be less eHec	ve if they focus on demand measures (e.g. 

Brst home owners’ grants) rather than supply measures (e.g. an increase in housing supply).

Ac	vity 8j [Extension]: Ac	vity 8j [Extension]: What is a well-being budget?What is a well-being budget?

The October 2022-23 Budget, the Brst of the new Labor Government, was 
framed in a novel way – dubbed a ‘well-being Budget’.  It rePected Treasurer, 
Jim Chalmers’, exposure to alterna
ve thinking economists who felt that 
the Budget needed to focus less on the tradi
onal ways of measuring the 
na
on’s progress (such as real GDP, income per capita, or na
onal debt 
levels) and instead focus on broader measures of our ‘well-being’.  As the 
2022-23 Budget papers note:

Traditional macroeconomic measures such as GDP play an important role 
but they only provide a partial view of a community’s living standards. 
They do not incorporate social or environmental outcomes, or show 
whether certain groups are geXng a fair share of national opportunities 
and prosperity.

As a consequence, the government is a<emp
ng to develop a more comprehensive framework that helps governments 
to be<er understand the economy and society and one which leads to more informed policy making and improved 
accountability.  The government notes that broader measurement also allows society and governments to be<er evaluate 
the impact of decisions today on future outcomes. For example, it notes that educa
on, healthcare, infrastructure and 
access to child care are key drivers of future labour force par
cipa
on and produc
vity. Similarly, environmental stewardship 
today will impact living standards and the future health of tourism and agricultural industries, as well as trade partnerships.

Providing greater access to opportuni
es for more Australians also ma<ers for long term outcomes, including 
intergenera
onal equity. Advancing equality of opportunity is key to reducing disadvantage—especially among children—
and improving people’s ability to par
cipate and contribute. This is good for individuals and the broader economy. 

How Australia compares interna	onally

The OECD Framework for Measuring Well-being and Progress provides an indica
on of where Australia stands. It reveals 
that, overall, Australia is performing well against the OECD Framework, but there is room for improvement. Australia is at 
or be<er than the OECD average on 21 of the 32 headline indicators for which interna
onal comparison is possible. This is 
based on the most recent year for which data was available for Australia, and all other OECD countries. 

Many of the outcomes where Australia’s performance is at or above the OECD average and improving over 
me are more 
tradi
onal indicators. These include household income, household wealth, and employment rates. In addi
on, Australia 
performs strongly on life expectancy, 
me spent on social interac
ons and premature mortality. For some areas where 
Australia performs above the OECD average, performance is declining over 
me. These include measures of life sa
sfac
on, 
the amount of social support Australians feel they can rely upon, and test scores for secondary school students. 

Areas where Australia performs below the OECD average but is stable or improving over 
me include gender parity 
outcomes in poli
cs, the number of people working long hours in paid employment and greenhouse gas emissions per 
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8.14 Strengths and weaknesses of Budgetary Policy

Providing an overview of some of the major factors that make policies rela
vely powerful or weak will help iden
fy the 

right policy combina
ons to employ when seeking to achieve economic goals.  Strengths of a policy are those factors 

that make a policy par
cularly potent, while weaknesses are those factors that constrain or limit the ability of the policy 

to make a meaningful contribu
on to the achievement of par
cular economic goals. 

Strengths of budgetary policy

• The government can use the Budget to target par	cular sectors or industries of the economy, unlike monetary 
policy.  For example, during the recent terms of trade boom, mining and related industries were enjoying the beneBts 
of higher mineral prices but other industries (e.g. manufacturing and tourism) were suNering under the weight of 
the stronger exchange rate.  The government can use the Budget to target par
cular industries in need of support, 
unlike monetary policy s
mulus (see Chapter 9) which beneBts all 
industries, including the mining industry that clearly was in no need of 
support.  In this respect, budgetary policy is rela
vely more eNec
ve at 
promo
ng sustainable economic growth and full employment.

• The Budget’s ability to target sectors is related to a key strength which 
is its ;exibility to focus on speciBc economic factors or events that 
are adic
ng the economy, unlike monetary policy.  For example, the 
government can use the budget to reduce structural unemployment, 
unlike monetary policy which only has the poten
al to reduce cyclical 
unemployment.  Similarly, the Budget is Pexible enough to respond to 
economic shocks and events directly, focusing on the problem closer 
to its source, unlike monetary policy which is blunt and impacts on the whole economy. For example, during 2022, 
the halving of the fuel excise enabled the government to reduce cost of living pressures at the source. Similarly, the 
support to communi
es aNected by the 2022 Poods on the east coast of Australia is an example of targeted support 
that cannot be achieved by monetary policy.

• Budgetary policy is able to target a greater range of economic goals be<er than monetary policy.  For example, 
the government can use the Budget to directly assist with the achievement of all economic goals, including a 
more equitable distribu
on of income (covered in Unit 2) and ini
a
ves to ensure that Australia’s current account 
deBcit and/or net foreign liabili
es (see Chapter 7) are sustainable.  Once again, monetary policy is only eNec
ve 
at contribu
ng to the achievement of price stability, strong and sustainable rates of economic growth and full 
employment.

• The impact lag (the 
me it takes for the policy to inPuence economic ac
vity) is rela
vely short compared to 
monetary policy.  In par
cular, it has a greater ability to s
mulate growth from very low levels given its direct control 
over taxa
on (a leakage from the circular Pow of income) and government spending (an injec
on into the circular 
Pow of income). This was par
cularly the case over recent years when the government delivered addi
onal one-oN 
cash payments to welfare recipients within weeks of the announcement of the COVID-19 lockdown.

capita. For 5 indicators, Australia has experienced declines in performance and is below the OECD average. These include 
environmental indicators like species ex
nc
on and the level of raw materials used per Australian in everyday life (known 
as ‘material footprint’). It also includes the gender gap between men and women who feel safe walking home at night and 
levels of household debt. 

Strong performance over 
me and rela
ve to other countries does not mean be<er outcomes are not needed or that 
they are not achievable. Governments must make judgements about where further progress can and should be made. 
For many indicators, further context and considera
on is necessary to determine whether Australia’s performance is 
acceptable. An example is the gender pay gap. The gender pay gap has been slowly narrowing over 
me, however it remains 
a signiBcant barrier to women’s economic equality. Another example is greenhouse gas emissions. While Australia’s per 
capita greenhouse gas emissions have fallen over the past 2 decades, this measure provides no informa
on on whether 
Australia has met its emissions reduc
on targets in the past, or is on track to meet future targets. 

Source: www.budget.gov.au/Budget Paper No. 1, Statement 4 [October Budget 2022-23]

Ques	ons/tasks
1. Explain what is meant by a ‘well-being budget’.
2. Describe two limita	ons associated with an over-emphasis on real GDP per capita or income per capita as a measure 

of well-being.
3. Describe one way that a greater focus on well-being measures might lead to beQer budgetary policy decision making.
4. Iden	fy those areas where Australia is considered to be a poor performer by interna	onal standards and examine 

the implica	ons this might have for budgetary policy.



  Economic Fundamentals in Australia (8th ed)

294

• The Budget will swing into ac	on automa	cally via the opera
on of automa
c (or cyclical) stabilisers, where a 
higher budget deBcit (or lower surplus) will automa
cally help to cushion the magnitude of any economic downturn 
and a lower deBcit (higher surplus) will automa
cally help to ‘take the heat’ out of any economic boom.

• The Budget process includes many parliamentary ‘checks and balances’ in place to help reject any policy measures 
that are ‘ill-designed’ (i.e. the budget bill must pass through both houses of Federal Parliament).

• The ‘Budget’ is open to signiBcant public scru	ny, helping to make policy makers more accountable and transparent, 
making it ‘less likely’ (but not impossible) that bad policy decisions are made.

• Budgetary policy can be very responsive to the needs of the electorate, which is a feature of our democra
c system 
of government.  For example, the increase in fuel prices during 2022 as a result of the war in Ukraine accelerated cost 
of living pressures and the government responded to calls from the electorate for relief by introducing a temporary 
six month halving of the fuel excise, which reduced fuel prices and supported households.  Monetary policy cannot 
respond to the electorate in the same way.

• It can be rela
vely more eHec	ve in s	mula	ng AD during a downturn because it can directly increase aggregate 
demand via government spending as well as provide consumers with immediate ‘tax bonuses.’  In contrast, monetary 
policy’s potency is muted by factors such as the prevailing level of household debt, where high debt levels (such 
as those in existence today) mean that lower interest rates might simply result in households using the addi
onal 
discre
onary income to repay the debts more quickly rather than increase Consump
on spending.

Weaknesses of budgetary policy

• The budget process can be subject to poli	cal hurdles that prevent policies 

from being implemented.  For example, parts of the budget bill may be 

blocked in the Senate,  for poli
cal reasons.  For example, the original carbon 

pricing proposal introduced to parliament by the Labor Government in 2010 

(the Carbon Pollu
on Reduc
on Scheme) was twice rejected in the Senate 

prior to the 2010 elec
on, despite the general consensus of economists that 

the pricing of carbon is the best way to tackle climate change. The Senate 

obstruc
on occurred largely for poli
cal reasons, with the opposi
on at 

the 
me able to focus the electorate’s a<en
on on the nega
ve impact on 

energy prices and the economy more generally.  

• It is prone to poli	cal bias, par
cularly around elec
on 
me, where bad policy 

decisions can be made in the process of trying to ‘buy’ votes and/or succumb 

to the vested interests of certain ‘lobby groups’. A recent example relates 

to the 2022 May elec
on where the government delivered a pre-elec
on 

budget (March 2022) that contained speciBc ini
a
ves that were arguably 

designed to win votes in marginal electorates.  In addi
on, the government 

delivered a larger ‘structural’ budget deBcit (e.g. spending the windfall 

gains from a higher expected terms of trade) that ul
mately expanded the 

economy, delivering a more expansionary budget during a 
me when the 

economic recovery was already well under way, which contributed to the 

inPa
onary pressures that beset the economy during the la<er part of 2022. The decision not to repeal the Stage 3 

tax cuts can also be viewed as a poten
al weakness of budgetary policy (See Ac
vity 8k on the next page).

• The implementa	on lag for discre
onary policy decisions can be long, given that the budget bills must pass through 

both houses of parliament, and some
mes require the co-opera
on of state governments.   This is because state 

governments have sole or joint control in a number of areas, such as infrastructure, health and educa
on.

• Budgetary policy is less eNec
ve at restric	ng AD during a boom (compared to monetary policy) as the government 

is less able to immediately restrict disposable or discre
onary income of consumers.  It takes 
me for these measures 

to be introduced through parliament and they are typically poli
cally unpopular which makes the government more 

reluctant to implement such measures.  This is unlike monetary policy, which is freer to implement policy changes 

that might inPict pain to various groups as it is seen as the key stabilisa
on policy of government that focuses on the 

long term economic prosperity and welfare of Australians.

• The crowding out problem that may be associated with ‘expansionary budget deBcits’ was discussed in Sec
on 

8.9.  It can involve either the crowding out of the private sector or the crowding out of the external sector, which 

nega
vely impacts on aggregate demand and economic growth.  As the government delivers budget deBcits, the 

Bnancing of the deBcits will exert upward pressure on interest rates (if deBcit Bnancing occurs via the sale of bonds 

to the Australian domes
c sector) and/or upward pressure on exchange rates (if deBcit Bnancing occurs via the sale 

of bonds to foreigner). The higher interest rates will tend to reduce private sector consump
on and investment (i.e. 

the private sector is crowded out by the government sector) while a higher exchange rate will reduce interna
onal 

compe

veness and decrease net exports.
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• Budget deBcits to s
mulate the economy may become ineNec
ve over 
me to the extent that economic agents 

(speciBcally consumers, businesses and investors) an
cipate future budget restraint in order to both repair the 

budget in the future and reduce the size of government debt. For example, if economic agents expect future taxes to 

increase (or future levels of government spending to fall) in order to ‘balance the budget’, they might reduce current 

spending levels (increase savings) in order to prepare for the an
cipated increase in spending that will be required 

in the future.  This of course reduces the eNec
veness of any given budget deBcit to s
mulate the economy given 

that private savings may increase rela
ve to consump
on in response to budget deBcits. [This idea is known as the 

Ricardian equivalence theory, named a5er a 19th century economist, David Ricardo.]

Review ques	ons 8.13 - 8.14Review ques	ons 8.13 - 8.14

1. Describe how the government reduced the personal income tax burden over recent years.

2. Explain how a reduc
on in the personal tax burden is expected to impact on the achievement of the government’s 

domes
c macroeconomic goals.

3. Outline two changes made to business taxes in recent budgets and describe how these are designed to inPuence 

economic growth and employment.

4. Discuss whether lower company tax rates will increase or decrease pressure on inPa
on.

5. Iden
fy how the government has invested in infrastructure and explain how this is expected to impact on the 

achievement of the government’s domes
c macroeconomic goals.  Dis
nguish the possible short-term impact from 

the long term impact.

6. Describe two separate budget ini
a
ves that were recently introduced to reduce unemployment.

7. Iden
fy two separate miscellaneous budgetary policy ini
a
ves that were introduced over the past two years and 

explain how these ini
a
ves may have helped to support economic growth and jobs.

8. Outline three strengths of budgetary policy.

9. Outline three weaknesses of budgetary policy.

Ac	vity 8k: Ac	vity 8k: Stage 3 tax cuts controversy - a weakness of budgetary policy?Stage 3 tax cuts controversy - a weakness of budgetary policy?

In late 2022 there was much debate about the economic viability of allowing the already-
legislated Stage 3 tax cuts to come into force on the 1st of July 2024.  These cuts were 
legislated prior to the recession of 2020, during a 
me when the budget was heading 
towards a surplus.  They were part of a broad personal income tax reform package that 
included Stage 1 and 2 tax cuts that had already come into force by 2022 (and mostly 
favoured low to middle income earners).  The Stage 3 cuts involve the removal of the 37% 
tax bracket and will result in anyone earning an income between $45,000 and $200,000 
being taxed at a marginal rate of 30%. 

Given that the Stage 3 cuts result in an eNec
ve Pa<ening of the personal income tax 
system, they were already controversial given that the beneBts are heavily skewed 
towards middle and high income earners. However, this controversy increased since 
COVID-19 and the impact the recession had on public Bnances.  The delivery of very large budget deBcits since 2020-21 has 
resulted in moun
ng (net) government debt and resulted in many economists arguing that the country cannot aNord to follow 
through with the Stage 3 tax cuts.  The cuts are es
mated to cost the budget more than $250 billion over 10 years, during a 
me 
when government is facing signiBcant Bscal challenges related to our ageing popula
on (e.g. expenditure on aged care), the need 
to provide for greater expenditure on areas such as health care,  disability support, and climate ac
on, as well as the need for 
greater defence spending during a period of heightened geopoli
cal tensions.  The forecast decline in the terms of trade from 
2022 onwards, and the possibility of another global downturn, provide further evidence that the cuts might not be in Australia’s 
economic interests.    

Faced with these considera
ons, the new Labor Government chose not to repeal the legisla
on when it delivered its October 
2022-23 Budget.  Its decision was based less on economic grounds and more on the need to maintain poli
cal credibility as, 
leading into the May 2022 elec
on, the Labor Party promised not to make changes to the tax legisla
on.  The government knew 
that any decision to repeal (or amend) the legisla
on would open itself up to cri
cism from the opposi
on who would argue that 
it is another example of ‘broken promises’.  A mantra of ‘broken promises’ could then haunt the Labor Government in the lead 
up to the next federal elec
on (and poten
ally the 2022 state elec
on in Victoria).
This highlights a poten
al weakness of budgetary policy given that it can be argued that the Stage 3 tax cuts are not in the na
on’s 
best economic interests and should be repealed.  The fact that they may s
ll be delivered in 2024 means that a budgetary policy 
ini
a
ve might impair economic eFciency and come at an excessive opportunity cost.  

Ques
ons/tasks
1. Outline the nature of the Stage 3 tax cuts
2. Explain why these cuts result in a ;aQening of the tax system.
3. Explain why the Stage 3 tax cuts might not be in Australia’s economic interests.
4. Explain how the reluctance of the government to repeal the tax cuts can represent a weakness of budgetary policy.
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Mul	ple choice review ques	onsMul	ple choice review ques	ons
1.  Which of the following statements about budgetary policy is false?
a) The annual budget is usually released in May of each year
b) The budget will either be in surplus or deBcit
c) The government can implement budgetary policy measures at any 
me of the year
d) Budgetary policy involves the manipula
on of government receipts and payments

2. Which of the following is the ul	mate target of budgetary policy?
a) Strong and sustainable economic growth
b) Greater equity in the distribu
on and wealth
c) Full employment
d) Increasing living standards

3. Which of the following budgetary policy measures is least likely to contribute to strong rates of economic  

 growth?

a) Lower income tax rates

b) Increased government spending on foreign aid

c) Lower company tax rates

d) Increased government spending on infrastructure

4. The largest category of Federal Government expenditure is:
a) Educa
on
b) Health
c) Social security and welfare
d) Defence

5.  A federal budget surplus occurs when:
a) The value of inPows of goods and services into Australia exceeds the value of ouWlows
b) Public sector borrowings are less than in the previous year
c) Commonwealth expenditure exceeds receipts in a year
d) Commonwealth receipts exceeds expenditure in a year

6. If the underlying budget deBcit rose in any given year and the government did not make any discre	onary 

changes to receipts or expenditure, then which of the following is not a possible explana	on for the larger 

deBcit?

a) Real GDP declined

b) Commodity prices fell

c) Unemployment decreased

d) DePa
on

7. An immediate policy problem with a budget deBcit is:
a) How taxes can be raised to pay for the deBcit
b) The problem of ‘crowding out’ of private investment and/or net exports
c) The possibility of Budget measures being rejected by the Department of Treasury
d) Whether to use the deBcit to re
re government debt

8. The best deBni	on of the underlying budget outcome is:
a) The headline budget outcome less one oN price changes
b) The headline budget outcome less net cash Pows from investments in Bnancial assets for policy purposes 
c) The headline budget outcome less the cyclical component of the Budget
d) The headline budget outcome less the structural component of the Budget

9. Given the hypothe	cal Bgures in the adjacent table, the underlying cash surplus must be:
a) $40B
b) $20B
c) $30B
d) $120B

10. Automa	c stabilisers:
a) Smooth out Puctua
ons in economic ac
vity
b) Reinforce Puctua
ons in economic ac
vity
c) Do not occur when the economy falls into recession
d) Cause the growth rate in the sales of automa
c motor cars to stabilise

Table:  Budget Bgures

Item $B

Receipts 150

Outlays 120

Headline cash surplus 30

Net cash Pows IFAPP - 10
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11. A budget deBcit smaller than that originally es	mated by the Australian Government one year earlier, would 
be most likely to result from:

a) An unexpected natural disaster, such as a drought 
b) An unexpected decrease in unemployment
c) An unexpected increase in the level of foreign aid to Africa
d) An unexpected decrease in company proBts

12. The Bscal strategy is to:

a) To achieve budget repair by reducing the size of the budget deBcit

b) To reduce the size of net foreign debt to zero

c) To restore stability and conBdence in the banking system

d) To ensure that budget supluses are achieved every year

13. Which of the following provides the best indicator of a more contrac	onary budgetary policy seNng:
a) Higher tax rates, higher interest rates and increased government spending
b) Higher tax rates and lower government spending 
c) Higher interest rates and increased government spending
d) Higher interest rates, higher tax rates and lower government spending

14. A budget deBcit in any given year can be Bnanced by:
a) Tax increases
b) Reducing the level of government expenditure
c) Reducing the level of income tax
d) Selling government bonds 

15. Which of the following is likely to cause the cyclical component of the budget deBcit to fall in the future?

a) Priva
sa
on of Australia Post

b) An increase in the GST rate to 12.5%

c) Further reduc
ons in tax concessions for superannua
on

d) Increased company tax received due to a stronger terms of trade

16. The most appropriate budgetary policy ac	on to reduce the level of economic growth would be to:
a) Increase government spending and/or increase the level of taxa
on
b) Decrease government spending and/or increase the level of taxa
on
c) Decrease government spending and/or decrease the level of taxa
on
d) Increase government spending and/or decrease the level of taxa
on

17. Which of the following is least likely to be in;a	onary?
a) Financing a budget deBcit via bond sales to the public
b) Financing a budget deBcit via bond sales to the RBA
c) Reducing the rate of personal income taxes
d) Large cash bonuses to Australian taxpayers

18. Which of the following is not a poten	al problem associated with budget deBcits?
a) Crowding out
b) Crowding in
c) Increased debt levels that act as a strain on future budgets
d) A poten
al downgrading of Australia’s credit ra
ng

19. Which of the following statements about budgetary policy is incorrect?
a) Interest rate manipula
on is not a feature of budgetary policy
b) A decrease in the rate of the GST would increase spending
c) Sales of bonds to the Australian public will tend to result in a higher exchange rate
d) An unexpected surge in economic growth will tend to increase the actual budget deBcit compared to the 

es
mated budget deBcit

20. Which of the following budgetary policy ini	a	ves introduced over recent years is likely to have an impact  

 on the budget outcome in the short term that is diHerent to the other three?

a) Reducing the personal tax burden for most income earners 

b) Encouraging investment by allowing businesses to immediately deduct capital expenditure

c) Fewer tax concessions for high income earners inves
ng in superannua
on

d) Spending money on upgrading na
onal infrastructure
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Chapter SummaryChapter Summary

1. Budgetary policy is the manipula
on of Federal Government receipts and outlays in order to assist in the achievement 
of its economic and social objec
ves for Australia.  

2. The overriding objec
ve of budgetary policy is to improve the welfare or living standards of all Australians, or to 
achieve the most eFcient alloca
on of the na
on’s resources.

3. Budgetary policy is used to assist in the achievement of all of the government’s economic goals of strong and 
sustainable economic growth;  low inPa
on; full employment.

4. The Bscal strategy involves the government laying out a plan for how it intends to meet its goal to promote economic 
prosperity and welfare of Australians.

5. The Federal Government collects approximately $607 billion per annum, with the largest source of the Federal 
Government’s receipts coming from personal income taxes.

6. The Federal Government spends approximately $651 billion per annum, with social security and welfare the largest 
component.

7. The government’s budget amounts to approximately 26% of GDP in a typical year, which means that the manipula
on 
of government revenue and expenses will have a powerful inPuence on the level of economic ac
vity.

8. With every budget there can be three possible outcomes.  A budget balance (receipts = outlays), a budget deBcit 
(receipts less than outlays) and a budget surplus (receipts greater than outlays).

9. The headline cash outcome is the total cash received by the Federal Government less the total cash paid.
10. The underlying cash balance is simply the headline cash outcome, but excluding ‘net cash Pows from investments 

in Bnancial assets for policy purposes.’
11. Discre
onary stabilisers (i.e. the structural component of the budget) are deliberate policy decisions designed to 

change receipts or outlays in an eNort to inPuence economic ac
vity.
12. Automa
c stabilisers (i.e. the cyclical component of the budget) are changes to the budget that occur with changes 

in the level of economic ac
vity and without any deliberate ac
on of the government.
13. Fiscal drag is also referred to as ‘bracket creep’ and occurs during 
mes of inPa
on for countries with a progressive 

income tax system.  It results in an increase in the ‘average’ rate of tax paid by taxpayers, boos
ng government 
revenue and lowering ‘real disposable incomes for taxpayers.

14. The ‘es
mated’ budget outcome will diNer from the ‘actual’ budget outcome because the es
mated outcome 
depends heavily on forecasts that are never 100% accurate.

15. In isola
on, a balanced budget is neither contrac
onary nor expansionary in terms of its impact on the economy. 
A budget deBcit is generally ‘expansionary’ in terms of its impact on the economy. A budget surplus is generally 
‘contrac
onary’ in terms of its impact on the economy.

16. The ‘stance’ or impact of budgetary policy over 
me will depend on the rela
ve size of the structural vs cyclical 
impacts on the budget outcome from one period to the next.

17. Under certain circumstances a larger budget surplus can be considered expansionary and a bigger budget deBcit 
can be considered contrac
onary.

18. When the budget is in deBcit it means that the government needs to raise funds to Bnance the deBcit.
19. Selling bonds to the RBA is the most expansionary method of Bnancing a budget deBcit and is generally not used in 

current 
mes.  Selling bonds to Australian investors (lenders) is least expansionary.  
20. Selling bonds to overseas investors (lenders) results in capital inPow that exerts upward pressure on the value of 

the AUD, which in turn has a nega
ve impact on net exports and aggregate demand, reducing the expansionary 
impact of a budget deBcit.

21. Budget deBcits lead to a build-up of government debt over 
me that create poten
al problems for governments in 
terms of the impact on government credit ra
ngs and the restraint needed in the future to reduce debt.

22. Crowding out refers to the impact that budget deBcits have on li5ing interest rates (and/or exchange rates) and 
reducing AD. 

23. Crowding in refers to the impact that budget surpluses have on reducing interest rates (and/or exchange rates) and 
li5ing AD.

24. Fiscal consolida
on is a term commonly used to describe a government consolida
ng its Bnances by reducing 
expenditure and raising revenue in order to reduce the deBcit or return the budget to surplus.

25. The problem of high inPa
on is primarily tackled by the RBA. However, budgetary policy will generally be framed 
with some considera
on given to the likely inPa
onary impact.

26. Generally speaking, the delivery of a budget deBcit, or an expansionary budget, is expected to assist in the 
achievement of economic growth.

27. Budgetary policy is the primary policy weapon used to tackle the problem of unemployment.
28. The overriding objec
ve of budgetary policy is to improve the welfare or living standards of all Australians, or to 

achieve the most eFcient alloca
on of the na
on’s resources.
29. The current Bscal strategy involves a short-term focus on assis
ng monetary policy to contain inPa
onary pressures 

and then, once price stability is achieved, to focus on achieving budget repair and improving the budget posi
on 
over 
me (i.e. reducing the size of the budget deBcit over 
me).

30. The Bscal strategy allows automa
c stabilisers to push the budget back towards surplus as economic growth 
increases in the future and for any future surplus to fall as the economy enters its next downturn. 
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31. Up un
l 2021-22 the government was commi<ed to using the Budget to s
mulate the economy following the most 
severe economic contrac
on experienced since the 1930s.

32. The underlying cash deBcit is currently below the headline deBcit due primarily to the net payment for Bnancial 
assets for policy purposes (e.g. investment in the NBN company.)

33. Every year, the government’s budget Bgures are necessarily reliant on a number of parameters, such as the rate of 
growth in real and nominal GDP, the rate of unemployment and the rate of inPa
on.

34. The movement from surplus to deBcit and then back ‘towards’ surplus rePects the cyclical nature of the budget, 
with a strong surplus when the economy is going well (e.g. up to 2007-8) being replaced by deBcits when the 
economy enters a downturn (e.g. the recession of 2020) and a reduc
on in the (es
mated) deBcit as the economy 
recovers over 
me.

35. The growth in the structural budget deBcit between 2021-22 and 2022-23 highlights that the stance of the most 
recent 2022-23 Budget was expansionary. 

36. Con
nuing budget deBcits have added to the actual (and es
mated) size of both gross and net government debt, 
with GGD expected rising above $1 trillion.

37. Provided that government expenditure has been produc
vely employed in the economy (e.g. invested in 
infrastructure that helps to boost the na
on’s produc
ve capacity), then high debt levels needn’t be a problem so 
long as the government is able to adequately service (i.e. repay) the debt without placing strain on the economy 
(in the future).

38. Personal tax cuts introduced in past budgets are likely to contribute to economic growth, reduce unemployment 
but increase pressure on inPa
on.

39. Increases in government infrastructure investment in recent budgets should help to s
mulate economic growth, 
reduce unemployment and in the long run help to reduce inPa
onary pressures.

40. Business tax concessions are expected to accelerate growth in real GDP, reduce unemployment and help to reduce 
inPa
onary pressures in the long run.

41. While many budgetary policy ini
a
ves will help to increase the derived demand for labour, the government has 
introduced other ini
a
ves that deliberately target unemployment, such as the JobKeeper and JobMaker wage 
subsidies that expired in 2021 and 2022 respec
vely.

42. The government has introduced a number of other ini
a
ves (such as incen
ves for recycling and be<er waste 
management) that are not speciBcally designed to achieve macroeconomic stability but instead to achieve a more 
eFcient alloca
on of resources and boost Australian living standards in the long-term.

43. Budgetary policy strengths refer to those factors that make budgetary policy a rela
vely potent weapon in the 
policy mix, including its ability to target par
cular sectors, its Pexibility and its rela
vely short impact lag.

44. Budgetary policy weaknesses refer to those factors that make budgetary policy a rela
vely weak weapon in the 
policy mix, including poli
cal hurdles and poli
cal bias, as well as its typically long implementa
on lag.
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9.1 A deBni	on of monetary policy

Monetary policy is operated by the RBA on behalf of the government and involves the manipula
on of key Bnancial 

variables in the economy (primarily interest rates) in order to achieve speciBc economic goals and ul
mately improve the 

living standards or welfare of all Australians.  While be<er welfare or 

prosperity is the ul
mate goal for all policies, monetary policy has 

a clearly deBned medium term objec
ve that is seen as the key to 

the achievement of its ul
mate goal.  This medium term objec
ve is 

‘stability of the currency’, which the RBA currently deBnes as price 

stability, where consumer price in;a	on is kept between 2 and 3 

per cent, on average, over 
me.  

It is important to recognise that this doesn’t mean the RBA has failed when inPa
on moves outside the 2-3% range.  The 

RBA recognises that inPa
on will occasionally ‘overshoot’ or ‘undershoot’ the target range, but it will only be concerned 

if inPa
on is outside the range for a ‘sustained’ period.  Once low inPa
on is achieved, the RBA can then focus on policy 

decisions that assist in the a<ainment of other economic goals (in par
cular, full employment and economic growth), 

so long as these measures pose no threat to its inPa
on goal.  

9.2 The objec	ves of monetary policy 

The objec
ves of monetary policy are summed up in the RBA’s charter as stated in the most recent RBA Statement on 

the Conduct of Monetary Policy (19 September 2016).  This is summarised in Box 9.1 below:

Box 9.1: The objec
ves of monetary policy as stated in the ‘Statement on the Conduct of  Box 9.1: The objec
ves of monetary policy as stated in the ‘Statement on the Conduct of  
        Monetary Policy (19 September 2016)’        Monetary Policy (19 September 2016)’

The goals of monetary policy are set out in the Act, which requires the Reserve 
Bank Board to conduct monetary policy in a way that, in the Reserve Bank Board’s 
opinion, will best contribute to:

a. the stability of the currency of Australia;
b. the maintenance of full employment in Australia; and
c. the economic prosperity and welfare of the people of Australia.

These objec
ves allow the Reserve Bank Board to focus on price (currency) 
stability, which is a crucial precondi
on for long-term economic growth and 
employment, while taking account of the implica
ons of monetary policy for 
ac
vity and levels of employment in the short term.

Both the Reserve Bank and the Government agree on the importance of low and 
stable inPa
on. ENec
ve management of inPa
on to provide greater certainty and to guide expecta
ons assists businesses 
and households in making sound investment decisions. Low and stable inPa
on underpins the crea
on of jobs, protects 
the savings of Australians and preserves the value of the currency.  Both the Reserve Bank and the Government agree 
that a Pexible medium-term inPa
on target is the appropriate framework for achieving medium-term price stability. They 
agree that an appropriate goal is to keep consumer price inPa
on between 2 and 3 per cent, on average, over 
me. This 
formula
on allows for the natural short-run varia
on in inPa
on over the economic cycle and the medium-term focus 
provides the Pexibility for the Reserve Bank to set its policy so as best to achieve its broad objec
ves, including Bnancial 
stability. The 2-3 per cent medium-term goal provides a clearly iden
Bable performance benchmark over 
me.

The Governor expresses his con
nuing commitment to the inPa
on objec
ve, consistent with his du
es under the Act. For 
its part the Government endorses the inPa
on objec
ve and emphasises the role that disciplined Bscal policy must play in 
achieving medium-term price stability. Consistent with its responsibili
es for economic policy as a whole, the Government 
reserves the right to comment on monetary policy from 
me to 
me.  

 Source:  hMps://www.rba.gov.au/monetary-policy/framework/stmt-conduct-mp-7-2016-09-19.htm

Chapter 9  

The nature and opera	on of monetary 

policy

Study tip

‘Consumer price inBation’ is simply the ‘headline’ rate 
of inBation we studied in Chapter 5.  It should not be 
confused with the ‘consumer price index,’ which is 
a measure of consumer price inBation (or headline 
inBation)
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While the RBA charter doesn’t speciBcally refer to the economic goal of ‘strong and sustainable economic growth’, it 

is clear that the reference to economic ac
vity and employment 

means that the RBA will always take into account the short and long 

term policy impacts on growth and employment when determining 

monetary policy se@ngs.  Accordingly, the key considera
ons for 

the RBA Board when it meets on the Brst Tuesday of each month 

(except January) can be summarised as follows:

• A focus on achieving price stability (low inPa
on) in the 

medium term which should assist with the achievement of 

strong economic growth and full employment in the long 

term.

• A focus on price stability should also take into account the 

impact on growth and employment in the short term.  (For 

example, the RBA is less likely to 
ghten policy in an eNort 

to reduce inPa
on if this is likely to push the economy into a 

recession and increase unemployment to high levels.)

• If price stability is achieved, then focus on economic growth 

and full employment in the shorter term, providing that this does not jeopardise the achievement of its low 

inPa
on goal, nor have nega
ve implica
ons for the Bnancial stability of the private sector.  For example, when 

considering the appropriateness of further reducing interest rates, the RBA might take into account the impact 

on the Bnancial stability of households who might be tempted to further increase borrowing to Bnance the 

purchase of assets such as property.   

While budgetary policy provides support, monetary policy is the key macroeconomic policy that is used to achieve 

stability in the level of domes
c economic ac
vity (i.e. internal stability), where it will generally be used in a counter-

cyclical way to boost ac
vity when inPa
on and growth are too low and restrain ac
vity when inPa
on and growth are 

too high.  

Stabilising the business cycle

In Sec
on 8.10 of Chapter 8 (Budgetary Policy), we examined the extent to which the government is prepared to use 

budgetary policy to stabilise the level of domes
c economic ac
vity over the course of the business cycle.  We saw that 

budgetary policy will typically play a support role, allowing the RBA to use monetary policy as the primary means of 

stabilising the business cycle.  While the RBA will have a keen eye for the implica
ons of policy for the longer term, it is 

also aware of its short term stabilisa
on role.  

Implicit in the Charter is the important role that monetary policy plays in economic stabilisa
on.  For when the economy 

is in the boom phase of the cycle, characterised by high rates of economic growth and high levels of inPa
on, the RBA 

will typically 
ghten monetary policy (i.e. raise interest rates).  This will help to reduce both economic growth and 

inPa
on back to more sustainable levels.  In contrast, during a trough in the business cycle, where economic growth 

and inPa
on are low (or nega
ve) and unemployment is high, the RBA would typically loosen monetary policy (i.e. 

reduce interest rates), which helps to s
mulate economic growth, reduce the rate of unemployment and allow inPa
on 

to increase (perhaps back into the target range). In this way, monetary policy acts in a counter-cyclical way to achieve 

economic stabilisa
on.  

Economic

growth

MP tightening (or restrictive MP) to restrain economic growth and reduce inflation
[e.g. the RBA raises interest rates to reduce the rate of growth in AD]

MP loosening (or expansionary MP) to stimulate economic growth and reduce unemployment
[e.g. the RBA reduces interest rates to increase the rate of growth in AD]

 Macroeconomic stabilisation role of monetary policy

0%

Time

Study tip

Reference to ‘stability of the currency’ in the RBA’s 
charter is a li3le misleading.  The RBA has made it clear 
that it is interpreting ‘currency’ to mean ‘prices’ and 
that its principal medium-term objective is to control 
inBation.  Currency in this context, therefore, does not 
mean the value of the AUD (or the value of the exchange 
rate).  However, any monetary policy action will take 
into account the e�ect on the value of the AUD. 

Study tip

‘Price stability’ means the same thing as ‘low inBation’ 
in the context of monetary policy objectives.  They will 
be used interchangeably throughout this context.
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The importance of the underlying rate of inGa�on

The RBA target for inPa
on is clearly quoted in terms of the headline rate of inPa
on – seeking to achieve a 2-3% rate, on 

average, over 
me.  ‘On average’ means that the RBA accepts there will be some short term vola
lity around the target 

rate over the economic cycle.  This target can only be achieved if the RBA, when delibera
ng on monetary policy, focuses 

on a measure of inPa
on that provides it with an understanding of the core or underlying price pressures exis
ng in the 

economy.  Accordingly, it uses the ‘underlying rate of in;a	on’ (covered in Chapter 5) as the key sta
s
c that helps it 

to forecast what is likely to be happening to the headline CPI in the future.  A focus on the underlying rate of inPa
on 

eNec
vely enables the RBA to ignore any temporary factors that inPuence the CPI and it is therefore an important tool 

used by the RBA even though it is not speciBcally referred to in the ‘target’.  

“The headline measure is important because it inBuences people’s 

expectations of what inBation is going to be in the future. It’s kind 

of the thing that gets the most media coverage. But the measures 

of underlying inBation are critically important, because we want 

to understand what the ongoing inBation momentum is in the 

economy.”   (RBA Governor, 16 Sep 2022)

Financial Stability

While the role of supervising the banks now rests with the Australian 

Pruden
al Regula
on Authority (APRA), the RBA maintains the responsibility 

for promo
ng stability of Australia’s Bnancial system.  It does this by managing 

and providing liquidity to the system, and by its role as the Chair of the Council 

of Financial Regulators.  The RBA has made it clear that its role does not extend to guaranteeing the solvency of Bnancial 

ins
tu
ons.  This is a clear a<empt by the RBA to reduce any future moral hazard (see Chapter 3) that might surface in 

the event that Australian banks experience Bnancial diFculty of the magnitude that adicted USA and European Bnancial 

ins
tu
ons during the height of the Global Financial Crisis in 2008.  As noted above, the RBA will also take into account 

the implica
ons that any change in monetary policy will have for the Bnancial stability of the private sector.  For example, 

when considering a loosening of monetary policy, the RBA will balance the need for further s
mulus to boost ‘growth 

and jobs’, with the need to protect against the risks of contribu
ng to an over-leveraged private sector (e.g. a higher level 

of household indebtedness) that threatens both Bnancial stability and sustainable growth.  

9.3 Conven	onal monetary policy

The tradi
onal and most conven
onal way that the RBA implements monetary policy is primarily via the manipula
on 

of interest rates.  Whilst the RBA has no direct control over all interest rates in the economy, its ability to directly 

manipulate the ‘cash rate’ enables it to indirectly aNect all other interest rates. 

The cash rate is the interest rate that applies to borrowing and lending by banks in the overnight money market (also 

called ‘cash market’). Each Australian bank is legally required to have an 

exchange seQlement account (ESA) with the RBA in order to se<le interbank 

transac
ons at the end of each day.  This is because there are millions of 

transac
ons involving banks and their customers, and there needs to be a 

systema
c and organised way of se<ling the amounts that are owed from 

one to the other at end of the day. For example, if I make an electronic 

transfer of $1,000 from my CBA account into your Westpac account, then 

at the end of the day the CBA will se<le the transac
on by transferring 

the funds to Westpac.  In isola
on, this transac
on will lead to a surplus in 

Westpac’s ESA and a deBcit in the CBA’s ESA.  However, there are millions of 

these types of transac
ons at the end of every day, resul
ng in some banks 

having surplus ESA balances (because they have received more than they 

paid) and others having deBcit ESA balances.   

Given that the RBA legally requires the banks to maintain a posi
ve cash balance at the end of every day, those banks 

in deBcit will need to Bnd a way of elimina
ng the deBcit in their ESA, which eNec
vely creates a market for overnight 

cash.  Those with surplus balances in their ESAs will be seeking to lend the excess funds to those banks with deBcits in 

their ESAs, which of course means that those banks with ESA deBcits will be seeking to borrow from those banks with 

ESA surpluses.  Like any market, equilibrium will occur where the price of cash (i.e. the cash rate) is such that demand 

equals supply.    
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Study tip

 Australian Government Securities (AGS) are also known 
as Commonwealth Government Securities (CGS),

Study tip

Repurchase agreements are contracts where the RBA 
will buy (or sell) a CGS at its current market price but 
then agrees to sell (or buy) the same CGS at an agreed 
price in the future.  Having said this, you do not need 
to know the  di�erence between government securities 
(see Chapter 8) and repurchase agreements.  Simply 
remember they are both means by which the RBA 
injects cash into the market (via buying CGS or repos) 
or reduces cash in the market (via selling CGS or repos). 

Study tip

A1er COVID-19, one of the unconventional measures 
employed by the RBA (see Section 9.4) was the 
reduction of the deposit rate to 10 basis points below 
the target (instead of the conventional 25 basis points).  
In addition, the RBA stopped conducting daily OMOs to 
manage ES balances and instead allowed the actual CR 
to trade below the target. These arrangements are not 
permanent and the means of liquidity management 
will eventually return to that described in this section. 

If we didn’t consider the ac
vi
es of the federal budget (e.g. payments and receipts by the federal government), then 

surpluses and deBcits would cancel each other out and the supply of cash in the market would remain unchanged. In 

other words, there is a Bxed amount of cash circula
ng in the system and the RBA is the monopoly supplier of cash.

How the RBA can control the cash rate (liquidity management)

First, the RBA operates a corridor system. In such a system, the RBA announces the target level of the cash rate, and 

allows banks to borrow unlimited amounts from the RBA, but at an eNec
ve ‘penalty rate of interest’ that is 25 basis 

points above the cash rate.  The RBA will also pay interest on surplus 

ESA balances, but this 
me at an ‘una<rac
ve rate of interest’ that 

is 25 basis points below the cash rate. This band (or policy interest 

rate corridor) means that banks always have an incen
ve to borrow 

and lend in the cash market within a margin of 25 basis points 

around the announced (target) cash rate.  The banks can always 

access cash in the market and the RBA can always be certain that 

the interest rate banks lend to each other for overnight loans will 

always be within the 25 basis points of the target cash rate. This is 

illustrated in Diagram 9.1 below:

Target cash rate (TCR)

TCR + 0.25pp

[borrowing rate]

TCR - 0.25pp

[deposit rate]

THE CEILING

Rate paid when borrowing

cash from the RBA (i.e. when

a bank holds an ESA deficit).  Banks 

will have no incentive to accept

this rate because they can borrow

cash from other banks at the 

lower cash rate. 

THE FLOOR

Rate received when depositing

cash with the RBA (i.e. when

a bank holds an ESA surplus).  Banks

will have no incentive to accept

this rate because they can deposit 

cash with other banks (i.e. lend to 

other banks) at the higher cash rate. 

Diagram 9.1 

The cash market
[Policy interest rate corridor]

Policy interest rate corridor

[ + or - 0.25 pp from the TCR ]

Price of

cash

Q1

D

S1

Quantity

Second, since the RBA is the monopoly issuer of cash (which explains the ver
cal supply curve), it can eNec
vely control 

the exact level of the cash rate on a day to day basis by managing its supply via open/domes	c market opera	ons 

(OMOs).  OMOs refer to the RBA’s buying and selling of Bnancial instruments, such as Australian Government Securi	es 

(AGS), or repurchase agreements (repos), to par
cipants in the cash 

market.  RBA purchases of these Bnancial instruments injects cash 

into the market (increases supply) and reduces the cash rate, while 

RBA sales of these instruments withdraws cash from the market 

(reduces supply) and increases the cash rate. By ge@ng this ‘liquidity 

management’ exactly right (i.e. achieving eNec
ve control of the 

supply of cash in the cash market), the RBA can achieve its target 

cash rate.   

So this means that the RBA will manipulate the cash market on a 

daily basis to ensure that the actual cash rate is as close as possible 

to the target cash rate.   In the event that the cash rate starts to climb 

above the target, the RBA will drive the cash rate down by increasing 

supply of cash via the purchase of CGS or repos.  The supply of cash 

increases because banks will be holding more cash and less CGS.  

Alterna
vely, in the event that the cash rate falls below the target, 

the RBA can drive the cash rate up by reducing supply of cash in the 

market via the selling of CGS or repos.  In this case, the supply of 

cash decreases because banks will be holding more CGS and less cash.   
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This manipula
on of liquidity in the cash market by the RBA is illustrated using demand and supply curves in Diagram 

9.2 below. 

Price of

cash

Q1Q2Q2

CR 1

CR 2

CR 1

CR 2

D

S1S2S2

Quantity

The cash market

[Decreasing the cash rate]

Price of

cash

Q1

D

S1

Quantity

The cash market

[Increasing the cash rate]

The RBA increasing supply of cash in the market

via the purchase of CGS or repos from banks

The RBA reducing supply of cash in the market 

via the selling of CGS or repos to banks

Diagram 9.2

There are generally two reasons for the cash rate moving away from the target cash rate during any given day, the Brst 

emana
ng from the demand side and the second from the supply side.  In rela
on to demand, an increase in demand for 

cash by the private sector, will exert pressure on the cash rate to climb above the target cash rate.  This higher demand 

might occur because Bnancial condi
ons become vola
le (e.g. during the global Bnancial crisis) and householders are 

keen to hold more cash, which ul
mately results in banks increasing their demand for cash in the cash market.  The 

reverse will occur in the event that the demand for cash falls.  These scenarios are highlighted in Diagram 9.3a below.

Q2

TCR = 1.00

1.25

1.10

0.75

Scenario A

[Higher demand for cash]

%

Q1

D1 D2

S1 S2

Quantity

1

2

3

Q2

TCR = 1.00

1.25

0.90

0.75

Scenario B

[Lower demand for cash]

%

Q1

D1
D2

S1S2

Quantity

1

2

3

Diagram 9.3a
Open market operations

The increased demand for cash to from D1 to D2 runs 

the risk of the CR rising from TCR of 1.00 (point 1) to 

1.10 (point 2). But the RBA increases supply of cash 

from S1 to S2 to ensure TCR returns to 1.00 (at point 3) 

The lower demand for cash to from D1 to D2 runs the 

risk of the CR falling from TCR of 1.00 (point 1) to 0.90 

(point 2). But the RBA reduces supply of cash from S1 

to S2 to ensure TCR returns to 1.00 (at point 3)  

The more important inPuence on the actual cash rate involves the Bnancial ac
vi
es of the federal government. The 

RBA is the banker to the federal government and it processes all government payments (e.g. welfare payments such 

as pensions) and receipts from the government (e.g. personal and 

company taxes).  Given that government payments eNec
vely 

increase ESA balances (because there is a net injec
on of cash into 

the economy) and government receipts (such as the receipt of tax 

revenue) decrease ESA balances (because there is a net leakage of 

cash from the economy), the liquidity in the cash market is changing 

on a daily basis. In other words, every day cash is sent out from 

the government’s account for payments (e.g. a pensioner receives 

their fortnightly pension), and cash is returned to the account for 

tax payments (e.g. a company pays tax to the government). There 

will typically be an imbalance between the amount of cash paid to 

and received from the government’s account with the RBA, which changes both the supply of cash (i.e. liquidity) and 

therefore the price of cash (i.e. the cash rate).  If the RBA didn’t do anything about this, then the level of ESA balances 

(i.e. cash) would change frequently and the cash rate would move within the 25 basis points band every day. But in 

prac
ce, the RBA sells or buys securi
es/repos from the banks to fully oNset this eNect (using its daily forecast of the 

change in net government payments less taxes).  

Study tip

 Students will o1en hear the words ‘basis points’ when 
reference is made to interest rate changes.  Note that 
a one percentage point change in interest rates (e.g. 
from 1.50% to 2.50%) represents an increase of 100 
basis points.  Accordingly, if the RBA increases the 
cash rate by one quarter of a percentage point, this is 
referred to as an increase of 25 basis points.
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This process is illustrated in Diagram 9.3b below.

Q2

TCR = 1.00

1.25

1.10

0.75

Scenario A

[Market short of cash]

The cash shortage is represented by the supply  

of cash decreasing from S1 to S2 and there is 

pressure for the CR to climb towards 1.10%.

To offset the effect on the CR, the RBA injects

 liquidity by purchasing securities/repos, increasing 

supply back to the previous level, from S2 to S3. 

This ensures that the actual CR returns to 1.00%

%

Q1

D

S1

S3 S3

S2

Quantity

1

2

3

Q2

TCR = 1.00

1.25

0.90

0.75

Scenario B

[Market flush with cash ]

%

Q1

D

S1 S2

Quantity

1

2

3

Diagram 9.3b
Open market operations

The cash surplus is represented by the supply  

of cash increasing from S1 to S2 and there is 

pressure for the CR to fall towards 0.90%.

To offset the effect on the CR, the RBA reduces

 liquidity by selling securities/repos, increasing 

supply back to the previous level, from S2 to S3. 

This ensures that the actual CR returns to 1.00%

Temporary changes to the opera�on of conven�onal monetary policy 

Due to the reduc
on in the TCR to 0.1% in late 2020, the RBA was forced to change the deposit rate (the Poor of the 

corridor) from 25 to 10 basis points below the TCR to ensure that the Poor of the corridor didn’t become nega
ve, which 

would have overly penalised banks for maintaining surplus balances in their ESAs with the RBA.  This was par
cularly 

important during a 
me when there was a huge inPux of liquidity into the system following non-conven
onal monetary 

policy s
mulus over 2020-21.   In addi
on, the RBA allowed the actual cash rate to trade below the TCR (or close to 

the Poor of the corridor) and, in so doing, abandoned liquidity management during this 
me.  In other words, the RBA 

stopped using OMOs to increase the cash rate up towards the TCR, thereby allowing the actual cash rate to remain below 

the TCR doing this 
me.  

It is expected that, some 
me in the near future, the normal opera
ons of monetary policy will return to that which 

existed prior to COVID-19, with the deposit rate eventually returning to 25 basis points below the TCR.  In addi
on, 

liquidity management will eventually resume such that the RBA will once again ac
vely manipulate the supply of cash 

in the market to ensure that the actual cash rate returns to the TCR each day. These temporary changes to the way 

monetary policy is conducted are also considered in Sec
on 9.4 below, ‘Unconven
onal monetary policy’.

9.4 Unconven	onal monetary policy

In Australia, unconven
onal monetary policy has involved the RBA using tools or methods, other than a direct change to 

the cash rate, in order to inPuence market rates of interest and economic ac
vity. These tools include asset purchases 

(e.g. quan
ta
ve easing), the introduc
on of a Term Funding Facility and forward guidance.  It also includes the changes 

made to the policy interest rate corridor referred to above.  While the RBA has had the ability and Pexibility to use 

these methods in the past, it was only when Australia experienced the COVID-19 recession, that it realised the use of 

tradi
onal or conven
onal monetary policy would be insuFcient to steer Australia out of the worst recession since the 

Second World War.

Asset purchases/quan	ta	ve easing

Assets in the context of monetary policy refer to any Bnancial instrument that is traded in Bnancial markets.  

However, in the current context, it refers to government bonds (or government securi
es). In simple terms, 

the programs of asset purchases involve the RBA entering the market and undertaking wholesale purchases of 

government bonds.  These bond purchases occurred in secondary markets (i.e. purchasing from those who had 

already purchased the bonds from the government), rather than primary markets (i.e. purchasing directly from 

the federal government) as the RBA was determined to maintain a clear separa
on of monetary and budgetary 

policies. The purchase of the bonds exerted downward pressure on interest rates because it resulted in the sellers 

of the bonds (e.g. the banks) receiving cash in exchange for the bonds, which increased the supply of cash in the 

market and resulted in downward pressure on the price of cash (i.e. interest rates).  In more technical terms, the 

increased demand for bonds by the RBA exerted upward pressure on the price of bonds, and given that there is 

always an inverse rela
onship between the price of a bond and its yield (i.e. its interest rate), it caused bond yields/

interest rates to fall across the economy.
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The asset purchases by the RBA between 2020 and 2022 included a combina
on of those that targeted the yield 

on the bond and those that targeted the quan
ty of bonds in the market.  First, those RBA purchases targe
ng 

the yield/interest rate related to purchases of bonds (typically 3 year bonds), where the RBA purchased the exact 

quan
ty of bonds necessary to ensure that the yield fell to 0.1% (i.e. the same rate as the TCR). In this respect, 

the quan
ty of bond purchases by the RBA was variable over 
me to ensure that the yield remained ‘Bxed’ at 

0.1%.  Second, those RBA purchases targe
ng the quan
ty of 

bonds in existence (o5en referred to as ‘quan	ta	ve easing’ 

or QE for short) were designed to reduce longer term interest 

rates, such as yields on 5 and 10 year bonds.  However, the RBA 

was not targe
ng any par
cular yield and instead was content 

to allow any given quan
ty of longer term bond purchases to 

exert downward pressure on longer term interest rates.  During 

the asset purchase/QE phase of 2020-2022, the RBA would then 

reinvest or rollover the bonds upon maturity, thus ensuring that 

the supply of funds in the economy remained high and there was 

con
nuing downward pressure on interest rates.

Overall, the asset purchases/QE helped to reduce both short term and longer term interest rates in the economy, 

which therefore assisted with the RBA’s goal to s
mulate AD during a period when economic growth was rela
vely 

low, inPa
on was below the bo<om end of the target range and unemployment was rela
vely high. However, by 

early 2022, economic growth had picked up, unemployment was quickly approaching full employment levels and 

inPa
on was accelera
ng.  In this environment, the RBA entered a phase known as ‘quan	ta	ve 	ghtening’ or 

QT (the reverse of QE), where it allowed bonds to mature instead of reinves
ng the funds in the market.  This had 

the eNect of reducing liquidity in markets and resulted in upward pressure on bond yields and interest rates more 

generally. This QT was followed up by successive (conven
onal) monetary policy 
ghtenings via increases in the 

target cash rate, from 0.1% in early 2022 to as high as 2.6% by October 2022.

Forward guidance 

The Reserve Bank also engaged in forward guidance with the inten
on of providing markets and economic agents 

in general with some level of certainty about the future direc
on of interest rates.  The Governor stated on many 

occasions that the cash rate target would remain at its lowest possible level un
l progress was made towards 

full employment and that the Bank was conBdent that inPa
on would be sustainably within the 2–3 per cent 

range. This ensured that Australian businesses and consumers were conBdent that the current policy interest rate 

se@ngs would remain in place for an extended period (e.g. 2024 was the expecta
on for the bulk of 2020-21), or 

un
l certain economic condi
ons were met, such as wages growth accelera
ng markedly, inPa
on climbing into 

or above the target range and a signiBcant reduc
on in unemployment.  

Policy interest rate seNng

As noted earlier, the cash rate target was reduced to 0.1 percentage points, its lowest ever rate, which mo
vated 

the RBA to make an adjustment to the corridor to ensure that nega
ve interest rates were not paid on ESA balances. 

This involved the RBA behaving in an unconven
onal manner and adjus
ng the Poor of the policy interest rate 

corridor (i.e. the deposit rate) to be only 10 basis points below the TCR instead of the more conven
onal 25 basis 

points. Combined with the decision to temporarily abandon OMOs (i.e. liquidity management) this resulted in 

the actual cash rate falling below the TCR but eNec
vely created a Poor below which the actual cash rate (and 

therefore all other interest rates) would not go.  

Term Funding Facility

The RBA introduced a term funding facility for the banking system which enabled the banks (and some other 

Bnancial ins
tu
ons) to borrow from the RBA at a discounted rate.  This was designed to further reduce the 

wholesale funding costs facing the banking system, which in turn helped to reduce the rates of interest charged 

by the banks to their borrowers - businesses and households.  Incen
ves were provided for the banks to borrow 

addi
onal funds at the low rates if they increased credit to small and medium-sized businesses. 

Decisions to engage in unconven
onal monetary policy required the RBA to balance the posi
ve eNects of such policy 

on Bnancial stability and economic ac
vity against the possible side eNects, many of which can occur over the longer 

term. This includes increasing the risk of moral hazard, because the willingness of the RBA to provide liquidity poten
ally 

reduces the incen
ves for banks to hold adequate reserves or buNers in the event of future Bnancial crisis.  In addi
on, 
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the purchase of large amounts of government securi
es by the RBA at virtually zero interest rates poten
ally blurs 

the roles of monetary policy and budgetary policy given that these asset purchases can be interpreted as government 

spending (a Bscal ac
vity) that is Bnanced by money crea
on.   

In rela
on to forward guidance in par
cular, the fact that the unemployment rate fell over 2022 to (or even below) 

NAIRU, and inPa
on climbed well above the top end of the target range, highlighted the dangers associated with trying 

to provide a degree of certainty to markets in a world of uncertainty.  The unpredictable events of 2022, including the 

war in Ukraine, natural disasters and the higher than expected growth in Australia’s terms of trade, resulted in the 

need for a policy reversal by the RBA.  The Bank needed to quickly switch its a<en
on away from a need to provide 

ongoing s
mulus to the economy, to one more focused on withdrawing s
mulus in order to restrain growth in demand 

inPa
onary pressures and help return inPa
on back into the target zone of 2-3%. The ensuing increase in the target 

cash rate (and quan
ta
ve 
ghtening) was heavily cri
cised by those groups who had made Bnancial decisions based on 

what they argued was a ‘promise’ by the RBA that interest rates would not rise un
l 2024. For example, those borrowing 

large amounts of money for the purchase of a new home did so an
cipa
ng mortgage rates would remain around 2%, 

when they rose to as high as 6% by late 2022, adding thousands of dollars to repayments and increasing the risk of loan 

defaults across the economy.  [The RBA Governor clariBed on several occasions during the second half of 2022 that 

forward guidance was not a promise or guarantee that interest rates would remain close to zero un
l 2024, but rather 

an es
mate or guide based on informa
on known to the RBA Board at the 
me.]

Overall, when the unconven
onal monetary policy ini
a
ves were introduced, the RBA Governor stated that the 

ini
a
ves carried Bnancial and other risks for the RBA. However, in the context of extraordinary 
mes, implemen
ng 

these ini
a
ves was needed to support both conven
onal monetary policy, and budgetary policy s
mulus measures, to 

ensure that Australia was able to emerge from the recession more quickly than otherwise.  The use of unconven
onal 

monetary policy was therefore consistent with the RBA’s overriding goal to promote the economic welfare of the people 

of Australia. 

9.5 Monetary policy 	ghtening and loosening

A 	ghtening of monetary policy involves the RBA announcing a higher target cash rate the a5ernoon of its monthly 

Board mee
ngs. If it decides to increase the target cash rate (e.g. from 1.00% to 1.25%) it will simply move the policy 

interest rate corridor up by 25 basis points as shown in Diagram 9.4 below.  There is no need for the RBA to actually enter 

the cash market and engage in OMOs in order to restrict liquidity and force the cash rate up to the new TCR of 1.25%.  

This is because the market will automa
cally adjust to the new policy interest rate corridor.  

The banks will accept this change in the cash rate level because they know that the RBA has a monopoly on cash and 

thus can achieve whatever cash rate target level the RBA wants to achieve though its OMOs.  They realise that there is no 

point trying to achieve a diNerent cash rate when the RBA can (and will) oNset whatever the banks try to do to achieve 

a diNerent cash rate level. This ability to know that banks will immediately adjust the cash rate to whatever is the target 

a5er one of the monthly RBA mee
ngs comes from being a very credible central bank.  There will be no incen
ve for the 

banks to transact (borrow and lend) outside the new range, and the actual cash rate will gravitate to the new target.  [A 

new demand curve (D2) will necessarily intersect with the exis
ng supply curve at a rate of 1.25% because banks will be 

willing to borrow more from the market given that it is more expensive to borrow from the RBA]. Importantly, the RBA 

only needs to engage in OMOs to ensure that the actual cash rate hits the target cash each day therea5er.  It does not 

actually engage in OMOs to give eNect to a monetary policy 
ghtening.

TCR = 1.00

1.25

0.75

Diagram 9.4

Tightening monetary policy
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D2

S

Quantity
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A loosening of monetary policy involves the RBA announcing a lower target cash rate the a5ernoon of its monthly Board 

mee
ngs. If it decides to decrease the target cash rate (e.g. from 1.00% to 0.75%) it will simply move the policy interest 

rate corridor down by 25 basis points as shown in Diagram 9.5 below.  As before, there is no need for the RBA to actually 

enter the cash market and engage in OMOs in order to increase liquidity and force the cash rate down to the new TCR of 

0.75% as the market will automa
cally adjust.  Once again, there will be no incen
ve for the banks to transact outside 

the new range, and the actual cash rate will gravitate to the new target.  [Once again, a new demand curve (D2) will 

necessarily intersect with the exis
ng supply curve at a rate of 0.75% because banks will be unwilling to borrow at any 

range above 1.00% given that they can borrow from the RBA at this new cheaper rate.] Again, the RBA does not actually 

engage in OMOs to give eNect to a monetary policy loosening.

TCR = 1.00

1.25

0.75

Diagram 9.5

Loosening monetary policy
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Review ques	ons 9.1 - 9.5Review ques	ons 9.1 - 9.5

1. DeBne monetary policy and outline the goals of the RBA as set out in its charter.
2. Describe the medium-term objec
ve for monetary policy.
3. Explain how monetary policy can be used in a counter-cyclical manner.
4. Explain why the RBA focuses more on the underlying rate of inPa
on and less on the headline rate of inPa
on 

when implemen
ng monetary policy.
5. Discuss why the RBA refuses to guarantee the solvency of banks.
6. Dis
nguish the ‘target cash rate’ from the ‘cash rate’ and deBne the ‘policy interest rate corridor’.
7. Explain why the RBA applies below market interest rates on ESA balances.
8. Explain why, at the end of each day, ESAs might be in deBcit or surplus.
9. Outline how the RBA uses open market opera
ons to reduce the cash rate back towards the target cash rate.
10. Outline how the RBA uses open market opera
ons to increase the cash rate up towards the target cash rate.
11. BriePy describe the temporary changes made to the opera
on of conven
onal monetary policy
12. Describe how the RBA can employ unconven
onal monetary policy measures to s
mulate the economy.
13. Dis
nguish quan
ta
ve easing from quan
ta
ve 
ghtening.
14. Explain the process involved in both a 
ghtening and loosening of conven
onal monetary policy.  In your answer, 

refer to the policy interest rate corridor.

9.6 The transmission mechanism

The transmission mechanism refers to the way a change to the cash rate (or longer term interest rates inPuenced by non-

conven
onal measures) aNects economic ac
vity and there are two general stages to consider.  The Brst stage relates 

to how a change to the cash rate aNects other interest rates in the economy and the second stage relates to how the 

resul
ng change to interest rates inPuences economic ac
vity (and inPa
on).  

Stage 1: How other interest rates respond to a change in the cash rate

How other interest rates respond to changes in the cash rate is o5en referred to as ‘the interest rate pass-through’.  

Assume that the RBA has 
ghtened monetary policy and the cash rate increased.  The price of money that is close to 

cash (such as 30 day bank bills or deposits) will also increase, otherwise lenders (or depositors) will be less inclined to 

invest in Bank Bills (or bank deposits) and more inclined to invest in the cash market.  Similarly, other interest rates will 

also move up in order to retain market share.  Accordingly, ‘compe

on for funds’ forces other rates to increase in line 

with the increase in the cash rate.  Similarly, if the cash rate increases, the cost of funds increases for lenders of money in 
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the 30 – 90 day market (eNec
vely, Bnancial ins
tu
ons).  As they essen
ally face higher costs of produc
on, they pass 

on this increase in the form of higher interest rates.  This process con
nues to aNect longer term rates in the economy.

It is important to remember that the RBA only has direct control over one interest rate, that is, the cash rate.  Accordingly, 
the extent to which changes in the cash rate Pow through to change all other rates depends on the compe

ve pressures 
exis
ng in local and global Bnancial markets.  For example, in early 2008, Bnancial ins
tu
ons increased interest rates 
beyond the increases in the target cash rate due to higher (wholesale) funding costs as a consequence of the Global 
Financial Crisis and its impact on global liquidity.  Similarly, banks did not fully pass on the reduc
ons in the cash rate that 
occurred between 2016 and 2020, and they more than fully passed on the increases in the cash rate that have occurred 
since start of 2022.  The oligopolis
c nature of the banking industry also means that the lack of compe

ve pressures 
enables the banks to boost margins independently of changes to monetary policy se@ngs. [This can be considered a 
weakness of MP and will be considered in Sec
on 9.13.]

Stage 2: How changes in interest rates inGuence economic ac�vity and inGa�on

In Unit 3, we saw that a change in interest rates will aNect economic ac
vity primarily via the impact on the willingness 

to borrow and the discre
onary income of households and businesses, thereby aNec
ng Consump
on and Investment.  

These are the two primary ways that interest rate changes aNect economic ac
vity.  However, in reality, there are four key 

ways that interest rate changes ‘transmit’ their eNects on economic 

ac
vity (and inPa
on).  The transmission occurs via four separate 

channels.

(a) The cost of credit (Savings and Investment)

(b) Cash Pows

(c) Asset values/prices

(d) Exchange rate

The explana
on of each channel below focuses on the impact 

of a monetary policy 
ghtening (i.e. raising the target cash rate), 

however the reverse is true when monetary policy is loosened (i.e. 

the target cash rate is reduced).

Cost of credit channel (Savings and Investment)

With respect to the cost of credit channel (also referred to as the Saving and investment channel by the RBA), a 
ghter 

monetary policy will result in higher interest rates which make it more costly to borrow money.  This higher cost of credit 

should reduce the willingness of households to borrow money for the purchase of goods and services, and provide them 

with greater incen	ve to save.  In par
cular, it reduces the demand for consumer durables, and overall, it is likely to 

reduce Consump
on demand in the economy.  Similarly, businesses are likely to reduce or delay Investment as higher 

borrowing costs make any investment spending less viable.  This is because 

it becomes more diFcult for any investment project to achieve the ‘hurdle 

rate of return’ that is necessary for approval.  The consequent reduc
on 

in Consump
on and Investment works to reduce AD, economic growth 

and inPa
onary pressures in the economy.  Given that changes in interest 

rates cause spending to shi5 across 
me periods (e.g. less spending today 

compared to the period ahead when interest rates rise and vice versa), some 

economists refer to this channel of monetary policy as the ‘inter-temporal 

subs	tu	on’ channel.  

Cash ;ow channel

With respect to cash Pows, higher interest rates nega
vely impact on those 

in the economy with exis
ng variable rate loans.  In par
cular, households with (net) debt (i.e ‘borrower households’) 

will immediately suNer a drop in their ‘cash ;ow’ (or discre	onary income) as more of their disposable income needs 

to be used to repay the interest on their debt (which is typically a mortgage for most households).  While it is true that 

some households beneBt from higher interest rates because they are (net) lenders, in aggregate, the household sector in 

Australia has a stock of net debt (i.e. the value of debt held by households exceeds the value of interest earning assets).  

In addi
on, borrower households are typically more sensi
ve to changes in interest rates and cash Pows than lender 

households.  This means that, in aggregate, households will typically reduce Consump
on and AD in the economy when 

interest rates rise, which reduces economic ac
vity and inPa
onary pressures.  The business sector will also experience 

a drop in cash Pow when interest rates rise as they spend more to service any variable rate loans, further reducing AD 

via lower Investment.

Study tip

To the extent that there is any price rise in response 
to higher interest rates, it will only prevail in the short 
term, and will be reversed once the demand side 
e�ects of higher interest rates set in over time.  Indeed, 
businesses are less likely to pass on the cost increase if 
they anticipate that higher interest rates will start to 
negatively impact on their sales level. 
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Asset prices and wealth channel

With higher interest rates, the price or value of assets, such as housing and shares, are likely to decrease because the 

demand for various types of assets is likely to fall.  This reduces the average ‘wealth’ of households (given that household 

wealth is closely 
ed to the value of property) and reduces Consump
on, AD, economic ac
vity and inPa
onary 

pressures.  This means that, to the extent that higher interest rates cause less demand for housing and lower house 

prices, it is fair to expect a slowdown in the rate of spending by some property or share owners who experience a decline 

in the value of their wealth.  For example, not only will some asset owners experience less ‘paper wealth’ (i.e. on paper, 

they are less wealthy), others will experience a drop in ‘real wealth’ if and when they sell their assets at lower prices, 

thereby achieving smaller ‘capital gains’ and/or suNering capital losses.  This par
cularly applies to property investors. 

To the extent that higher interest rates lead to a reduc
on in asset or property values, this will also reduce the ability 

of households to borrow more money from banks.  This is because the equity or collateral held in the home (i.e. the 

diNerence between the value of property and the debt/mortgage a<ached to the property) will necessarily decrease and 

the riskiness of exis
ng debt increases.  

The exchange rate channel

The exchange rate will generally be posi
vely correlated to interest rates, such that a rise in interest rates is expected 

to cause an apprecia
on of the exchange rate.  This is because higher domes
c interest rates a<ract foreign funds 

(capital inPow) seeking rela
vely higher rates of return on their investments. [This was outlined in detail in Chapter 

7.] For example, a lender in the USA lending money to an Australian ins
tu
on because the interest return is rela
vely 

higher than that oNered in the USA or an Australian borrower going oNshore to borrow money in places where interest 

rates are rela
vely lower.  As the foreign funds enter Australia, they are exchanged into Australian dollars, increasing 

the demand for the AUD thereby exer
ng upward pressure on the value of AUD.  As discussed in Chapter 5, a higher 

exchange rate reduces the interna	onal compe		veness of Australia’s tradables sector, reducing net exports (X-M) and 

decreasing economic ac
vity and inPa
onary pressure.  In addi
on, a higher exchange rate makes imports rela
vely 

cheaper and reduces the prices of imported consumer and producer goods.  This further reduces inPa
onary pressure 

in the economy.

Ac	vity 9a: Ac	vity 9a: Transmission mechanismTransmission mechanism

Each of the statements below relate to one or more of the four key transmission channels of monetary policy.  Read each 
statement and determine which of the four transmission channels is relevant in the context of the the RBA 
ghtening monetary 
policy.  Shade the appropriate box.  The Brst one has been done for you.

StatementStatement Cost of Cost of 

creditcredit

Cash Cash 

flowflow

Exchange Exchange 

raterate

A s s e t A s s e t 

valuesvalues

I will delay taking out a personal loan to buy a new car as the price of the loan will 

be higher

I am now going to put fewer purchases on my credit card

This is really going to have a nega
ve impact on the number of tourists staying in 

my hotel

With interest rates being so low it makes sense to store my wealth in cash under 

my ma<ress 

I am now going to have less discre
onary income to spend on goods and services

It’s much more en
cing to put money in the bank rather than spend it

The AUD is likely to rise which will help me to aNord imported goods online

I think it’s going to nega
vely aNect the value of my house so my spending will fall

The hurdle rate of return before capital investment is viable has now increased

I think it makes more sense to travel to Bali rather than holiday within Australia

The sharemarket crashes which means I can’t aNord to spend as much as before

The role of in;a	onary expecta	ons

The real or concrete eNect that a change in interest rates has on Consump
on and Investment via the transmission 

channels will be supplemented by the eNects on in;a	onary expecta	ons.  Households and businesses will typically 

have some expecta
on of where they think inPa
on will be in the near term and these ‘expecta
ons’ can, and do, 

inPuence their decision making.  For example, the mere expecta
on that inPa
on will be higher next year, can cause 

workers to be more aggressive in their demand for higher wages, which if successful, leads to higher labour costs and an 

increase in actual inPa
on as businesses raise prices to protect proBt margins.  
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Study tip

It is important to note that while inBationary 
expectations do impact on the transmission mechanism 
of monetary policy, inBationary expectations are not 
included as one of the four key transmission channels 
that describe how a change in interest rates impact on 
the economy.

As a consequence, the RBA places some importance on reducing or 

‘anchoring’ inPa
onary expecta
ons and crea
ng greater certainty 

about the movement of prices over 
me.  Only when consumers and 

businesses believe that inPa
on is ‘under control’ will their saving 

and spending decisions be made in a way that doesn’t risk spiraling 

inPa
on that is fueled by expecta
ons alone.  This is one reason 

why the RBA looks into the future when delibera
ng on monetary 

policy and why it pays par
cular a<en
on to the underlying rate of 

inPa
on.  For example, if the RBA senses that unwelcome inPa
onary 

pressures are beginning to emerge, evidenced by a 
ghtening of 

labour markets or capacity constraints more generally, it will typically act in advance by 
ghtening monetary policy.  

This is precisely what played out over 2022, with inPa
on climbing to more than 7% (due mostly to cost pressures) and 

the RBA con
nued to 
ghten monetary policy despite the real risks of crea
ng another downturn (or even recession).  

Elimina
ng inPa
onary expecta
ons was seen as the key to returning inPa
on to between 2-3% on average over 
me, 

despite the risks to the economy.  It highlights that interven
on of this nature is the key to lowering inPa
on and 

increasing the eNec
veness of monetary policy over 
me. 

9.7 Monetary policy seNngs (the stance of monetary policy)

Monetary policy neutrality 

Monetary policy neutrality exists when the cash rate is at a level where it is neither working to s
mulate nor contract 
the economy.  This is the cash rate that will be consistent with an economy growing at a strong and sustainable rate, with 
full employment being achieved and inPa
on under control.  In other words, the neutral cash rate is the cash rate that 
prevails when internal stability is achieved and the cash rate is neither s
mula
ng nor contrac
ng the economy.   

Assuming that inPa
on and inPa
onary expecta
ons are at the mid-point of the RBA’s target range at 2.5% , then 
monetary policy neutrality occurs when the target cash rate is approximately 3.0% - 3.5%.  This means that when the 
economy is growing at a ‘healthy or sustainable rate’, with full employment and price stability being achieved, then 
the target cash rate is likely to be approximately 3.0% - 3.5%  If the 
target cash is above 3.5%, it would suggest that the economy is 
growing at an excessive rate, with rela
vely high inPa
on and labour 
market shortages.  However, if the target cash rate is lower than 
3.0% it suggests that the economy is growing slowly, with negligible 
inPa
onary pressures and rela
vely low rates of economic growth. 

Importantly, the neutral cash rate is not sta
c and its precise level 
is unknown (See Ac
vity 9b).   Its level will depend on a number of 
factors, both domes
c and interna
onal, that can have an impact 
on the Pows of savings and investment over 
me.  For example, the 
decrease in compe

on within the banking system, the high level of 
household indebtedness, and lower actual and expected inPa
on rates are factors that reduced the level of the (nominal) 
neutral cash rate in the past - by approximately 200 basis points, from approximately 5% in 2007 to approximately 3.0% 
in 2020.   Since 2020 there has been much specula
on about the exact level of the neutral cash rate, with the RBA 
Governor clarifying that, at a minimum, the neutral (nominal) rate was 2.5%, which equated to a real neutral rate of 
zero (because if inPa
on averages 2.5% and the nominal rate was 2.5%, then the real rate would be nominal rate minus 
inPa
on rate = 0).  Any posi
ve growth in produc
vity per annum would then cause the nominal neutral rate to climb 
above 2.5% as the economy would be able to sustain a stronger rate of economic growth than otherwise before any 
given level of interest rates start restraining the economy.  Accordingly, given that produc
vity growth is typically around 
1% per annum, the neutral rate currently resides anywhere between 3.0% - 3.5%.

This has real implica
ons for monetary policy se@ngs, such that the cash rate (and interest rates more generally) need 
to fall to much lower levels before monetary policy becomes expansionary, and don’t need to rise by as much before 
monetary policy becomes restric
ve.  At the 
me of wri
ng, the RBA increased the target cash rate to 2.6% (October 
2022) which suggests that the level of the cash rate is close to the neutral rate. 

Study tip

For the purposes of VCE Economics, how the neutral 
rate is determined is less important than what it 
implies.  It is therefore useful to focus more on what is 
implied by an actual cash rate below or above any given 
neutral rate, such that a cash rate below the neutral 
rate means that monetary policy is expansionary and a 
cash rate above the neutral rate means that monetary 
policy is restrictive.
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Expansionary vs restric�ve monetary policy

An expansionary monetary policy stance (o5en referred to as an accommoda	ve stance) is one where the se@ng of 
the target cash rate is low enough to be s
mula
ng AD and increasing inPa
onary pressure.  This occurs when the cash 
rate is below the neutral rate of approximately 3.0% - 3.5% and will typically be achieved by a loosening of monetary 
policy and employed by the RBA when the economy is growing below trend, inPa
on is very low and unemployment 
is rela
vely high.  The expansionary stance will then be used to 
s
mulate economic growth and employment and allow the rate of 
inPa
on to return to the target range. 

A restric	ve monetary policy stance is also referred to as 
contrac	onary monetary policy.  It is one where the se@ng of the 
target cash rate is high enough to be restraining AD and reducing 
inPa
onary pressure. It currently occurs when the target cash rate 
is above approximately 3.0% - 3.5% and will typically be achieved by 
a 
ghtening of monetary policy and employed by the RBA when the 
economy is growing above trend, inPa
on is high and unemployment 
is rela
vely low.   

Review ques	ons 9.6 - 9.7Review ques	ons 9.6 - 9.7

1. Explain why general interest rates in the economy rise when the cash rate increases.

2. Describe each of the four transmission channels of monetary policy in terms of how each inPuences aggregate 

demand.

3. DeBne inPa
onary expecta
ons and discuss the importance of inPa
onary expecta
ons to RBA decision making.

4. Dis
nguish an expansionary monetary policy stance from a restric
ve monetary policy stance.

5. Explain what is meant by monetary policy neutrality.

Ac	vity 9b: The neutral interest rateAc	vity 9b: The neutral interest rate
The following passages have been extracted from the July 2022 Minutes of the Monetary 
Policy Meeting of the RBA and the RBA Governor’s address to the Australian Strategic 
Business Forum (Melbourne) on 20 July 2022 
tled ‘InBation, Productivity and the Future 
of Money’.

…In considering the outlook for interest rates at its most recent mee
ng, the Board had 
an extended discussion of the neutral real interest rate.  The concept of the neutral real 
interest rate is a useful one – it is the real interest rate that is neither s
mulatory nor 
contrac
onary. From a prac
cal perspec
ve, though, one of the challenges that we face 
is that the neutral real interest rate cannot be observed or measured directly. It must be es
mated or inferred from other 
informa
on. The staN at the RBA use a wide range of models and techniques to do this.

These models produce a range of es
mates and the es
mates change through 
me as more informa
on becomes available. 
This means that there is considerable uncertainty around any par
cular es
mate of the neutral real rate. Having said that, most 
approaches suggest that the neutral real rate for Australia is at least posi
ve.  A related challenge is that the Board needs to 
translate any es
mate of the neutral real rate into an es
mate of the neutral nominal rate, as the Board sets the nominal cash 
rate, not the real cash rate. This transla
on requires an es
mate of expected inPa
on. If we take the 2½ per cent midpoint of the 
inPa
on target as a reasonable es
mate of medium-term inPa
on expecta
ons, this suggests that the neutral nominal rate is at 
least 2½ per cent. It would be higher than this if medium-term inPa
on expecta
ons were to shi5 higher.

[The level of the neutral interest rate will also depend on other factors.  For example, any development that aNects the desired 
levels of saving or investment will aNect the neutral rate. This includes slow-moving inPuences, such as trend produc
vity growth 
and demographic change, and more rapidly evolving inPuences, such as persistent changes in risk appe
te. In a small open 
economy like Australia, where capital Pows freely across borders, the neutral rate is determined by both global and domes
c 
factors. Es
mates of the neutral rate tend to be correlated across countries over 
me, rePec
ng similar global inPuences on 
saving and investment as well as spillovers across borders. In recent decades, es
mates of the neutral rate have dri5ed lower in 
major advanced economies and in Australia.]

I want to emphasise that the concept of the neutral rate is no more than one reference point for the Board. It is not the basis of 
a mechanical rule and we are not on a pre-set path to achieve any speciBc level of the cash rate. Rather, the Board will con
nue 
to be guided by the incoming evidence and by its assessment of the outlook for inPa
on and the labour market. It is determined 
to do what is necessary to return inPa
on to 2–3 per cent.

Ques	ons
1. Explain what is meant by a neutral interest rate.
2. Dis	nguish the real neutral rate from the nominal neutral rate.
3. Describe why the neutral rate of interest (either nominal or real) is not Bxed over 	me.
4. Explain what would happen to the nominal neutral rate of interest in the event that:

• In;a	onary expecta	ons increase to very high levels (e.g. 10%)
• Produc	vity growth is very low
• Borrowers in the economy become much more risk averse
• The ageing popula	on results in fewer borrowers and more lenders in the economy.

Study tip

It is important not to confuse a ‘tightening’ and 
‘loosening’ of MP with a change in the stance of 
MP.  A tightening does not necessarily mean that the 
MP stance becomes restrictive and a loosening does 
not necessarily mean that the MP stance becomes 
expansionary.  For example, during 2022 MP was 
tightened, with the TCR rising from 0.1% to 2.35% by 
September, which made MP less expansionary rather 
than restrictive.
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9.8 Exchange rate interven	on

Interest rate changes will impact on the value of the Australian dollar via interna
onal capital (money) Pows, but the RBA 

will not speciBcally 
ghten (or loosen) monetary policy in an eNort to increase (or decrease) the exchange rate.  This has 

been made clear by the RBA when it says:

‘………the exchange rate has not served as either a target or an instrument of monetary policy 

in Australia since the currency was Boated. The exchange rate is best considered as part of the 

transmission mechanism….’

Accordingly, unlike inPa
on, the RBA does not target a par
cular level for the value of the dollar.  However, it will 

occasionally intervene in the foreign exchange market if it believes that the Australian dollar has clearly overshot or 

undershot its fundamental or underlying value.  [Ongoing foreign exchange interven
on by a central bank is some
mes 

referred to as a dirty ;oat.]  To manipulate the value of the dollar, the RBA directly enters the foreign exchange market 

and either buys or sells Australian dollars in exchange for 

another currency (typically the USD).  When it purchases 

(demands) the AUD, it places upward pressure on its value and 

when it sells (supplies) the dollar it places downward pressure 

on its value.  

Chart 9.1 below charts the value of the Australian exchange 

rate over the past 40 years, with a 40 year average of USD 

0.76 roughly approxima
ng what could be considered the 

fundamental value of the Australian dollar today. The chart 

highlights the most recent signiBcant occasion when the RBA 

signiBcantly intervened in the foreign exchange market.  This 

occurred in late 2008, a5er the AUD dropped drama
cally, 

from close to parity with USD towards USD0.60. This occurred 

because of the large fall in the terms of trade, a realisa
on that 

the currency was a li<le overvalued, lower interest rates and a deteriora
ng world economy more generally. The 38% 

fall in the dollar over three months was the quickest and most rapid fall in its value since it was Poated in 1983.  In this 

environment, the RBA judged that it was being ‘oversold’, driven by specula
on, that caused it to become undervalued.  

In other words, at a price of close to USD0.60, the RBA believed that it was well below its ‘fundamental value’ (of 

approximately USD0.75).  Accordingly, the RBA intervened in the market during October and November of 2008, 

purchasing $3.8B of Australian dollars to stem the decline and restore conBdence in the value of the exchange rate.  

As conBdence in the value of the Australian dollar returned during the Brst half of 2009, the RBA took the opportunity 

to sell much of its holding of Australian dollars (i.e. it purchased foreign currencies) and made a nice proBt for the 

Australian government in the process.  
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Chart 9.1 Australian exchange rate (AUD/USD)

RBA sold

AUD here

20 year average = USD0.80 

10 year average = USD0.78 

40 year average = USD0.76 

RBA purchased 

AUD here
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Again, when the AUD was above USD1.00 for much of 2011-2013, many observers (including the RBA) considered the 

AUD to be an overvalued currency, which was damaging Australia’s interna
onal compe

veness.  Ordinarily, one would 

have expected the RBA to intervene in the foreign exchange market by selling AUD in order to purchase foreign currency 

(e.g. USD) and return the AUD back towards its fundamental value.  However, the RBA Governor at the 
me was at 

pains to point out that, while the RBA reserves the right to intervene directly in the foreign exchange, it will only do so 

if a signiBcant correc
on was required.  It was clearly the RBA’s view at the 
me that, whilst being overvalued, the AUD 

would return towards its core or fundamental value (considered at the 
me to be closer to USD0.80 – 0.85) without 

direct interven
on, which is precisely what occurred therea5er.  

The loosening of monetary policy since 2016 might be seen by some analysts or commentators to represent an a<empt 

to reduce the value of the AUD towards its ‘fundamental value’, which is heavily inPuenced by the terms of trade and 

interest rate diNeren
als, but at the 
me was approximately USD0.70. While it is true that lower interest rates did 

indeed help to reduce the value of the AUD (because Australian interest rates become ‘rela
vely’ lower than overseas 

rates which reduced capital inPow and encouraged capital ouWlow), the RBA con
nues to maintain that policy easings 

were designed to boost AD and achieve stronger rates of economic growth – not to reduce the value of AUD per se. 

Overall, since the Poat of the Australian currency in 1983, the RBA has, on balance, not systema
cally changed the value 

of the currency.  In other words, the purchases and sales of the dollar since 1983 have tended to cancel each other out 

such that the RBA has neither been a net purchaser nor a net seller of the currency since 1983.

9.9 Monetary policy to achieve price stability

As discussed in Sec
on 9.1, the RBA’s charter requires it to focus on the economic prosperity and welfare of Australians.  

It does this by seeking to achieve a rate of in;a	on of between 2-3%, on average, over 	me.  Price stability is considered 

the key ingredient for longer term economic growth, employment crea
on and the advancement of Australian living 

standards.  Once inPa
on or inPa
onary pressures are considered to be under control, the RBA will usually switch its 

a<en
on to s
mula
ng economic and employment growth in the shorter term.  The willingness of the RBA to switch 

its a<en
on towards economic growth and employment is an 

example of its ability to exploit the short-run trade-oN between 

inPa
on and economic growth/employment.  Importantly, this 

trade-oN only exists in the short-run and any a<empt by the RBA 

to s
mulate economic growth in the long-run via expansionary 

monetary policy will only result in higher inPa
on (See Ac
vity 

9c). 

Interes
ngly, between 2014 and 2021, the inPa
on rate was 

considered to be too low on average, consistently residing 

below the bo<om end of the RBA’s target range and even 

becoming nega
ve (i.e. dePa
on) for the year to end June 2020. 

In this environment, the RBA was open about its commitment 

to increase inPa
on back into the 2%-3% target range.  This was 

an acknowledgement that a small amount of inPa
on can actually beneBt an economy, as discussed in Chapter 5.  For 

example, some inPa
on is a normal feature of a growing economy and a small amount of inPa
on facilitates real wage 

Pexibility that can be important for the eFcient opera
on of labour markets.  However, the RBA was equally mo
vated 

by the need to s
mulate growth in AD given that growth in real GDP and wages was rela
vely low during this 
me.  As 

a consequence, very low or nega
ve rates of inPa
on resulted in a more expansionary monetary policy se@ng - one 

that remained consistent with eNorts to achieve both price stability and full employment/economic growth. By the end 

of 2020, the RBA adopted the most expansionary monetary policy stance on record, reducing the target cash rate to 

0.1% and rolling out a range of unconven
onal monetary policy measures (see Sec
on 9.4) in an a<empt to s
mulate 

economic growth and jobs, and simultaneously li5 inPa
on back towards 2%. 

By the middle of 2022, the economic recovery was well underway, with economic growth a healthy 3.6% and 

unemployment falling to as low as 3.4%.  However, inPa
on accelerated to 6.8% due primarily to cost pressures (i.e. 

cost inPa
on) emana
ng from the war in Ukraine, con
nuing COVID-19 supply constraints and the eNects of Poods in 

eastern Australia. The RBA then became concerned about inPa
onary pressures and the need to anchor inPa
onary 

expecta
ons to the middle of the target range (i.e. 2.5%).  Concerned about price instability, the RBA adopted a less 

expansionary stance by 
ghtening monetary policy and increasing the target cash rate above its 2020-21 low of 0.1%.  

A5er successive 
ghtenings, the cash rate rose to 2.6% at the 
me of wri
ng (October 2022), ensuring that further 


ghtenings of policy could eventually see the cash rate rise above the neutral rate (i.e. a cash rate of approximately 3.0 

– 3.5%).  This would mean that the monetary policy stance becomes restric
ve and any further policy 
ghtening from 

that point would mean that monetary policy becomes more restric
ve.
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As monetary policy is 
ghtened, and interest rates across the economy increase, this eventually works to reduce 

inPa
onary pressure in a number of ways:

• First, via reduc
ons in the growth of AD that occurs through the transmission channels referred to in Sec
on 9.6.  

This makes it less likely that the economy will face ‘excess demand’ or ‘capacity constraints,’ limi
ng any price 

increases from producers and even resul
ng in some price discoun
ng as stock levels start to build-up in many 

businesses.  

• Second, to the extent that higher interest rates cause an apprecia	on of the exchange rate, (which of course is 

one of the monetary policy transmission channels) there is a direct and favourable impact on inPa
on.  The prices 

of imported consumer goods should fall, directly reducing growth in the CPI.  Similarly, there should be a fall in the 

prices of producer imports (including the cost of capital equipment), assis
ng in the containment of the CPI over 

the medium term once some of these cost reduc
ons are passed onto consumers.  Further, a higher exchange rate 

forces local producers in the tradables sector to decrease prices (and/or increase eFciency) in order to compete 

with cheaper imports.

• Third, the policy 
ghtening signals to economic agents (consumers, producers and governments) that the RBA 

is serious about containing inPa
on and this helps to contain in;a	onary expecta	ons.  The inPa
on targe
ng 

by the RBA (i.e. 2-3%), combined with a clear commitment to achieve this target, are keys to ensuring that the 

expecta
ons of inPa
on are low.  With low inPa
onary expecta
ons, price rises are not factored into decision 

making by economic agents, helping to keep actual price rises to a minimum.  For example, if unions do not expect 

high inPa
on, they will not commence nego
a
ons from a star
ng point of X % wage increase to protect the real 

wages of its members.  This prevents the expecta
ons becoming ‘self-fulBlling’ as higher wages tends to increase 

costs and increase prices, which can precipitate a wage-price spiral (see Chapter 5).  

• Fourth, the slower growth in AD and GDP should contain growth in labour demand and reduce pressure on labour 

costs, further reducing cost in;a	onary pressure.

It is important to note that a 
ghtening of monetary policy will tend to have its full impact delayed by up to two years.  

That is, there can be a ‘	me lag’ of up to two years before a 
ghtening of policy actually has its full impact on reducing 

economic ac
vity and the rate of inPa
on.  This is because interest rate changes have a large impact on investment 

spending, which then has lengthy Pow on eNects across various markets. For example, higher interest rates may cause a 

reduc
on in construc
on investment, which leads to a smaller demand for inputs (including labour), which then reduces 

income of those owning these resources, which further reduces spending and so on.  Similarly, it can take considerable 


me for any change in the exchange rate (the exchange rate mechanism) to work its way through the tradables sector, 

par
cularly given that rela
vely longer term supply contracts exist in export/import markets. As a consequence, all RBA 

delibera
ons must be forward looking or an	cipatory, to gauge what inPa
onary pressures are building over the next 

couple of years rather than what is happening to inPa
on at the current 
me.

Comments or warnings by the RBA Governor can also have an impact on economic ac
vity, independent of any change 

to monetary policy se@ngs.  For example, if the RBA governor was to express a concern about the high rate of household 

borrowing, this could be interpreted in Bnancial markets as a sign that the RBA is more likely to 
ghten monetary policy.  

This will immediately cause some interest rates to rise in the economy, nega
vely impac
ng on economic ac
vity.  In 

addi
on, economic agents may constrain spending in the expecta
on of a more contrac
onary monetary policy stance.  

Accordingly, the Governor’s comments, on their own, have worked to reduce growth in AD and economic ac
vity.  This 

is some
mes colloquially referred to as RBA ‘open mouth opera	ons’ or ‘jawboning’ by the RBA Governor.
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Ac	vity 9c: Ac	vity 9c: Managing the trade-oN between inPa
on and economic   Managing the trade-oN between inPa
on and economic   
   growth/employment   growth/employment

The following is an edited extract from the RBA’s website found at h<p://
www.rba.gov.au/educa
on/monetary-policy.html

The monetary policy target in Australia allows some scope for policy to 
take account of short-run trade-oNs between inPa
on, and ac
vity or 
employment, subject to the goal of mee
ng the inPa
on target on average 
over 
me. The short-run trade-oN faced by policy-makers can be described 
as follows: other things equal, at a given point in 
me, an easing or loosening 
of policy (a cut in interest rates) will s
mulate the economy and will tend 
to make both economic growth and inPa
on higher than they otherwise 
would have been. This means that a loosening of monetary policy will, in the short-run, assist with the economic growth/full 
employment objec
ves but make it more diFcult to achieve the price stability objec
ve. In contrast, a rate increase (i.e. a 

ghtening of monetary policy) will tend to reduce economic growth and inPa
on in the short-run, which means that it will help 
to achieve price stability but make it more diFcult to achieve the economic growth/full employment objec
ves.  This of course 
relates to the short-run trade-oN that exists between inPa
on and unemployment as summed up by the Phillips Curve.  [See 
Chapter 5.]

This means that, over short periods, monetary policy can be thought of as having to balance one policy objec
ve against another 
– for example, achieving a higher growth outcome but a less sa
sfactory inPa
on rate.  It therefore makes sense for policy to take 
into account the nature of this trade-oN. Consider, for example, a situa
on in which inPa
on is regarded as likely to be too high. 
A rise in interest rates will help to reduce inPa
on but can also be expected to reduce growth. How far and how quickly interest 
rates should be raised will depend partly on how the economy is performing at the 
me. If the economy is opera
ng with very 
li<le surplus capacity or is overhea
ng (which will be evidenced by a high capacity u
lisa
on rate in the economy), a fairly rapid 
rise in interest rates might be called for. If, on the other hand, there is signiBcant surplus capacity (e.g. lower capacity u
lisa
on 
rates) in the economy, the appropriate increase in rates might be more gradual. Thus, it makes sense for policy to take account 
of short-run cyclical developments in pursuing the inPa
on target.

But having made that point, it is important to recognise that this type of trade-oN does not exist in the longer run. Ul
mately, 
the growth performance of the economy is determined by the economy’s real produc
ve capacity, and it cannot be permanently 
s
mulated by an expansionary monetary policy stance. Any a<empt to do so simply results in rising inPa
on. The Bank’s policy 
target recognises this point. It allows policy to take a role in stabilising the business cycle but, beyond the length of a cycle, the 
aim is to limit inPa
on to the target of 2–3 per cent. In this way, policy can provide a favourable climate for growth in produc
ve 
capacity, but it does not seek to engineer growth in the longer run by ar
Bcially s
mula
ng demand.

Ques	ons
1. Explain what is meant by the short-run trade-oH between in;a	on and economic growth/employment.
2. Outline how a more expansionary monetary policy stance is likely to impact on economic growth and in;a	on in the 

short-run.  
3. Outline how a more restric	ve monetary policy stance is likely to impact on economic growth and in;a	on in the 

short-run.
4. Discuss the relevance of capacity u	lisa	on rates in the economy when the RBA considers how aggressive it needs to 

be when adop	ng a less expansionary/more restric	ve monetary policy stance.
5. Explain why the RBA believes that the trade-oH (outlined in ques	on 1) does not exist in the long run.
6. In the context of the previous ques	on, explain why the maintenance of an expansionary monetary policy stance for 

a prolonged period of 	me will not s	mulate economic growth in the long-run.
7. Discuss how economic growth can be s	mulated in the long-run.  In your answer, describe the important role that 

monetary policy can play.

A pre-emp�ve approach taken by the RBA

As discussed, 
me lags slowdown the transmission mechanism, forcing the RBA to be forward looking when delibera
ng 

on monetary policy.  Accordingly, changes to the target cash rate are typically pre-emp
ve in the sense that they act to 

dampen inPa
on or inPa
onary expecta
ons before they actually appear in the economy.  This approach requires the 

RBA to use a variety of economic sta
s
cs, such as current rates for economic growth and inPa
on.  More importantly, 

however, it will pay par
cular a<en
on to those sta
s
cs that are leading indicators of economic ac
vity.  These 

sta
s
cs, such as loan approvals or building approvals, provide an indica
on of what is likely to happen to economic 

growth or inPa
on in the future.  They contrast with lagging indicators, such as the unemployment rate, which provide 

more of an indica
on of what has happened to economic ac
vity when the sta
s
c changes, rather than what is likely 

to happen to economic ac
vity.  [However, it is also true that some lagging indicators have a predic
ve element, such as 

higher unemployment rePec
ng low levels of ac
vity as well as poin
ng to further falls in economic ac
vity as incomes, 

conBdence and spending levels start to fall.]  In addi
on to these indicators, the RBA will use a host of sta
s
cs, including 

some coincident indicators, such as retail sales levels, which rePect the current level of economic ac
vity.  It will also rely 

on some anecdotal evidence from the business community to provide it with an indica
on of the inPa
onary pressures 

that are building in the economy.  The types of sta
s
cs the RBA will rely upon when making a determina
on about the 

direc
on of monetary policy include those in Table 9.1 below.
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Table 9.1 Table 9.1 
Indicators/sta	s	cs used by the RBA when delibera	ng on monetary policyIndicators/sta	s	cs used by the RBA when delibera	ng on monetary policy

• Headline and underlying inPa
on rates • Real unit labour costs

• Real GDP • Business and consumer conBdence

• Producer price inPa
on • Share market prices

• Loan approvals • Property prices

• Credit growth • Wage price index

• Building approvals • Budgetary policy se@ngs

• Household debt levels • ProBtability

• CAD or NFD • Consump
on or investment levels

• Unemployment/underemployment rates • Capacity u
lisa
on (or capacity usage)

• Job vacancy rates • Average weekly earnings

• Growth rates overseas • Terms of Trade

• Retail sales levels • Commodity or raw material prices

• Trade weighted index • Interest rates overseas

The need to forecast future growth rates in economic ac
vity and inPa
on can some
mes lead to policy decisions that 

actually contribute to economic harm in the event that RBA forecas
ng is incorrect.  A notable example where this 

applied was early 2008 when the RBA raised the cash rate to 7.25%.  A few months later, signs began to emerge that 

the economy was entering a slowdown, the severity of which was not forecast by the RBA, or by most other economic 

forecasters.  Had the RBA correctly forecast the economic downturn, it would not have increased the cash rate to as 

high as 7.25% and the extent of the economic decline may not have been as severe.  This is some
mes referred to as 

policy being pro-cyclical (i.e. contribu
ng to the movement in the economic cycle and thus worsening a downturn or 

exacerba
ng a boom) when it was intended to be counter-cyclical.

The pre-emp
ve nature of monetary policy decision making also results in RBA decisions that appear peculiar, but are 

indeed appropriate for the 
me.  For example, in November 2010 the RBA 
ghtened monetary policy by increasing the 

target cash rate to 4.75% despite both the headline and underlying rates of inPa
on si@ng within the RBA’s target range.  

The RBA was looking into the future and recognised that demand inPa
onary pressures would start to emerge and it was 

necessary to make monetary policy se@ngs slightly more restric
ve. 

More recently, the RBA faced cri
cism from a number of economists and market analysts for keeping interest rates too 

low for too long, causing monetary policy to contribute to the excessive inPa
onary pressures that built up over 2022.  

While it is true that the bulk of the inPa
onary pressures during 2022 emanated from the supply side, it is also true that 

expansionary budgetary policy and the record high terms of trade was contribu
ng to excessive growth in AD.  Failure on 

the part of the RBA to accurately forecast the impacts on the economy meant that monetary policy became somewhat 

pro-cyclical during a 
me when it perhaps should have been following the lead of other central banks around the world 

and 
ghtening policy.

Can monetary policy be used to 2ght cost inGa�on?

Over the course of 2022, the RBA came under increasing cri
cism from a number of economists, who claimed that 


ghter monetary policy was ineNec
ve in controlling inPa
on when the cause of inPa
on is coming from the supply 

side of the economy.  In other words, given that inPa
on during 2022 was driven primarily by higher costs of produc
on 

(i.e. cost inPa
on caused primarily by higher oil prices), there was concern that the increase in interest rates to combat 

inPa
on would only serve to reduce aggregate demand and economic growth and run the risk of pushing Australia into 

another recession.

However, while the RBA acknowledges that higher interest rates do indeed have a nega
ve impact on aggregate demand, 

and does involve some pain, it argues that its focus is on reducing both inPa
on and inPa
onary expecta
ons.  If the 

RBA allowed the higher prices to linger, and failed to make it clear it would act to reduce inPa
onary pressure, then 

it increases the risks that inPa
onary expecta
ons become locked in or anchored, which results in further upward 

pressure on both wages and prices.  This then poten
ally triggers a wage price spiral as workers con
nually seek to 

protect their real wage via increases in their nominal wage. By raising interest rates rela
vely early, it helps to reduce 

growth in aggregate demand and results in a greater degree of price discoun
ng, as businesses a<empt to counter the 

decline in sales.  This in turn helps to temper inPa
onary expecta
ons, which ul
mately prevents wages growth from 

accelera
ng in a way that leads to excessive inPa
on over 
me.
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Importantly, the RBA acknowledged that the cost inPa
onary pressures that existed in the economy during 2022 would 

eventually subside over 2022-23 and that the economy should not need to be slowed by too much in order to achieve 

the desired rate of inPa
on (averaging between 2-3%) going forward.

Ac	vity 9d: Ac	vity 9d: InPuences on monetary policy se@ngsInPuences on monetary policy se@ngs

This ac	vity comprises two tasks.  First, you are required to complete the table below to demonstrate a knowledge of how 
various sta	s	cs or indicators might in;uence RBA decision making.  Second, you are required to refer to the table and 
answer the ques	ons below.

Place a T (for 	ghten) or an L (for loosen) in each of the blank boxes below to indicate what the RBA is 

more likely to do in the event that there is a rise in the relevant sta	s	c.  

• In;a	on rates • Real unit labour costs 

• Real GDP • Bus & cons conBdence

• Producer price in;a	on • Share market prices

• Loan approvals • Property prices

• Credit growth • Wage price index

• Building approvals • Budget deBcit

• Household debt levels • ProBtability

• CAD or NFD • Levels of C or I

• The unemployment rate • Capacity u	lisa	on

• Job vacancy rates • Average weekly earnings

• Growth rates overseas • Terms of Trade

• Trade weighted index • Interest rates overseas

• Retail sales levels • Commodity prices

a. Discuss how an increase in the rate of growth in real GDP to unsustainable levels may in;uence monetary policy 
seNngs.

b. Explain why higher producer prices might in;uence the RBA to 	ghten monetary policy.
c. Discuss how a fall in asset prices (such as shares and property) may in;uence monetary policy seNngs.
d. Discuss how the delivery of a smaller (structural) budget deBcit might in;uence monetary policy seNngs.
e. Discuss what is likely to be happening to the unemployment rate, job vacancy rates and real unit labour costs if the 

RBA is concerned about in;a	onary pressure stemming from a 	ght labour market.
f. Explain how a fall in the capacity u	lisa	on rate may aHect monetary policy seNngs.
g. Explain why a lower trade weighted index is likely to contribute to an increase in the target cash rate.
h. Explain why a slower rate of economic growth in China is likely to contribute to a decrease in the target cash rate.

Review ques	ons 9.8 - 9.9Review ques	ons 9.8 - 9.9

1. Explain how and why the RBA might intervene to manipulate the value of Australia’s exchange rate.
2. Outline the monetary policy stance that is likely to be adopted by the RBA in order to reduce inPa
onary pressure.
3. Discuss how a 
ghtening on monetary policy should reduce inPa
on over 
me.  In your answer, refer to the role of 

inPa
onary expecta
ons.
4. Explain why the very expansionary monetary policy stance in place over 2020-21 was consistent with the 

achievement of both price stability and full employment.
5. Explain why monetary policy-decision making needs to be forward looking or pre-emp
ve.
6. Explain why the pre-emp
ve nature of monetary policy may result in poor RBA decision making.  Use an example 

to illustrate your answer.
7. Discuss why a 
ghtening of monetary policy may occur even when inPa
on is between 2-3%.  Use an example to 

illustrate your answer.
8. Explain how a 
ghtening of monetary policy helps to reduce the rate of inPa
on.  
9. Discuss why a loosening of monetary policy may occur even when inPa
on is above the 2-3% target band.
10. Explain how RBA ‘open mouth opera
ons’ or RBA Governor ‘jawboning’ can inPuence economic ac
vity.
11. Select any six indicators from Table 9.1 and outline the monetary policy implica
ons that stem from an increase in 

each one of these indicators.  
12. Dis
nguish a leading indicator from a lagging indicator and explain why lagging indicators are less useful for 

monetary policy delibera
ons.
13. Discuss the eNec
veness of monetary policy as a weapon to Bght the problem of cost inPa
on.
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9.10 Monetary policy to achieve stronger economic growth and  

 employment
As we discussed earlier, once inPa
on and inPa
onary expecta
ons have been contained (or if inPa
on is too low or 

nega
ve), the RBA can loosen monetary policy to provide short term s
mulus to growth and employment.  This is 

consistent with the RBA’s charter, providing the rate of economic growth is rela
vely low and unemployment rate is 

rela
vely high. The lower interest rates should s
mulate AD and economic ac
vity via the four transmission channels 

discussed earlier and should assist with the achievement of the government’s goals of strong and sustainable economic 

growth and full employment.  However, a loosening of monetary policy will generally not be used to achieve a long-term 

s
mulus to growth and employment as this could be inPa
onary and only serve to make growth unsustainable.  Long 

term economic growth and employment growth are achieved via the a<ainment of low inPa
on, in conjunc
on with 

appropriate implementa
on of Aggregate Supply side policies (see Chapter 10) and the successful use of budgetary 

policy (see Chapter 8).  

To achieve a strong and sustainable rate of economic growth over 
me, monetary policy will be used to achieve the goal 

of 2-3% inPa
on on average over 
me.  This is because low inPa
on is seen as the ‘pre-condi
on’ to the achievement 

of stronger growth in real GDP and employment.  From Chapter 5 you will recall that low rates of inPa
on will cause an 

increase in economic growth in the medium to longer term because low inPa
on s
mulates AD via a number of avenues.  

These include:

• an increase in Consump
on demand due to an increase in purchasing power over goods and services

• an increase in consumer and investor conBdence due to greater certainty about future price changes which helps 

to s
mulate Consump
on and Investment demand

• an increase in interna	onal compe		veness of Australia’s traded goods sector (assuming overseas inPa
on rates 

are higher) working to boost demand for net exports (X-M).

With a central bank is commi<ed to achieving its inPa
on target, in;a	onary expecta	ons are reduced to a minimum 

and the opportuni
es exist to achieve a period of low inPa
on and a rela
vely high rate of economic growth, which of 

course is the founda
on for the achievement of strong and ‘sustainable’ growth.  

In addi
on, the RBA will always take into account the trade-oN between short term and long term economic growth that 

exists when changing monetary policy se@ngs.  For example, it may use its forward-looking indicators and determine 

that inPa
on is likely to move to high levels over the next 18 months.  Accordingly, the RBA might elect to 
ghten 

monetary policy even if rates of economic growth and employment growth are low at the 
me.  The higher interest rates 

are likely to further constrain current growth rates, but over the longer term, economic growth should return to a more 

sustainable foo
ng.  Accordingly, economic growth today is traded-oN for growth in the future.  Conversely, the RBA 

might be faced with recessionary condi
ons, such as those it faced in 2020, and decide to pursue a more expansionary 

monetary policy stance.  To the extent that this leads to excessive economic growth and inPa
on in the future, it can 

poten
ally result in future economic growth being traded-oN for current growth. As discussed earlier, this is indeed 

the posi
on facing the economy during 2022, with a prolonged period monetary policy s
mulus adding to inPa
onary 

pressures and poten
ally less sustainable rates of economic growth.

With respect to the impact on unemployment, 
ght monetary policy to achieve low inPa
on is likely to cause a reduc
on 

in both the demand for labour and employment in the short term.  However, once the RBA posi
ons the economy for 

strong and sustainable growth over 
me, via the containment of inPa
on, this will help to generate a strong derived 

demand for labour, boos
ng employment growth and reducing rates of unemployment.  In addi
on, the RBA can 

switch its focus to the short term and loosen monetary policy in an eNort to s
mulate employment and reduce the 

unemployment. However, this op
on will only be employed if the RBA is certain that inPa
on is under control, such as 

during the period 2020-21.  

9.11 Monetary policy to achieve beQer living standards

It should be clear that the RBA’s ul
mate objec
ve is to improve the economic prosperity and welfare of the people 

of Australia.  This means that every single monetary policy decision is ‘designed’ to improve the living standards of 

Australians in the longer term.  While some groups may be made worse oN by RBA decisions, par
cularly in the short 

term, such as highly indebted households during the period of monetary policy 
ghtening over 2022-23, Australians, on 

average, are likely to be be<er oN over 
me once the RBA is able to steer the economy towards low inPa
on and strong 

and sustainable rates of growth.
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Ac	vity 9e [Extension]: Ac	vity 9e [Extension]: A brief history of the use of monetary policyA brief history of the use of monetary policy
The chart below compares the changes to the target cash rate that were made between 2007 and 2020, with the movement in 
the macroeconomic variables that are of most concern to the RBA: inPa
on, unemployment and economic growth. 
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Target cash rate and key macroeconomic variables between 2007-2020
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In early 2008, rates of economic growth were rela
vely high and the economy was experiencing capacity constraints, with the 
unemployment rate close to 4% and inPa
on as high as 5%.  The RBA moved into a restric
ve phase, 
ghtening monetary policy 
un
l it became evident that the economy was in the midst of a global economic downturn from mid-2008.  Growth plummeted 
and the stance of monetary policy switched from a highly restric
ve stance to a highly expansionary se@ng, with the target cash 
rate falling to what were then considered ‘emergency levels’ of 3.00% during 2009. This helped to s
mulate economic growth 
(and prevent unemployment from rising too high).

Monetary policy was then 
ghtened to become less expansionary over 2009-10 before becoming mildly restric
ve in November 
2010 as the RBA became concerned about the emergence of capacity constraints and the implica
ons for inPa
on.  With a mildly 
restric
ve stance remaining in place over most of 2011, this kept inPa
on under control (within the target band of 2-3%) which 
then enabled the RBA to once more focus on ‘growth and jobs’.  The RBA loosened monetary policy over 2011-12 by reducing 
the target cash rate back to 3.00% by December 2012 and to 2.5% by August 2013.  The RBA kept the target cash rate at 2.5% 
all the way through 2014, persis
ng with an expansionary monetary policy stance in order to support an economy experiencing 
below trend rates of economic growth and higher unemployment rates.  These condi
ons con
nued through 2014-15 and the 
unemployment rate edged up to 6.2% in late 2015.  In this climate, and with inPa
on mostly below the RBA’s target range, the 
RBA was compelled to consider further monetary easings to support growth and jobs (and even encourage inPa
on to increase 
into the bo<om edge of the target range).   It examined various indicators over the course of 2015 and determined that, on 
balance, the sta
s
cs suggested a further contrac
on in the economy was likely.  Accordingly, it loosened monetary policy twice, 
such that the target cash rate was reduced to a (then) historically low 2.00% by May 2015. 

During 2016, economic growth picked up slightly, with a 3.3% growth rate recorded for the year to end June, and the 
unemployment rate dropped to lower levels (5.6%).  At this 
me, there were conPic
ng signals about future growth, but on 
balance, the RBA was more concerned about the impending disinPa
onary forces at work in the economy (with inPa
on falling 
to 1%) such as lower mining investment, con
nuing slower growth overseas (par
cularly China), con
nuing Bscal consolida
on 
by both state and federal governments and evidence of spare capacity in labour markets, such as slow wages growth and higher 
underemployment.  Accordingly, the RBA reduced the target cash rate twice more, in May and August of 2016, with the target 
cash rate falling to a historically low 1.5%.

Between 2016 and 2018, the RBA did not change monetary policy se@ngs, leaving the target cash rate at an expansionary/
accommoda
ve 1.5%.  This is despite the fact that, over 2017, the RBA was presented with numerous signals that a further 
loosening of monetary policy was needed to s
mulate the economy. These signals included the con
nuing below trend rates of 
economic growth, very low growth in wages, sluggish retail sales levels, spare capacity in labour markets (e.g. con
nuing high 
underu
lisa
on rates despite lower unemployment rates) and an apprecia
ng exchange rate (un
l 2018).  However, the RBA was 
par
cularly concerned about the property market boom at the 
me and the growing household debt levels that were inPuenced 
by record low interest rates.  Accordingly, the RBA Board decided against any further loosening of policy. 

Over 2018-19, the economy improved somewhat, evidenced by annual rates of economic growth above 3%, con
nuing strong 
growth in employment and job vacancies, higher commodity prices, growth in public (government) sector demand, strengthening 
global growth, a higher terms of trade, rela
vely high consumer/business conBdence levels, a lower exchange rate and lower 
unemployment rates. The RBA hinted that the next move in interest rates might be up, but there were just enough factors 
working in the reverse direc
on to prevent a 
ghtening monetary policy.  These factors included the growing threat of global 
protec
on, the impact of the drought on the rural economy, con
nuing low wages growth, a struggling retail sector, nega
ve 
growth in mining investment and a weakening housing market.

Ques	ons
1. Iden	fy those periods when monetary was restric	ve and explain why the RBA adopted this stance at the 	me.
2. Describe the reasons for the RBA moving from a restric	ve to expansionary stance over 2011-12.
3. Explain whether monetary policy neutrality existed when the TCR remained at 1.5% over 2018-19.
4. Explain why the RBA did not 	ghten monetary policy in 2018 despite a stronger TOT, higher conBdence levels, lower 

unemployment and a lower exchange rate.
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9.12  Use of monetary policy since 2019

Stabilisa�on of the business cycle

As men
oned in Sec
on 9.2, during periods of very low growth (or recession), the RBA will be prepared to adopt a 

more expansionary stance and loosen monetary policy in an eNort to s
mulate AD, real GDP and employment.  This 

was precisely the scenario that faced the RBA during 2020 as the Australian economy recorded its deepest recession 

since the 1930s.  With nega
ve economic growth, dePa
on and an eNec
ve rate of unemployment above 10%, the 

RBA implemented the most expansionary monetary policy stance on record.  It reduced the target cash rate to an 

incredibly low 0.1% and this was complemented by unconven
onal monetary policy measures.   These two components 

of monetary policy (conven
onal and unconven
onal) combined to support the record budgetary policy s
mulus 

measures introduced over 2020-21 (see Chapter 8).  The lower interest rate environment encouraged AD to increase via 

the transmission channels referred to earlier, which in turn s
mulated economic growth and prevented unemployment 

from rising to unacceptable levels.   

The economy entered the recovery phase of the business cycle over 2021-22, with unemployment falling to very low 

levels (at or below the NAIRU rate), economic growth rates increased above 3% and inPa
on climbed into, then above, 

the 2–3% target band.  In response, the RBA adopted a less expansionary stance, increasing the target cash rate to as 

high as 2.60% in late 2022 in order to stabilise the economy and bring inPa
on back down from above 7% and into the 

target range. In the event that inPa
on persists, the RBA will con
nue to 
ghten policy un
l the target cash rate moves 

through the neutral zone and policy becomes restric
ve.  This will help to stabilise the economy and return growth, 

inPa
on and unemployment to levels that are consistent with domes
c economic stability being achieved.  

Monetary policy use to achieve macroeconomic goals since 2019

Chart 9.2 summarises the movement in the target cash rate since 2017 along with the movement in the key macroeconomic 

variables that help to determine if Australia’s key macroeconomic goals are being achieved.  

Chart 9.2: Target cash rate and key macroeconomic variables since 2017
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Up un
l early 2019, the cash rate had remained at a very expansionary 1.5% for more than two years.  However, over 

the course of 2019, despite some con
nuing signs of economic expansion (such as the beneBts of a lower exchange rate, 

high commodity prices and low rates of unemployment), the RBA became increasingly concerned about the nega
ve 

economic impacts associated with events or factors such as:

• the falling residen
al property market (par
cularly in Melbourne and Sydney)

• the growing global trade tension (combined with lower global growth)

• low wages growth

• con
nuing high levels of household debt

• plumme
ng levels of consumer conBdence

• bushBres aNec
ng many Australian regions from the middle of 2019.
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As a consequence, economic growth fell below 2% for most of 2019, which contributed to a higher rate of unemployment 

from its 2018 low of 5%, and the rate of inPa
on con
nued to hover below the RBA’s target range. In this disinPa
onary, 

low growth environment, the RBA reduced the cash rate three more 
mes over the second half of 2019, with the 

target cash rate falling to a highly expansionary se@ng of 0.75% by October 2019.  The year 2020 commenced with the 

con
nuing economic damage imposed by bushBres, which was then closely followed by the arrival of COVID-19 and 

its well documented economic eNects, on both the demand and supply sides of the economy. It resulted in the Brst 

recession experienced in Australia for 28 years, combined with an ‘eNec
ve’ rate of unemployment well above 10% and 

dePa
on recorded for the year ended June 2020.

With the recession an
cipated by the RBA, it immediately 

assisted budgetary policy s
mulus eNorts by reducing the 

target cash rate twice in March at two Board mee
ngs (one 

normal, one extraordinary, two weeks apart) to a new low 

of 0.25%, as well as introducing less conven
onal monetary 

policy measures designed to increase liquidity and boost 

spending in the economy (See Sec
on 9.4).   With the release 

of ABS Bgures in September 2020 conBrming that Australia 

experienced the largest contrac
on in economic growth since 

the Second World War, the RBA further loosened monetary 

policy by reducing the rate to its ‘eNec
ve lower bound’ of 

0.1% by November 2020.  

For much of 2021, with signs of economic recovery and inPa
on well under control, the RBA maintained a focus on full 

employment and communicated a desire to see growth in both wages and inPa
on (into the bo<om end of the target 

range).  As part of its [unconven
onal] forward guidance, it noted that the current expansionary policy se@ng would 

remain in place un
l at least 2024.  This was ar
culated by the RBA Governor in October 2021 in the following way:

The Board remained commiMed to maintaining highly suppor�ve monetary condi�ons to achieve a return to 

full employment in Australia and inGa�on consistent with the target. It will not increase the cash rate un�l 

actual inGa�on is sustainably within the 2 to 3 per cent target range. The central scenario for the economy is 

that this condi�on will not be met before 2024. Mee�ng this condi�on will require the labour market to be �ght 

enough to generate materially higher wages growth than at the �me of the mee�ng.

Since then, the economic recovery gained momentum, evidenced by much stronger (annual) rates of economic growth 

by the end of 2021 (4.2% to the year ended December 2021), combined with a re-emergence of inPa
onary pressure 

(headline inPa
on of 3.5%) and an unemployment rate falling towards 4%.  The strength of the economic recovery 

during the la<er part of 2021 and the early parts of 2022 were evidenced by the following types of indicators:

• Strong growth in commodity prices/terms of trade

• Con
nuing strong growth in net export demand

• Large growth in job vacancies and job adver
sements

• Strong employment growth

• Falls in the unemployment (and underemployment) rates

• Sizeable rebounds in both consumer and business conBdence

• High levels of construc
on ac
vity

• Growth in the housing and share markets

• Strong growth in lending to businesses and households

• Rela
vely high rates of capacity u
lisa
on

• Con
nuing s
mulus from budgetary policy

By the second quarter of 2022, however, the economy experienced a number of simultaneous shocks that caused a 

rela
vely large accelera
on in (cost) inPa
onary pressures.  The war in Ukraine resulted in global energy prices increasing, 

which included a steep rise in the price of crude oil and natural gas.  This was compounded by the eNects of Poods 

on the east coast of Australia, which raised the costs and prices of agricultural commodi
es.  In addi
on, there were 

ongoing COVID-19 global supply chain disrup
ons which inPated the cost of imported inputs (e.g. building supplies) 

due to exorbitant growth in shipping costs as well as closure of manufacturing facili
es in China. The labour market also 

con
nued to 
ghten over 2022, with the unemployment rate falling to as low as 3.4% and wage pressures beginning 

to emerge by the middle of 2022.  With unemployment either at or below the NAIRU level, and inPa
on climbing well 

above the target range, the RBA embarked on a 
ghtening phase, raising the target cash rate to 2.60% by October 2022. 
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The RBA received some cri
cism for its aggressive 
ghtening of monetary policy to reduce demand inPa
onary 

pressures when the economy was experiencing cost inPa
onary pressures (see ‘Can monetary policy be used to Bght 

cost inPa
on?’ in Sec
on 9.9).  However, the RBA maintained its resolve, ci
ng forecasts for inPa
on to rise above 

7% during the remainder of 2022, and appears prepared to 
ghten policy even further in order to kill oN inPa
onary 

expecta
ons and achieve price stability sooner than otherwise.

Ac	vity 9f: Ac	vity 9f: The latest RBA MinutesThe latest RBA Minutes

Download the latest RBA Minutes from the following link:  h<ps://
www.rba.gov.au/publica
ons/.  At a minimum, read the sec
ons 
found at the bo<om por
on of the Minutes 
tled:

• Considera
ons for monetary policy
• The decision

Then answer the following ques
ons:

1. Describe one example from the Minutes where the RBA 
board provides an indica	on of labour market condi	ons.

2. Explain how the labour market condi	ons described in 
the the answer to the above ques	on are likely to have 
in;uenced the RBA’s decision-making.  In your answer, 
refer to labour market 	ghtness/weakness and wage 
pressures.

3. Describe two (other) indicators referred to by the RBA board that suggest in;a	onary pressures are increasing and 
explain how this might impact on monetary policy seNngs.

4. Describe two (other) indicators referred to by the RBA board that suggest in;a	onary pressures will remain low and 
explain how this might impact on monetary policy seNngs.

5. Brie;y summarise the RBA’s decision as described in the Bnal sec	on of the Minutes.
6. On balance, taking into account the various in;uences described above, explain the ra	onale behind the RBA’s 

decision.

9.13 Strengths and weaknesses of monetary policy

As discussed in Chapter 8, providing an overview of some of the major factors that make policies rela
vely powerful or 

weak will help iden
fy the right policy combina
ons to employ when seeking to achieve economic goals.  The strengths 

of monetary policy are those factors that make it par
cularly potent in achieving domes
c macroeconomic goals, while 

its weaknesses are those factors that constrain or limit the ability of monetary policy to make a meaningful contribu
on 

to the achievement of par
cular economic goals. 

Strengths of monetary policy

• Monetary Policy is implemented independently from the 

government by the RBA and (unlike budgetary policy) the 

RBA is more able to make policy decisions that are free from 

poli	cal bias.  It is only under very excep
onal circumstances 

(e.g. when there is a material policy diNerence between the 

RBA and the government) that the government will interfere.  

In reality, such interference is a poli
cally demanding process 

and is a course of ac
on that is very unlikely to be taken by 

the government. For example, just prior to the May 2022 elec
on, the RBA felt the need to 
ghten monetary 

policy as it believed that this was in the best interests of the na
on, despite the fact that it poten
ally harmed the 

re-elec
on prospects of the incumbent government at the 
me. 

• The implementa	on lag is rela
vely short compared to other policies as it takes very li<le 
me to implement a 

monetary policy decision once the RBA Board decides to change policy se@ngs.  For example, once the decision 

was made to 
ghten monetary in October 2022, the RBA announced the decision in the a5ernoon and the cash 

market automa
cally adjusted to the higher cash rate announcement, raising the actual cash rate towards the 

new target.  Financial markets more generally then automa
cally started to adjust other interest rates upwards 

shortly a5er the announcement was made.

• Monetary policy has a powerful inPuence on expecta	ons of economic agents.  In some instances, concerns 

expressed by the RBA Governor (without actual changes to policy se@ngs) can have a powerful inPuence on the 

behaviour of consumers, investors, borrowers or lenders.  
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• Monetary policy is rela
vely powerful at restraining AD during a boom as a 
ghtening of policy will immediately 

reduce discre	onary income of indebted households.

• The use of unconven
onal monetary policy since 2020 can be viewed as a strength of monetary policy in that the 

RBA has the ;exibility to introduce ‘unconven
onal’ measures (e.g. ‘quan
ta
ve easing’) to support the more 

conven
onal measures (i.e. a lower target cash rate) in extraordinary circumstances.

Weaknesses of monetary policy

• Monetary policy is unable to discriminate within the economy as any eNort to restrain or s
mulate AD will occur 

via a change to interest rates that apply across the en
re economy.  Unlike other policies, it is unable to restrain 

or s
mulate ac
vity in par
cular sectors, or address the speciBc needs of certain groups across the economy.  

For example, during the rela
vely strict lockdown measures imposed on Victoria during 2020 and again in 2021, 

monetary policy could not single out Victoria from the rest of the economy and provide addi
onal s
mulus (unlike 

budgetary policy).  Similarly, during the current terms of trade boom, high growth was experienced in mining 

states, such as WA and Qld, masking the rela
vely lower growth rates in other states.  Monetary policy was unable 

to s
mulate the low-growing states without over-inPa
ng the mining states; nor was it able to provide isolated 

support to the manufacturing or retail sectors in the weak states who were suNering as a result of the higher 

exchange (caused by the growth in the terms of trade).  In addi
on, monetary policy is par
cularly ineNec
ve 

at reducing unemployment other than cyclical unemployment.  For example, unlike budgetary policy, monetary 

policy cannot achieve a reduc
on in structural unemployment as it lacks the ability to improve the skills of those 

structurally unemployed. In these respects, monetary policy is o5en referred to as a ‘blunt instrument’ or a policy 

that is rela
vely ‘one dimensional.’

• The 
me it takes for monetary policy ac
ons to fully impact on the economy (the impact lag) can be up to two 

years.  This forces decision making to be very forward looking, relying on economic forecasts and es
mates that 

may be incorrect or misleading.  Accordingly, monetary 

policy can actually become pro-cyclical when it intends to 

be counter-cyclical.  A recent example relates to prolonged 

expansionary phase up to 2022 which, many argued, 

meant that interest rates were kept too low for too long, 

which contributed to capacity constraints and inPa
onary 

pressures experienced from the second half of 2022.

• The RBA does not have direct control over interest rates.  

Instead, it can only exert control over the cash rate, and the 

extent to which changes in the cash rate Pow through to 

change all other interest rates depends on the compe

ve 

pressures exis
ng in Bnancial markets.  For example, over 

recent years Bnancial ins
tu
ons did not pass on ‘in full’ 

the reduc
ons in the cash rate for reasons such as higher 

funding costs and reduced levels of compe

on in the 

Bnancial system.  In addi
on, once policy was 
ghtened 

from May 2022, some banks raised retail interest rates by 

more than the increase in the target cash rate.

• Unlike budgetary policy, monetary policy is less eNec
ve in 

s
mula
ng AD during an economic downturn.  This is because a reduc
on in interest rates may not immediately 

increase AD, because consumers are not forced to spend any increase in discre	onary income and are unlikely to 

do so when consumer conBdence is low.  They are more likely to de-leverage (reduce their level of debt) instead, 

which does not contribute directly to AD.  

• Expansionary monetary policy becomes less eNec
ve when levels of private sector indebtedness increase to high 

levels.  This is because economic agents are less likely to become incen
vised by lower interest rates given that 

borrowing more money would only serve to fuel the already high debt levels.  In addi
on, households become 

more incen
vised to use any increase in discre
onary income to make higher loan repayments to reduce the size 

of their debt. Ul
mately, this undermines the eNec
veness of the cash Pow and savings and investment (cost of 

credit) channels of monetary policy. For example, over the period leading into 2022, the RBA noted on a number 

of occasions the reduced eNec
veness of monetary policy in s
mula
ng aggregate demand given the high levels 

of household debt. 

• Related to the above points is the fact that monetary policy is less eNec
ve at s
mula
ng AD when interest rates 

are at very low levels (such as 2020).   This is because these low rates will typically be evident when economic 

growth is very weak (or the economy is experiencing a recession) and levels of uncertainty are high and consumer/
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business conBdence are low.  Financial ins
tu
ons may also become less willing to extend credit during this 

environment as they a<empt to repair balance sheets and protect against further losses (e.g. bad debts).  

• During 2020-21, the RBA noted that the cash rate was at its ‘eHec	ve lower bound’ (0.1%), which highlights 

that the RBA is not prepared to reduce the target cash rate below 0.1%.  It highlights a real weakness associated 

with the use of ‘conven
onal monetary policy’ as the (target) cash rate cannot be lowered further in the 

event that addi
onal economic s
mulus is required.  This is why ‘unconven
onal monetary policy’ measures 

were implemented over the course of 2020-21.  This means that monetary policy is rela
vely weak compared 

to budgetary policy which (notwithstanding the risks and costs of further indebtedness by governments) can 

con
nue to s
mulate the economy by running successive deBcits as required.   

• Monetary policy cannot directly reduce inPa
onary pressures that are generated from the supply side of the 

economy (i.e. cost in;a	on).  ENorts to reduce cost inPa
onary pressure via a loosening of monetary policy (i.e. 

by lowering interest rates to reduce the costs of produc
on for businesses), will only ignite demand inPa
onary 

pressures; and a<empts to reduce cost inPa
on via monetary policy 
ghtenings will run the risk of triggering 

a downturn or a recession.  This cri
cism was levelled at the RBA during 2022 when it aggressively 
ghtened 

monetary policy to reduce inPa
on that was mostly caused by cost inPa
onary pressures.  [See ‘Can monetary 

policy be used to Bght cost inPa
on?’ in Sec
on 9.9.]

• The exchange rate channel of monetary policy becomes less eNec
ve (or even impotent) if other central banks 

around the world are also making equivalent changes to monetary policy se@ngs as those being made in Australia.  

For example, the increase in the target cash rate over 2022 resulted in higher market interest rates which ordinarily 

leads to higher rela
ve interest rates in Australia.  This was designed to raise the demand for the AUD (as foreign 

investors chase higher investment returns on oNer in Australia) and appreciate the exchange rate, thereby helping 

to reduce demand and cost inPa
onary pressures in Australia.  However, other countries, such as the USA, were 

increasing their oFcial interest rates by more than Australia, which exerted downward pressure on Australia’s 

exchange rate and resulted in the exchange rate channel becoming totally ineNec
ve at this 
me.

Review ques	ons 9.10 - 9.13Review ques	ons 9.10 - 9.13

1. Explain why low inPa
on is seen as a pre-condi
on to the achievement of higher growth in real GDP and employment.

2. Under what economic circumstances is the RBA likely to trade-oN shorter term growth for longer term growth?

3. Under what economic circumstances is the RBA likely to trade-oN longer term growth for shorter term growth?

4. BriePy summarise how monetary policy is used to advance Australian living standards.

5. Outline how the RBA has used monetary policy to s
mulate employment growth and create jobs between 2019 

and 2021.  In your answer, dis
nguish the use of conven
onal monetary policy from the use of unconven
onal 

monetary policy.

6. Iden
fy three economic indicators that the RBA may have relied upon when changing monetary policy se@ngs 

between 2019 and 2021.

7. Describe how each of the indicators refer to in the previous ques
on contributed to the change in monetary policy 

se@ngs.

8. Explain how the RBA changed monetary policy se@ngs from the middle of May 2022.

9. Iden
fy three economic indicators that the RBA may have relied upon when changing monetary policy se@ngs in 

2022.

10. Describe how each of the indicators refer to in the previous ques
on contributed to the change in monetary policy 

se@ngs.

11. Summarise three weaknesses and three strengths associated with the use of monetary policy. Explain how each 

makes the policy rela
vely more or rela
vely less eNec
ve compared to another policy op
on.
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Ac	vity 9g [Extension]:Ac	vity 9g [Extension]: Governments must beware the lure of free money Governments must beware the lure of free money??
This is an edited extract of an ar
cle appearing in the Economist on the 23rd of July 2020

It is some
mes said that governments wasted the global Bnancial crisis of 2007-09 by failing to rethink economic policy a5er 
the dust se<led. Nobody will say the same about the Covid-19 pandemic. It has led 
to a desperate scramble to enact policies that only a few months ago were either 
unimaginable or here
cal. A profound shi5 is now taking place in economics as a 
result, of the sort that happens only once in a genera
on. Much as in the 1970s 
when clubby Keynesianism gave way to Milton Friedman’s austere monetarism, and 
in the 1990s when central banks were given their independence, so the pandemic 
marks the start of a new era. Its overriding preoccupa
on will be exploi
ng the 
opportuni
es and containing the enormous risks that stem from a supersized level 
of government interven
on in the economy and Bnancial markets.

This new epoch has a number of deBning features. The Brst is the jaw-dropping 
scale of today’s government borrowing, and the seemingly limitless poten
al for yet 
more. The IMF predicts that rich countries will borrow 17% of their combined GDP in 2020 to fund $4.2trn in spending and tax 
cuts designed to keep the economy going. In Australia, the massive s
mulus packages (in excess of $300 billion) provided by the 
federal government during 2020 have resulted in a huge increase in the budget deBcit (expected to exceed $200 billion in 2021) 
and an accompanying rise in gross government debt (expected to rise above $850 billion in 2021).  

The second feature is the whirring of the prin
ng presses. In America, Britain, the euro zone and Japan central banks have created 
new reserves of money worth some $3.7trn in 2020, and in Australia, the RBA undertook large scale purchases of government 
bonds on the secondary market which eNec
vely injected cash into the economy and was tantamount to ‘prin
ng money’.  This 
means that central banks around the world, including the RBA in Australia, were tacitly Bnancing the s
mulus programs of the 
governments.  The result is that long-term interest rates stay low even while public-debt issuance soars. …The Bnal feature is the 
most important: low inPa
on. The absence of upward pressure on prices means there is no immediate need to slow the growth 
of central-bank asset/bond purchases or to raise short-term interest rates from close to zero. Low inPa
on is therefore the 
fundamental reason not to worry about public/government debt, which, thanks to accommoda
ve monetary policy, now costs 
so li<le to service that it looks like free money.

Don’t fool yourself that the role of the government will magically return to normal once the pandemic passes and unemployment 
falls. Yes, governments and central banks may dial down their spending and bailouts. But the new era of economics rePects the 
culmina
on of long-term trends. Even before the pandemic, inPa
on and interest rates were subdued despite a jobs boom. Today 
the bond market s
ll shows no sign of worrying about long-term inPa
on. If it is right, deBcits and ‘money prin
ng’ may well 
become the standard tools of policymaking for decades. …A government with a permanently broader and deeper reach across 
the economy creates some opportuni
es. Low rates make it cheaper for it to borrow to build new infrastructure, from research 
labs to electricity grids, that will boost growth and tackle threats such as pandemics and climate change. As socie
es age, rising 
spending on health and pensions is inevitable - if the resul
ng deBcits help provide a necessary s
mulus to the economy, all the 
more reason to embrace them.  

Yet the new era also presents grave risks. If inPa
on jumps unexpectedly the en
re ediBce of debt will shake, as central banks 
have to raise their policy rates and in turn pay out vast sums of interest on the new reserves that they have created to buy bonds. 
And even if inPa
on stays low, the new machinery is vulnerable to capture by lobbyists, unions and cronies.  One of monetarism’s 
key insights was that sprawling macroeconomic management leads to inBnite opportuni
es for poli
cians to play favourites. 
Already they are deciding which Brms get tax breaks and which workers should be paid by the state to wait for their old jobs to 
reappear. Soon some loans to the private sector will turn sour, leaving governments to choose which Brms fail. When money is 
free, why not rescue companies, protect obsolete jobs and save investors?

However, though that would provide a brief s
mulus, it is a recipe for distorted markets, moral hazard and low growth. Fear 
of poli
cians’ myopia was why many countries delegated power to independent central banks, which wielded a single, simple 
tool—interest rates—to manage the economic cycle. Yet today interest rates, so close to zero, seem impotent and the monarchs 
who run the world’s central banks are becoming rather like servants working as the government’s debt-management arm.  Each 
new era of economics confronts a new challenge. A5er the 1930s the task was to prevent depressions. In the 1970s and early 
1980s the holy grail was to end stagPa
on. Today the task for policymakers is to create a framework that allows the business cycle 
to be managed and Bnancial crises to be fought without a poli
cised takeover of the economy. 

Ques	ons
1. Dis	nguish ‘clubby Keynesianism’ from ‘austere monetarism’.
2. Describe why the health pandemic of 2020 marked the start of a new era of policy responses to economic downturns.
3. Explain the rela	onship between Australian government s	mulus packages, the budget outcome and gross government 

debt.  Use the sta	s	cs provided to support your explana	on.
4. Explain why the RBA purchases of government bonds on secondary markets was tantamount to prin	ng money.
5. Explain the rela	onship between growth in government debt and long-term interest rates, and outline why it depends 

heavily on who purchases the debt (i.e. who lends to the government).
6. Explain why the existence of low in;a	on around the world has been a fundamental reason behind the willingness of 

governments (and their central banks) to s	mulate their economies via the ‘prin	ng of money’.
7. Assuming that deBcits and ‘money prin	ng’ become the standard tools of policy-making for decades, discuss two 

poten	al beneBts for Australian living standards.
8. Explain how ‘money prin	ng’ can lead to higher rates of in;a	on over 	me and discuss the implica	ons this might have 

for economic ac	vity in the long-term.
9. Describe why near zero policy rates of interest make it more di8cult for the RBA to use monetary policy as a means of 

economic stabilisa	on.
10. Describe the other (poli	cal) risks associated with ‘prin	ng money’ as a means of helping economies to emerge from 

an economic downturn.
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Mul	pMul	ple choice review ques	onsle choice review ques	ons

1. Which of the following provides the best deBni	on of monetary policy?

a) The manipula
on of exchange rates to achieve low inPa
on rates

b) The manipula
on of interest rates to achieve low inPa
on rates

c) The manipula
on of the currency to achieve low inPa
on rates

d) The manipula
on of inPa
on rates to achieve low interest rates

2. Which one of the following statements does not appear in the RBA’s charter as an explicit objec	ve of   

 monetary policy?

a) The stability of the currency of Australia

b) Rela
vely low levels for interest rates

c) The maintenance of full employment in Australia

d) The economic prosperity and welfare of the people of Australia

3. The most appropriate monetary policy response during a period of high in;a	on is:
a) a raising of the policy interest-rate corridor 
b) the purchase of government securi
es by the RBA 
c) the purchase of foreign currency
d) the sale of the foreign currency

4. Which of the following best deBnes the RBA’s in;a	on target?
a) To achieve 2-3% underlying inPa
on on average over 
me
b) To achieve 2-3% headline inPa
on on average over 
me
c) To achieve 2-3% consumer price index on average over 
me
d) To achieve 2-3% consumer price dePa
on on average over 
me

5. The underlying rate of in;a	on is important for monetary policy delibera	ons because:
a) It is the target variable used in the RBA’s medium term objec
ve
b) It provides valuable informa
on about the core rate of economic growth 
c) It provides informa
on about the future direc
on of consumer price inPa
on
d) It helps to determine the level of manipula
on needed in the cash market

6. Raising the TCR to curb in;a	onary pressure is likely to be most eHec	ve when it is accompanied by:
a) More expansionary budgetary policy
b) Stronger growth overseas
c) A reduc
on in the budget deBcit
d) A persistent fall in the value of the dollar

7. Which of the following indicators could add support to calls for a monetary policy 	ghtening in 2023-24?
a) A further fall in property prices
b) Less expansionary budgetary policy se@ngs
c) A decrease in building approvals
d) Higher capacity u
lisa
on rates

8. Domes	c or open market opera	ons involve the Reserve Bank of Australia trading government securi	es (or 
repos) with:

a) Financial ins
tu
ons

b) Public companies

c) Overseas investors

d) Foreign exchange dealers

9. If the Reserve Bank undertakes large purchases of securi	es in the cash market, this will tend to:

a) Reduce liquidity and increase interest rates

b) Reduce liquidity and decrease interest rates

c) Increase liquidity and increase interest rates

d) Increase liquidity and reduce interest rates

10. Which one of the following factors would not contribute to the adop	on of a more expansionary monetary 

policy stance?

a) A deprecia
on of the exchange rate

b) Expected growth in the unemployment rate

c) DePa
onary pressures in the economy

d) Falls in consumer and business conBdence
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11. A loosening of monetary policy by the Reserve Bank will lead to:

a) higher interest rates and an expansion in economic ac
vity

b) higher interest rates and a contrac
on in economic ac
vity

c) lower interest rates and an expansion in economic ac
vity

d) lower interest rates and a contrac
on in economic ac
vity

12. With respect to the transmission mechanism of monetary policy (i.e. how changes in the cash rate aHect the 

economy), which of the following does not represent the common channels by which a change in ‘interest 

rates’ aHect the economy?

a) The eNect on cash Pows

b) The eNect on liquidity in the cash market

c) The eNect on savings and investment

d) The eNect on the exchange rate

13. Which of the following transmission channels becomes less eHec	ve when foreign central banks change 

monetary policy seNngs in tandem with Australia?

a) Cash Pow

b) Exchange rate

c) Savings and Investment

d) Asset prices

14. In rela	on to the actual cash rate and the target cash rate:

a) They will always be at the same level

b) The actual cash rate can be below or above the target cash rate

c) The target cash rate will always be above the actual cash rate

d) The target cash rate will always be below the actual cash rate

15. Monetary policy neutrality refers to a situa	on where:

a) The level of the target cash rate is low enough to be s
mula
ng the economy

b) The level of the target cash rate is high enough to be restric
ng the economy

c) The level of the target cash rate remains the same for more than two consecu
ve quarters

d) The level of the target cash rate is at a level that is neither s
mula
ng nor restraining economic ac
vity

16. When the RBA increases the cash rate, this means that:

a) Monetary policy is in a restric
ve phase

b) Monetary policy has been 
ghtened

c) Monetary policy has moved towards a neutral posi
on

d) Monetary policy is in an expansionary phase

17. With respect to the transmission channels of monetary policy, which of the following is most likely to occur 

when monetary policy is loosened?

a) The price of houses is likely to rise

b) The price of imports should fall

c) The price of money should rise

d) The price of shares should fall

18. Which of the following best describes how the RBA will seek to prevent the value of the Australian dollar 

from falling too far?

a) Tighten monetary policy to increase interest rates, a<ract capital inPow and raise demand for the dollar

b) Loosen monetary policy to decrease interest rates, a<ract capital inPow and raise demand for the dollar

c) Conduct net purchases of foreign currency on the foreign exchange market

d) Conduct net sales of foreign currency on the foreign exchange market

19. A 	ghtening of monetary policy next year is likely to lead to:

a) An increase in AD and a reduc
on in inPa
on

b) A reduc
on in capital inPow

c) A higher value for the trade weighted index

d) Greater lending to foreigners by Australians
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20. Which of the following is most correct in rela	on to monetary policy?

a) The RBA is ac
vely engaged in purchases and sales of foreign currency in order to target a par
cular value for 

the Australian dollar

b) When delibera
ng on monetary policy, the RBA will not take into account recent and expected changes in the 

value of the Australian dollar

c) The RBA cannot directly change interest rates in the economy

d) An increase in the target cash rate means that the monetary policy stance is restric
ve

Chapter SummaryChapter Summary
1. Monetary policy is operated by the RBA on behalf of the government designed to manipulate key Bnancial variables 

in the economy (primarily interest rates) in order to achieve speciBc economic goals and ul
mately improve the 

living standards or welfare for all Australians.

2. The key medium-term objec
ve for monetary policy is to achieve consumer price inPa
on between 2 and 3 per 

cent, on average, over 
me.

3. The RBA will always take into account the short and long term policy impacts on growth and employment when 

determining monetary policy se@ngs, as well as the impact on Bnancial stability.

4. The RBA uses the ‘underlying rate of inPa
on’ as the key sta
s
c that helps it to forecast what is likely to be 

happening to the headline CPI in the future.  

5. The RBA implements conven
onal monetary policy primarily via the manipula
on of the cash rate and interest 

rates more generally.

6. The RBA operates a corridor system to control the cash rate and then uses open market opera
ons to manipulate 

the price of cash (i.e. the cash rate)

7. To decrease the cash rate, the RBA will increase liquidity in the cash market by purchasing government securi
es 

or repos.

8. To increase the cash rate, the RBA will reduce liquidity in the cash market by selling government securi
es or repos.

9. A 
ghtening of monetary policy involves the RBA announcing a new target cash rate and then adjus
ng the policy 

interest rate corridor upwards.  The actual cash rate will rise to the new target as the market automa
cally adjusts.

10. A loosening of monetary policy involves the RBA announcing a new target cash rate and then adjus
ng the policy 

interest rate corridor downwards.  The actual cash rate will fall to the new target as the market automa
cally 

adjusts.

11. The RBA will typically manipulate liquidity in the cash market on a daily basis to ensure that the actual cash rate 

matches the target cash rate.

12. Due to a reduc
on in the TCR to 0.1% in late 2020, the RBA was forced to change the deposit rate (the Poor of the 

corridor) from 25 to 10 basis points below the TCR to ensure that the Poor of the corridor didn’t become nega
ve.

13. Over 2021-22, the RBA stopped using OMOs to increase the cash rate up towards the TCR, thereby allowing the 

actual cash rate to remain below the TCR doing this 
me.

14. Unconven
onal monetary policy has involved the RBA using tools or methods, other than a direct change to the 

cash rate, in order to inPuence market rates of interest and economic ac
vity.

15. In Australia, unconven
onal monetary policy has involved the RBA using tools or methods, other than a direct 

change to the cash rate, in order to inPuence market rates of interest and economic ac
vity. This has involved asset 

purchases/quan
ta
ve easing, forward guidance, and a term funding facility.

16. Other interest rates in the economy are likely to move in line with any change in the cash rate.

17. The transmission mechanism refers to the way a change in the cash rate (or interest rates inPuenced by 

unconven
onal measures) aNects economic ac
vity.  The Brst stage relates to how a change to the cash rate aNects 

other interest rates in the economy and the second stage relates to how the resul
ng change to interest rates 

inPuences economic ac
vity (and inPa
on).

18. A 
ghtening of monetary policy involves the RBA increasing the target cash rate/interest rates and a loosening of 

monetary policy involves the RBA decreasing the target cash rate/interest rates.

19. There are four recognised channels by which interest rate changes ‘transmit’ their eNects on economic ac
vity.  

These are the cost of credit (Savings and Investment), cash Pows, asset values and the exchange rate channels.

20. The eNect that a change in interest rates has on Consump
on and Investment via the four transmission channels 

will be supplemented by the eNects on inPa
onary expecta
ons.  Appropriate monetary policy interven
on by the 

RBA is designed to minimise inPa
onary expecta
ons which then helps to make monetary policy more eNec
ve 

over 
me. 

21. An expansionary monetary policy stance is one where the se@ng of the target cash rate is low enough to be 

s
mula
ng AD and increasing inPa
onary pressure. 

22. A contrac
onary monetary policy stance is also referred to as restric
ve monetary policy.  It is one where the se@ng 

of the target cash rate is high enough to be restric
ng AD and reducing inPa
onary pressure.

23. Monetary policy neutrality describes a situa
on where the level of the cash rate is neither working to s
mulate 
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nor contract the economy. This has changed over recent years from approximately 5.00 - 5.5% in 2007, to roughly 

3.0 – 3.5% in 2022.

24. The RBA will not speciBcally 
ghten (or loosen) monetary policy in an eNort to increase (or decrease) the exchange 

rate.

25. The RBA does not target a par
cular level for the value of the dollar.  It will occasionally intervene in the foreign 

exchange market if it believes that the Australian dollar has clearly overshot or undershot its fundamental or 

underlying value.

26. When the RBA purchases (demands) the AUD in the foreign exchange market, it places upward pressure on its 

value, and when it sells (supplies) the dollar it places downward pressure on its value.

27. To prevent excessive inPa
on the RBA will adopt a less expansionary stance or a more restric
ve stance that will 

typically involve a 
ghtening of policy.

28. Once policy is 
ghtened and interest rates across the economy increase, this eventually works to reduce inPa
onary 

pressure by restric
ng growth of AD, and labour costs, as well dampening inPa
onary expecta
ons and reducing 

the price of imports via an apprecia
on of the exchange rate.

29. There can be a ‘
me lag’ of up to two years before a 
ghtening of policy actually has its full impact on reducing 

economic ac
vity and the rate of inPa
on. As a consequence, all RBA delibera
ons must be forward looking.

30. Changes to monetary policy must be ‘pre-emp
ve’ in the sense that they act to dampen inPa
on or inPa
onary 

expecta
ons before they actually appear in the economy.  Accordingly, the RBA will pay par
cular a<en
on to 

those sta
s
cs that are ‘leading indicators’ of economic ac
vity.

31. The need to forecast future growth rates in economic ac
vity and inPa
on can some
mes lead to policy decisions 

that actually contribute to economic harm in the event that RBA forecas
ng is incorrect.

32. The pre-emp
ve nature of monetary policy decision-making also results in RBA decisions that appear peculiar, but 

are indeed appropriate for the 
me.

33. In the event that inPa
on and inPa
onary expecta
ons have been contained to the sa
sfac
on of the RBA, it can 

loosen monetary policy to provide short term s
mulus to growth and employment.

34. Tight monetary policy is likely to be less eNec
ve at controlling cost inPa
on because higher interest rates may do 

li<le to reduce the relevant cost pressures.

35. Low inPa
on is seen as the ‘pre-condi
on’ to the achievement of higher growth in real GDP and employment.

36. A commi<ed RBA will always run the risk of engaging in a trade-oN between short and long term growth.  

37. Tight monetary policy to achieve low inPa
on is likely to cause a reduc
on in both the demand for labour and 

employment in the short term but help to achieve longer term employment growth via the achievement of a low 

inPa
on environment.

38. Every single monetary policy decision is ul
mately ‘designed’ to improve the living standards of Australians.  

39. It is possible that the RBA may implement policy that is ‘pro-cyclical’ when its inten
on was for its ac
ons to be 

‘counter-cyclical’.

40. During periods of very low or nega
ve growth, the RBA is likely to adopt a more expansionary stance and loosen 

monetary policy in an eNort to s
mulate AD, real GDP and employment, which is precisely the scenario that faced 

the RBA over the course of 2020-21 as the Australian economy recorded its deepest recession since the 1930s. 

41. The RBA also used unconven
onal monetary policy during 2020 (such as quan
ta
ve easing) in order to assist the 

more conven
onal reduc
on in the target cash rate.

42. Since then, the willingness of the RBA to deliver both conven
onal and unconven
onal monetary policy has no 

doubt assisted economic recovery.

43. The RBA acknowledges that a target cash rate of 0.1% is its ‘eNec
ve lower bound’, which poten
ally highlights the 

limits associated with the use of conven
onal monetary policy.

44. In the middle of 2022, with unemployment either at or below the NAIRU level, and inPa
on climbing above the 

target range (to as high as 6.1% for the year ending June 2022), the RBA embarked on a 
ghtening phase, raising 

the target cash rate to 2.6% by October 2022.

45. The strengths of monetary policy are those factors that make it par
cularly potent in achieving domes
c 

macroeconomic goals, while its weaknesses are those factors that constrain or limit the ability of monetary policy 

to make a meaningful contribu
on to the achievement of par
cular economic goals..
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Activity Centre Unit 4 Outcome 1

Ac	vity Centre:  Unit 4 
Outcome 1

This ac	vity centre contains a sample of prac	ce SAC and 
exam ques	ons rela	ng only to those key knowledge 
dot points covered in Area of Study 1 (Unit 4) of the VCE 
Economics Study Design (2023-27).  It also contains a 
crossword puzzle to help students familiarise themselves 
with some of the key deBni	ons or concepts rela	ng to 
this area of study.  The answers to all of the ques	ons 
and crossword can be found at the CPAP website at www.
commpap.com. 

Ques	on 1
Refer to the charts below and answer the ques	ons that 
follow:

               Target cash rate and key macroeconomic variables since 2017
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a. Describe the movement in both the budget outcome 
and the target cash rate since 2020. (4 marks)

b. Describe the changing stance of monetary policy since 
2022. (2 marks)

c. Using the appropriate chart for support, outline 
whether the movement in the es
mated/projected 
budget outcome beyond 2022-23 is consistent with 
the government’s Bscal strategy. (4 marks)

d. Outline how an easing of monetary policy can 
s
mulate aggregate demand via the exchange rate 
mechanism. (3 marks)

e. Explain how the Bscal policy se@ng in Australia 
over 2022-23 is inPuencing economic growth and 
employment. (6 marks)

Ques	on 2
‘Budgetary policy plays an important stabilisa�on role 
in the Australian economy, able to support monetary 
policy e1orts to limit the damaging e1ects of economic 
slowdowns’

a. DeBne budgetary policy and outline its overriding goal 
(4 marks)

b. DeBne monetary policy and outline its goals (4 marks)
c. Dis
nguish the structural and cyclical components of 

the budget and explain how they combine to support 
economic growth during a downturn or recession (6 
marks)

d. Discuss whether an increase in the budget deBcit 
is evidence of the Government taking a more 
expansionary budgetary policy stance.  (4 marks)

e. Explain how a weakening global economy is likely to 
impact on budgetary policy se@ngs  (4 marks)

Ques	on 3
a. Dis
nguish public debt from private debt.(2 marks)
b. Outline why a budget deBcit should result in a higher 

value of public debt (2 marks)
c. Explain how be<er economic condi
ons are likely to 

impact on monetary and budgetary policy se@ngs (5 
marks)

d. Outline how policy makers in Australia can ease 
monetary and Bscal policies.(3 marks) 

e. Given the rela
vely high household debt levels that 
exist in Australia, outline why a loosening of monetary 
policy is expected to be less eNec
ve at s
mula
ng 
AD compared to the past, when household debt levels 
were lower. (3 marks)

f. Describe a possible factor that could cause the RBA 
to 
ghten monetary policy in the future and outline 
whether an increase in the target cash rate means 
that the monetary policy stance becomes restric
ve. 
(4 marks)

g. Explain why there was a cyclical deteriora
on in the 
budget outcome during the 2020 recession.  In your 
answer refer to both the receipts and expenditure 
sides of the budget. (4 marks)

Ques	on 4
a. Describe how personal tax cuts are likely to impact 

on both the par
cipa
on rate and the unemployment 
rate.  (4 marks)

b. Explain how the RBA 
ghtens monetary policy (4 
marks)

c. Explain how a further increase in the excise on tobacco 
by 12.5% is likely to impact on living standards. (3 
marks)

Ques	on 3
a. Explain what is meant by an expansionary monetary 

and budgetary policy se@ng.  (2 marks)
b. Outline two reasons for the budget outcome moving 

from a surplus to a deBcit during an economic 
downturn.  In your answer, refer to the cyclical 
(automa
c) and structural (discre
onary) components 
of the budget. (4 marks)

c. Explain how large budget deBcits can theore
cally 
undermine the eNec
veness of monetary policy.  (4 
marks)

d. Explain how two of the following factors contribute to 
a loosening of monetary policy (4 marks)
i. A lower terms of trade
ii. Large declines in consumer conBdence
iii. A sharemarket collapse
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Giant Crossword Puzzle - AOS 1 Unit 4
Across
2. The budget outcome where government revenue (or receipts) 

exceeds government expenses (or expenditure).
6. That part or component of the budget outcome that changes 

(or has changed) as a result of discretionary stabilizers (i.e. 
deliberate policy decisions by the government).

9. A measure of inBation that seeks to provide an idea of the 
underlying price pressures in the economy (also called the 
underlying rate of inBation)

13. Taxes paid by corporations.  Currently a Bat and proportional 
30% of pro2ts, but due to fall to 29% in the future.

17. The way that a change in interest rates a�ects economic activity 
(2 words)

18. Colloquially, the RBA’s manipulation of the exchange rate via 
the buying and selling of AUD in the foreign exchange market (2 
words)

20. The market manipulated by the RBA in order to change interest 
rates in the economy (2 words)

21. That component of the budget outcome that changes (or has 
changed) as a result of automatic stabilisers.

22. A tax paid by economic agents, normally based on the income 
they earn, such as income taxes (2 words)

30. Debt instruments issued by governments or corporations.  The 
bond purchaser becomes the lender to the bond issuer.

32. In relation to the government’s budget cash balance, the 
headline cash outcome, but excluding Future Fund earnings and 
‘net cash Bows from investments in 2nancial assets for policy 
purposes.’

35. The rise in this over 2022 has helped to reduce the budget de2cit 
signi2cantly  (3 words)

37. The means by which monetary policy becomes more 
expansionary or less restrictive

38. A broad-based consumption tax introduced in Australia in 
2000 and currently applied at a rate of 10% on most goods and 
services (acronym)

40. A policy that is designed to stimulate or expand economy 
activity.

41. A form of retirement savings that is promoted through the 
budget via generous tax concessions.

43. A tax paid by economic agents via their purchases of goods and/
or services (such as the GST)

45. A policy operated by the RBA on behalf of the government 
and involves the manipulation of key 2nancial variables in the 
economy (primarily interest rates) in order to achieve speci2c 
economic goals and ultimately improve the living standards or 
welfare for all Australians (2 words)

47. The income available for consumption following a change in 
interest rates and its e�ect on cash Bows.  Not to be confused 
with disposable income.

49. Income that is taken from one group (e.g. taxpayers) and given 
to another (welfare recipients), usually via the government.  
Common examples include pensions and unemployment 
bene2ts.

50. When the monetary policy stance is neither expansionary or 
restrictive

52. The only interest rate that can be directly manipulated by the 
RBA  (2 words)

53. The cost of borrowing money and one of the monetary policy 
transmission mechanisms (2 words)

54. The process involved in the manipulation of liquidity in the cash 
market by the RBA via the purchasing and selling of government 
securities (or repos) (3 words)

55. Also referred to as bracket creep.  The process of inBation 
increasing nominal wages (as workers seek to protect real 
wages) and pushing some workers into higher marginal tax 
brackets.  This increases the ‘average’ rate of tax paid by 
taxpayers and boosts the real value of federal government 
revenue (2 words)

56. A tax that collects proportionally more from lower income 
earners compared to higher income earners.  It involves the rate 
of tax decreasing as income increases.

57. A term to describe monetary policy initiatives that do not 
involve a manipulation of the cash rate

Down

1. A tax that collects proportionally more from higher income 
earners compared to lower income earners.  It involves the rate 
of tax increasing as income increases.

3. The budget outcome when receipts = outlays
4. An economic indicator of primary concern to the RBA (3 words)
5. An underlying measure of inBation calculated by measuring 

the price changes of all CPI items but removing the top 15% of 
goods and services whose prices increased the most and the 

bo3om 15% of goods and services who prices increased the 
least.

7. When the RBA leaves the target cash rate unchanged during 
times of stronger economic growth, the monetary policy stance 
is sometimes referred to as this.

8. Government’s may use policies to increase this in order to 
reduce the level of NFD

10. A policy that is designed to constrain economic activity.  Used 
mostly in relation to monetary policy e�orts to restrain AD.

11. In relation to budgetary policy, the changes to the budget that 
occur automatically with changes in the level of economic 
activity.  Also referred to as the cyclical component of budget. 
Contrast with discretionary stabilisers/structural component of 
the budget (2 words)

12. Government issued debt, typically in the form of government 
bonds (Acronym)

14. In relation to budgetary policy, the deliberate policy decisions 
designed to change receipts or outlays in an e�ort to inBuence 
economic activity (2 words)

15. A compulsory account held by all the commercial banks with 
the RBA to facilitate the transfer of funds between banks 
a1er se3ling amounts owing following interbank transactions 
(acronym).

16. Budget spending on roads, telecommunication networks, ports 
and electricity grids are examples of this type of investment 
that provides the foundation for economic activity to take place

19. A government tax initiative to support low and middle 
income earners by increasing their e�ective tax free threshold 
(acronym)

23. The means by which monetary policy becomes less expansionary 
or more restrictive

24. Macroeconomic demand management policies cannot 2ght 
this problem without the support of Aggregate Supply policies.

25. Describes the process of budget surpluses resulting in lower 
interest rates and/or exchange rates which then stimulates 
AD (via Consumption, Investment and/or net exports) and 
economic growth (2 words)

26. One hundredth of one percent.  For example, 100 of these 
equals 1% (2 words)

27. The manipulation of the level and composition of federal 
government receipts and outlays in order to assist in the 
achievement of its economic and social goals for Australia (2 
words)

28. This channel of monetary policy become impotent when all 
other central banks adopt identical changes to their monetary 
policy seXngs (2 words)

29. In relation to budgetary policy, the government laying out 
a plan for how it intends to meet its objectives or goals.  For 
example, one strategy for the 2009-10 budget was to ensure 
that the government could meet its current and future spending 
commitments (2 words)

31. The budget outcome where government revenue (or receipts) is 
less than government expenses (or expenditure).

33. All policies will be used to help avoid this.  A period of very low 
rates of growth in production (or real GDP) and relatively high 
(or increasing) rates of unemployment.  It occurs at the lowest 
point in the business cycle.

34. Related to the provision of government bene2ts where the 
receipt of such bene2ts will only occur if the recipients’ level of 
income (or wealth) is below a benchmark level.  It is designed to 
ensure that support is only provided to those welfare recipients 
genuinely in need of support (2 words)

36. A tax that involves the rate of tax applying to income earned 
remaining the same for all taxpayers.  Company tax is an 
example in Australia.

39. Commonly used in relation to the impact of government 
policies to describe those policy actions that work against the 
current stage of the economic (or business) cycle.  (2 words)

42. The government’s share of this will tend to increase when 
budget de2cits are delivered (acronym)

44. One of the monetary policy transmission mechanisms (or 
channels) and refers to the cash available for spending 
following a change in interest rates (2 words)

46. Describes the process of budget de2cits resulting in higher 
interest rates and/or exchange rates which then reduces 
AD (via Consumption, Investment and/or net exports) and 
economic growth (2 words)

48. In relation to the government’s budget outcome, it is total cash 
received by the federal government less the total cash paid.

51. A tax that is paid to the government based on income earned.
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10.1 A deBni	on of aggregate supply policies

Aggregate supply (AS) policies refer to any government ini
a
ve that is designed to reduce the costs of produc
on and/ 

or improve supply condi
ons for businesses so that Australia’s produc	ve capacity and living standards are enhanced 

over 
me. This will include measures that directly reduce business costs, such as a reduc
on in business taxes, or 

measures that are designed to improve the produc
vity or eFciency of businesses, such as government incen
ves for 

investment in new technology. All AS policies, by deBni
on, operate on the supply side of the economy and involve a 

shi5 of the AS curve following an increase in the quality of the factors of produc	on (e.g. higher produc
vity) and/or 

the quan	ty of the factors of produc	on (e.g. increasing the size of the labour force). This is in contrast to AD policies 

(like monetary policy) which work on the demand side of the economy and involve a shi5 of the AD curve.

AS policies can also include any government ini
a
ve that seeks to manipulate supply condi
ons across the economy 

in order to achieve other speciBc goals. This includes those policies that might seek to target rela
vely more equitable 

outcomes for society, such as welfare reforms, or those that seek to improve environmental outcomes, such as policy 

ini
a
ves to address climate change. AS policies also include immigra
on policies, which necessarily alter supply 

condi
ons across the economy in order to achieve their speciBc aims, only some of which might relate to the need 

to boost or protect produc
ve capacity over 
me. They can also include the liberalisa
on of trade and improving the 

condi
ons under which Australia trades interna
onally in order to improve our interna
onal compe

veness and  

eFciency of resource alloca
on.

AS policies aim to improve living standards by improving supply condi�ons and helping to simultaneously 

achieve strong and sustainable economic growth, full employment and low levels of inGa�on.

10.2 The aims of aggregate supply policies 

Aggregate supply policies are typically designed to increase the na
on’s produc
ve capacity, permi@ng an increased 

volume of goods and services to be produced over 
me and assis
ng aggregate demand policies in achieving promo
ng 

non-inPa
onary economic growth over 
me.  This is highlighted in Figure 10.1a, with the Produc
on Possibility Curve 

(PPC) shi5ing to the right, allowing more produc
on of both goods. This increase in produc
on capacity will also be 

rePected in a shi5 to the right of the AS curve as shown in Figure 10.1b. The increase in AS from AS1 to AS2 pushes 

the economy towards a higher equilibrium level of output (real GDP 2) and lower inPa
on (P2), which means that the 

successful implementa
on of AS policies helps to achieve more  sustainable economic growth into the future, as it 

occurs alongside lower levels of inPa
on.  

Increase in real GDP with lower  inflation

AD

Prices

real gdpReal GDP1

P2

P1

Real GDP2

Aggregate supply policies to increase real GDP

AS1

AS2

More of all goods and services can be produced

when effective AS policies are put into place

Good a

good b

Aggregate supply policies expand productive capacity

Figure 10.1a Figure 10.1b

Chapter 10  The nature and opera	on 

of aggregate supply policies
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Box 10.1 Box 10.1  Australia in the 1990s – the need for AS policies Australia in the 1990s – the need for AS policies

In the past, it was clear that Australia had a problem of ineFcient performance in a number of 
sectors that had been shielded from compe

on, including domes
c avia
on, electricity supply, 
shipping, railways, manufacturing and telecommunica
ons.  This resulted in an ineFcient 
alloca
on of resources, forcing up produc
on costs and prices and damaging the interna
onal 
compe

veness of Australia’s tradables sector (i.e. exporters and import compe
ng businesses).  

From the early-1990s, Australian governments embarked on a series of supply-side reforms (also 
referred to as microeconomic reforms or structural reforms) to the economy that helped to 
s
mulate economic growth and boost living standards for close to two decades.  These reforms 
included:

• the corpora	sa	on of Government Business Enterprises (GBEs) to ensure that the ‘proBt mo
ve‘ had more of a role in the 
running of the business and staN were more accountable for their performances

• the priva	sa	on of many GBEs, such as Qantas, the Commonwealth Bank of Australia and many State government u
li
es 
(e.g. electricity and gas companies)

• the decentralisa	on (or deregula	on) of the labour market to ensure that wages growth more closely rePected growth in 
produc
vity or performance

• deregula	on of many markets to expose domes
c Brms to greater levels of compe

on (e.g. banking and telecommunica
ons 
reforms that made it easier for foreign banks or telecommunica
ons companies to set up in compe

on against the big 
incumbent Brms)

• the contrac	ng out of many government services that were previously provided in-house (e.g. cleaning contracts and 
roadworks)

• con
nued compe		on reforms to ensure an
-compe

ve behaviour is minimised and that more of the beneBts of 
compe

on are realised

• measures to remove the advantages that GBEs enjoyed over private sector businesses, referred to as compe		ve neutrality
• removal of the legisla
ve barriers to the free trade of u
li
es (e.g gas and electricity) across State boundaries
• the regulatory and pricing reforms in electricity genera
on and retailing, including the establishment of the na
onal 

electricity market
• improving third party access to essen
al infrastructure (e.g. in telecommunica
ons and gas distribu
on).
• con
nued trade liberalisa	on, with the ongoing removal of tariNs, and signing of many free trade agreements, leading to 

increased compe

on in our import-compe
ng sector and improved resource alloca
on across the economy

From the mid-1990s to mid-2000s, these reforms exposed businesses to greater compe

on, which raised na
onal produc
vity, 
reduced average costs and maintained downward pressure on prices.  This helped to ensure that Australia’s rate of economic 
growth averaged a very healthy 3.7% per annum during this period, which compares to an average of 2.6% over the 10 years to 
the start of the pandemic in 2020. The success of these policies, combined with strong growth in the working age popula
on and 
Australia’s good fortune of reaping the beneBts of the mining boom, helped to ensure that Australia was able to withstand the 
nega
ve impact of the global Bnancial crisis (GFC) of 2008.  While many economies around the world, including those in Europe, the 
USA and Japan, experienced recessions at the 
me, Australia con
nued to enjoy posi
ve rates of economic growth and managed 
to avoid the same decline in living standards experienced in those countries.  Since then, however, the pace of reform has slowed 
signiBcantly and Australia’s produc
vity growth has decreased.  With the economy emerging from the COVID-19 pandemic, there 
have been increasing calls for the government to introduce further supply side reforms to the economy in order to boost produc
ve 
capacity, improve Australia’s interna
onal compe

veness and achieve stronger and more sustainable rates of economic growth. 

The need for AS policies in Australia today

As noted in Box 10.1 above, the success of AS policies and supply side reform through the 1990s and the 2000s allowed 

Australia to maintain strong economic growth throughout the period despite global downturns. Nevertheless, between 

2011 and 2016, commodity prices fell, heralding the end of the Brst phase of the mining boom (i.e. the price growth 

phase). This was then followed by the end of both the second phase of the boom (i.e. the investment phase) and the 

third phase of the mining boom (i.e. the produc
on phase) a few years later. [See Ac
vity 7k in Chapter 7 covering the 

three phases of the mining boom.] While commodity prices and the terms of trade have rebounded signiBcantly in 2022, 

there is general agreement that other sources of economic growth are required if Australia is to maintain high standards 

of living into the future. For example, the forecast decline in the terms of trade from its 2022 peak, by approximately 

30% over 2023 and 2024, will act as drag on economic growth into the near future.  It makes it clear that a con
nued 

over-reliance on growth in commodity prices to generate economic growth only heightens Australia’s exposure to the 

swings in the global business cycle. Accordingly, genuine a<empts by governments at all levels to achieve supply side 

improvements to the economy will once again enable Australia to generate longer term and more sustainable rates of 

economic growth.  This is par
cularly the case in light of the ageing popula
on and the nega
ve impact that the future 

decline in the size of the labour force is expected to have on levels of AS. 

The importance of produc
vity growth and innova
on in the context of an ageing popula
on and the expected decline 

in the terms of trade was highlighted in a recent government report as follows:

‘Produc�vity growth is vital for Australia’s future, par�cularly as the Australian and global economies emerge 
and begin to recover from the economic impacts of COVID-19. The 2021 Intergenera�onal Report makes it clear 
that future growth in income and living standards will be driven from produc�vity growth as the par�cipa�on 
e1ects of young migra�on are o1set by an ageing popula�on. Global and domes�c produc�vity growth in 
recent decades however has slowed. ... In this environment, Australia needs policy se\ngs that foster a Gexible 
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and dynamic economy, that is able to adapt in the face of economic challenges and opportuni�es. Policy 
se\ngs should encourage the economy to adapt to the growing importance of digital technologies, including 
through developing a skilled labour force. They must also be forward looking and support an environment 
that promotes economic dynamism, entrepreneurship and appropriate risk-taking, and innova�on and 
technological adop�on.’

 Source: Productivity Commission ‘5-year Productivity Inquiry: Key to Prosperity’, Interim Report, August 2022

In addi
on, the government also recognises the limita
ons 

associated with the use of AD side policies to drive stronger 

and sustainable rates of economic growth.  For example, during 

the COVID-19 crisis, central banks around the world (including 

Australia’s RBA) used expansionary monetary policy in the form 

of lower interest rates (in some cases to zero or below) and/

or raising the money supply (commonly known as quan	ta	ve 

easing) to s
mulate their economies. Ini
ally, this extensive 

monetary policy s
mulus was limited in its ability to accelerate 

growth given that interest rates were at their ‘eNec
ve lower 

bound’.  As a consequence, the Australian economy struggled to 

emerge from the trough in the business cycle, and the RBA has 

openly acknowledged the limita
ons imposed upon monetary 

policy during a 
me when a household debt levels were very 

high. Of course, the expansionary monetary policy stance was 

supported by the delivery of very expansionary budget deBcits, 

with a combina
on of tax concessions and spending ini
a
ves 

(e.g. cash handouts including the temporary doubling of 

unemployment beneBts/JobSeeker) helping to s
mulate AD and 

economic growth.  The problem with demand side s
mulus to the economy via the use of both monetary and budgetary 

policies was that it contributed to growth in inPa
onary pressures during 2022. While the growth in inPa
on over 2022 

to more than 7% was largely a result of cost inPa
onary pressures (stemming from the war in Ukraine, the impacts 

of Poods and ongoing COVID-19 supply chain disrup
ons) there is no doubt that the use of expansionary AD policies 

jeopardised the achievement of low inPa
onary growth over the course of 2022-23. 

In this context, governments have recognised the limita
ons of AD policies and con
nue to inves
gate ways of securing 

more sustainable, low inPa
onary, rates of economic growth into the future.  On numerous occasions over recent years, 

RBA oFcials have reiterated the need for the government to implement supply side ini
a
ves through the budget, as 

well as develop an investment climate in which the private sector is provided with the appropriate incen
ves to innovate 

and develop new compara	ve advantages. In his tes
mony to the House of Representa
ves Standing Commi<ee on 

Economics in late 2022, the RBA Governor (Dr Philip Lowe) noted the challenges facing the budget and the need for 

structural (supply side) reforms to deliver the goods and services we require as a na
on into the future. 

I do worry how, as a community and society, we’re going to tackle this need to pay for the things that we as 
a community want the government to deliver for us. The best op�on here is to do structural reform, to have a 
bigger pie, so there are more resources to pay for aged care, disability care, great educa�on and defence, but 
that requires both governments and businesses to do things that are di4cult.

 Source:  RBA Governor response to questioning at the House of Representatives, Standing Commi3ee on Economics (Sep 2022)

Review ques
ons 10.1 - 10.2Review ques
ons 10.1 - 10.2

1. DeBne what is meant by an aggregate supply (AS) policy and dis
nguish AS policies from AD management policies.

2. Explain how AS policies work to increase the na
on’s produc
ve capacity. Make reference to quality and quan
ty 

of factors of produc
on and use an AD/AS diagram to illustrate.

3. Explain how AS policies are more suited to achieving low inPa
onary economic growth compared to AD policies.

4. Explain why the eNec
ve implementa
on of AS policies is par
cularly important during a period when the economy 

is expected to experience a lower terms of trade and a reduc
on in the labour supply. In your answer, refer to the 

role of produc
vity.

5. Explain what the RBA Governor means when he says that ‘the best option here is to do structural reform, to have 

a bigger pie’.
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Ac	vity 10a: Produc	vity growth is essen	al for improved living standards  Ac	vity 10a: Produc	vity growth is essen	al for improved living standards  
      in the future       in the future 

Produc
vity is a measure of how eFciently an economy turns inputs into 
outputs. Produc
vity grows when things are done more eFciently today 
than yesterday. When there is produc
vity growth, an economy produces 
more outputs from the same amount of inputs. The most common measure 
of produc
vity is labour produc
vity. It measures the quan
ty of goods and 
services produced per hour of work. Labour produc
vity growth is essen
al 
to improving na
onal income and real wages. People can use their growing 
wages to buy more goods and services, save and invest, and have greater 
freedom to choose how they spend their 
me. In turn, higher wages increase 
tax revenues and the capacity of government to deliver services to the 
community. 

Labour produc
vity has been the most important source of income growth in 
Australia over the past 30 years, contribu
ng over 80 per cent of growth in real gross na
onal income (GNI) per person. It is 
projected to remain the most important source of income growth in the future.  …Labour produc
vity growth has slowed 
over the past few decades, in line with global trends. Growth over the last complete produc
vity growth cycle averaged 
1.2 per cent per year, which was below the 30-year historical average [of 1.5%] to 2018-19.  …Slowing produc
vity is driven 
by several factors [such as]: 

• declining economic dynamism, which lowers produc
vity by slowing the rate of innova
on and technology 
adop
on, or slowing realloca
on of resources – both capital and labour – from less produc
ve to more produc
ve 
Brms

• structural shi5s in the composi
on of the economy including the increasing size of the services sector and popula
on 
demographics

• the nature of recent technologies and diFcul
es in their measurement
• lower business investment
• slower growth in educa
onal a<ainment and labour quality, given a large por
on of the labour force is already 

highly educated

…All levels of government have a role to play in boos
ng produc
vity growth through policy and regula
on that facilitates 
eFcient investment in technology, improves market eFciency and compe

veness, and li5s the health and capability of 
our workforce. By providing strong ins
tu
ons and a predictable policy environment, government can increase certainty, 
encouraging investment and eFcient risk-taking. The Government is accelera
ng reforms and investments to enable 
greater adop
on of digital technologies to support the goal of Australia becoming a leading digital economy by 2030. 

The Government is also con
nuing to implement reforms to make the economy more dynamic and produc
ve. This 
includes recent reforms to bankruptcy, which encourage Brms to innovate and experiment, …[and] a ‘patent box’ to 
encourage companies to develop and retain innova
on ideas in Australia, complemen
ng the $2 billion investment 
in the Research and Development Tax Incen
ve The Government has also commi<ed to boos
ng skills by inves
ng in 
appren
ceships, higher educa
on short courses, voca
onal educa
on and training. This will open new opportuni
es and 
jobs for Australians, allow more innova
on and adop
on, and foster growth in labour realloca
on and produc
vity. 

Con
nued investments through the Government’s infrastructure investment pipeline will further support produc
vity 
growth by bringing consumers closer to more markets and bring workers in contact with more employment opportuni
es. 
The Government’s pursuit of open and free trade will provide further access to global markets, encouraging businesses to 
be more compe

ve, to innovate, and to adopt new technologies and methods suppor
ng produc
vity growth. 

The Government is commi<ed to increasing produc
vity in non-market sectors, by ensuring diversity, choice, and 
responsiveness in the delivery of government services to spur innova
on and quality. This commitment to pro-produc
vity 
policies and an environment that supports produc
vity growth aims to ensure sustained increases in output, wages and 
living standards into the future.
Source: Chapter 4 of the 2021 Intergenerational Report (Australia over the next 40 years).

Ques	ons:
1. DeBne produc	vity and labour produc	vity and explain how each is measured.
2. Explain how produc	vity growth contributes to growth in wages and boosts living standards. 
3. Outline the evidence provided to support the claim that improving produc	vity is the key to improved economic 

growth in the future.
4. Provide examples of two factors that may have contributed to a slowdown in the rate of produc	vity in the past.
5. Provide one example of how governments can encourage investment and boost produc	vity.
6. Describe one possible reform that the government could implement to make the economy more dynamic and 

produc	ve.
7. Describe how infrastructure investment can support produc	vity growth and boost produc	ve capacity. 
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10.3 How AS policies work to improve supply side condi	ons 

Quality and quan�ty of factors of produc�on 

As noted in the introduc
on, all AS policies can contribute to an increase in the quality of the factors of produc	on 

which means that our resources, such as labour and capital, are more valuable in terms of the output they produce.  An 

increase in the quality of either human capital (i.e. labour), physical capital (e.g.machinery) or natural capital (e.g. land) 

will raise produc
vity by increasing the volume or real value of produc
on rela
ve to the inputs used in the produc
on 

process.  From Unit 3, you will recall that produc	vity can be measured in a number of ways. Labour produc
vity is best 

deBned as output (real GDP) over the number of labour hours worked; capital produc
vity is deBned as output over 

the number of capital hours used; and mul
factor produc
vity is deBned as output over a combina
on of inputs, such 

as labour and capital.  Examples of how the government can implement AS policies to improve the quality of factors of 

produc
on is highlighted below:

• In rela
on to the quality of human capital, the government can 

devote more funding to voca
onal educa
on and training, or 

provide employers with tax concessions or subsidies to incen
vise 

greater expenditure on training and development. This is designed 

to improve the quality of human capital, as younger Australians will 

ul
mately exit these courses/programs with enhanced workplace 

skills, improving labour produc
vity as they should be able to 

contribute to greater output for each hour of employment.  [More 

detail about the role of educa
on and training as part of the 

budget is included later in this chapter. In addi
on, the role that 

skilled immigra
on plays in boos
ng the quality of human capital in 

Australia is also dealt with separately later in the chapter.]  

• In rela
on to the quality of physical capital, the government can 

undertake invest in infrastructure itself (e.g. investment in telecommunica
ons, road, port or rail infrastructure) or 

encourage the private sector to investment in more ‘high tech’ capital (e.g. via research and development grants).  

The greater investment in infrastructure and/or capital will result in beneBts such as be<er connec
vity between 

Australian producers to market, including export markets, via be<er highways or rail for example. The upgraded 

infrastructure should increase produc
vity levels over 
me, as the cost and speed of transporta
on services will 

improve. In addi
on, greater investment in capital, such as new and improved technology or robo
cs, will enable 

producers to achieve an increase in output with fewer resources, once again raising produc
vity.

• In rela
on to the quality of natural capital, the government could provide incen
ves or support for businesses 

(or other not-for-proBt organisa
ons) to invest more in the improvement, preserva
on and/or protec
on of our 

natural resources, par
cularly for the long term.  This largely relates to government environmental policies, which 

is covered at the end of this chapter, but it also relates to policy ini
a
ves such as those that improve the quality of 

agricultural land for farmers or the quality of mineral resources for miners.

Some AS ini
a
ves are focused on boos
ng the quan	ty of the factors of produc	on.  This can include those that are 

designed to increase the supply of labour, via incen
ves to either enter or return to the labour force, such as subsidies 

for childcare which encourages stay at home parents to return to the labour force, or an increase in the re
rement age, 

which compels many workers to remain in the labour force for longer. [The role that immigra
on plays in boos
ng the 

quan
ty of human capital in Australia is considered in detail later in the chapter.] 

Increasing the quan
ty of the na
on’s resources might also include incen
ves for businesses to invest more in capital 

equipment, such as the provision of generous accelerated deprecia
on allowances or other tax concessions designed to 

increase private sector investment in capital.  The use of taxes and/or subsidies as AS policies to incen
vise businesses 

is covered in more detail later in the chapter.  

Costs of produc�on

In Unit 3 we considered the costs of produc	on as a factor inPuencing the supply decisions of businesses.  It is the most 

important factor, along with proBt margins, that determines both the quan
ty and price that products are oNered in 

markets.  In this respect, movements in costs of produc
on across the economy will have important implica
ons for AS 

and therefore the produc
ve capacity of a na
on.  Any fall in the costs of produc
on over 
me, on an aggregate level, 

will either encourage businesses to oNer more goods for sale on markets, or incen
vise businesses to reduce prices as 

a means of genera
ng more sales.  Either way, the total supply of goods and services in the economy (i.e. AS) will rise, 
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which is rePected by the shi5 to the right of the AS curve and/or an increase in the produc
ve capacity of the na
on.  

This results in the volume of output increasing (i.e. a rise in real GDP) and the aggregate price level falling, as shown in 

Bgures 10.1a and 10.1b earlier.

Government AS ini
a
ves that are designed to increase the quan
ty and/or quality of factors of produc
on, as discussed 

under the previous heading, will necessarily encourage producers to increase supply by virtue of the expected (or actual) 

impact on the average costs of produc
on over 
me.  For example, any AS ini
a
ve that leads to an improvement in the 

quality of our factors of produc
on, rePected by an increase in produc
vity, will mean that any given level of output can 

be produced with fewer inputs, which typically results in lower costs per unit of produc
on (i.e. lower average costs of 

produc
on) and therefore leads to an increase in AS and produc	ve capacity.  Similarly, any AS ini
a
ve that leads to 

an increase in the quan
ty of our factors of produc
on, such as an increased labour supply, should ul
mately lead to a 

reduc
on in wage costs, as labour markets loosen and the downward pressure is exerted on the price of labour. This then 

results in a fall in average produc
on costs and once again leads to an increase in AS and produc
ve capacity.

The government has a more direct means of inPuencing the costs of produc
on for businesses. The federal government 

can use its use of indirect taxes, such as excise/customs du
es and royalty taxes, to inPuence produc
on costs directly, 

which in turn impacts on the willingness to supply goods and services.  For example, the government could reduce 

royalty taxes applying to mining companies in an eNort to reduce produc
on costs, improve supply condi
ons and 

generate an increase in the volume of mining produc
on.  State governments can also reduce business taxes, such as 

payroll taxes, in order to reduce produc
on costs and improve supply condi
ons.  Alterna
vely, governments can reduce 

produc
on costs and incen
vise supply via the provision of subsidies.  Both the use of taxes and subsidies are considered 

separately later in this chapter.

Government laws and regula
ons that are designed to 

achieve a host of diNerent outcomes in the economy will also 

indirectly impact on the cost of produc
on for businesses, 

further inPuencing supply decisions and AS.  This includes 

those regula
ons rela
ng to occupa
onal health and safety, 

workplace discrimina
on, equal opportunity, product safety 

and many others that are designed to address market failures 

or achieve a be<er balance between equity and eFciency in 

the economy.

Interna�onal compe��veness

In economic terms, compe

veness refers to the degree to which an en
ty can successfully compete against 

other en

es in par
cular markets for goods and services, on price or non-price factors (such as service, quality or 

uniqueness). Australia’s interna	onal compe		veness therefore refers to the degree to which Australian businesses 

are able to compete against other businesses in the global market place. An improvement in Australia’s interna
onal 

compe

veness means that Australian Brms or industries will be producing goods and services at lower prices or higher 

quality compared to rival businesses overseas. 

Generally, an increases in AS should increase interna
onal compe

veness as average costs of produc
on are likely to 

fall over 
me, allowing businesses to reduce prices or improve quality. In addi
on, subsidies and grants that support 

innova
on and the development of new products (such as the government funding of research into a COVID-19 

vaccine) can provide Australian producers with a ‘compe

ve edge’. Lower prices, higher quality or unique products will 

therefore help Australian businesses to a<ract a larger share of the global market. To the extent that other countries also 

successfully manage to boost produc
ve capacity (e.g. via AS policies), it becomes even more important for Australia 

to maintain growth in AS or produc
ve capacity in order to at least retain our exis
ng share of the global marketplace.

Review ques	ons 10.3Review ques	ons 10.3

1. Dis
nguish the quality of factors of produc
on from the quan
ty of factors of produc
on.

2. Explain what is meant by human capital, physical capital, and natural capital.

3. DeBne produc
vity and dis
nguish labour produc
vity from capital produc
vity.

4. Describe how AS policies can improve the quality of human capital, physical capital and natural capital.

5. Describe how AS policies can improve the quan
ty of factors of produc
on.

6. Describe how AS policies ul
mately lead to a reduc
on in the costs of produc
on and an increase in produc
ve 

capacity.

7. Explain how AS policies can increase interna
onal compe

veness.
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10.4 Aggregate supply policies to achieve economic goals and   

 living standards

The use of AS policies has clear beneBts for the government’s economic goals of price stability  (low in;a	on) and 

strong and sustainable growth.  By increasing AS (indicated by a shi5 to the right of the AS curve as shown in Figure 

10.1b below, reproduced from earlier in the chapter), or expanding produc
ve capacity, average produc
on costs should 

fall. As is clear in the Bgure below, this results in lower average prices 

and an increased likelihood that the RBA’s goal of 2 to 3% growth in 

the CPI on average over 
me will be achieved.  

Importantly, the boost to produc
ve capacity will mean that the 

economy is able to achieve a higher rate of economic growth alongside 

lower inPa
on, which is some
mes referred to as ‘low inPa
onary 

growth’   This is because the downward pressure on prices tends to 

increase AD, via greater C, I and net exports (shown as an expansion 

along the AD curve), which then leads to an increase in real GDP 

(or economic growth).  In such an economic environment, growth 

becomes more sustainable as it occurs without inPa
onary pressure. 

This makes AS policies more eNec
ve in this regard compared to AD 

policies that may be used to s
mulate growth, which tend to create 

inPa
onary pressure, par
cularly when the economy is opera
ng 

near full capacity.  

With higher levels for AD and real GDP following improved AS 

condi
ons, we should expect to see an increase in the (derived) 

demand for labour, boos
ng employment and reducing the rate of 

unemployment towards a rate that is consistent with the full employment rate of unemployment or the NAIRU (non-

accelera
ng inPa
on rate of unemployment).  This unemployment eNect is mi
gated somewhat by the possibility of 

higher par
cipa
on rates over 
me, combined with the possibility of some ‘jobless growth’ – where the increase in 

economic growth requires no addi
onal labour owing to advances in produc
vity or eFciency.  

Some supply-side policies, par
cularly those involving structural reforms to the economy such as the eNects of trade 

liberalisa
on (which is covered towards the end of the chapter) can tend to have a nega
ve eNect on unemployment in 

the short term.  This is because industries will o5en make workers redundant when they are going through a major re-

structure of their organisa
ons.  This can increase structural unemployment in the short term but is expected to reduce 

unemployment in the longer term as the more eFcient economy manages to generate even higher output levels and 

a larger demand for labour.  There is also the possibility that some workers will remain unemployed for longer periods, 

and indeed some older workers may never regain employment.  Despite this, the net eNects for employment across the 

economy are expected to be posi
ve.

Overall, AS policies should beneBt average living standards for 

Australians. Average incomes across the economy should increase 

and real disposable income per capita should expand, providing 

Australians with a greater ability to purchase goods and services.  

Similarly, the fact that economic growth is more likely to occur 

without inPa
onary pressure, this preserves the purchasing power 

of consumers and provides a further boost to living standards. To 

the extent that AS policies contribute to growth in produc
vity and 

the quality of goods and services over 
me, this further helps to 

boost living standards over 
me, as does the possibility of more 

leisure to the extent that higher produc
vity is associated with 

lower average hours of employment. Of course, these beneBts are 

tempered somewhat by the possibility that AS policies may impact 

nega
vely on other quality of life factors, such as when they lead to deple
on of natural resources and/or the impact 

on structural or long term unemployment . In addi
on, to the extent that some supply-side policies focus too much on 

the short term, there is always the risk that longer term living standards may suNer. For example, AS policies removing 

or relaxing regula
ons or taxes that protect the environment, might lead to longer term problems for the economy in 

terms of deple
on of resources (or damage to the environment more generally). For example, tax reform that removes 

taxa
on on pollu
on, such as the removal of the carbon tax in 2014, may lead to worse social and environmental 

outcomes. 

Study tip

It is important to remember that many supply side 
initiatives come about via an increase in AD before the 
supply side e�ects begin to materialise in the economy.  
For example, tax concessions for private sector 
investment in new technology will initially increase AD 
(via the increase in I) and place short term pressure 
on prices.  However, once the technology begins to 
contribute to production, supply conditions improve, 
average costs of production fall and a be3er outcome 
for both prices and output should occur in the longer 
term.

Increase in real GDP with lower  inflation

AD

Prices

real gdpReal GDP1

P2

P1

Real GDP2

Aggregate supply policies to increase real GDP

AS1

AS2

Figure 10.1b
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Ac	vity 10b: A micro lens on produc	vity growthAc	vity 10b: A micro lens on produc	vity growth
 

At the most elementary level, produc
vity describes the quan
ty of 
products that can be generated (output) from the resources (inputs) 
used in the produc
on processes. In reality, the change in produc
vity 
— produc
vity growth — rePects not only the quan
ty of goods and 
services produced but also changes in their quality over 
me. It also 
rePects the inven
on and introduc
on of en
rely new products. 

Hence, the growth in living standards experienced over the last 200 
years can be seen as manifes
ng in three main ways. 

1. Goods and services that became cheaper — through a fall in 
the number of hours (‘labour cost’) of workers’ 
me needed to 
produce exis
ng goods and services

2. Goods and services that got be<er — through improvements in quality on mul
ple dimensions (by an amount 
worth more than any addi
onal resources required to improve them) 

3. En
rely new goods and services — as new ways were found to sa
sfy human wants (or new wants were 
discovered and developed) either through wholly novel products or new varie
es of exis
ng ones

DiNerent goods and services, and diNerent parts of the economy, have experienced diNerent combina
ons of 
these three eNects. Some everyday items have become materially cheaper; others have become much be<er; and 
many have done both. All the while, the introduc
on of new goods and services has fundamentally re-shaped the 
economy. In each of these three ways, produc
vity growth has increased the typical worker’s purchasing power 
— a smaller number of hours of work is required to achieve any par
cular level of material living standards (which 
encompasses the quality, quan
ty and variety of goods and services). 

Produc
vity growth o5en involves Bnding ways to produce goods and services with fewer inputs. This in turn means 
that the goods and services become cheaper over 
me to purchase. One way to measure this is by the number 
of hours the typical employee (receiving the average wage) needs to work in order to buy par
cular goods and 
services. In fact, on this measure, the ‘labour cost’ of many everyday items has indeed fallen consistently over 
me 
as produc
vity has improved (see table below).  For example, a double bed with a ma<ress, a blanket and pillows in 
Australia in 1901 cost the equivalent of 3 weeks of work at the average weekly wage, compared with 1 week in 1980, 
and just 2 days in 2021. Even housing rental costs, which have risen in inPa
on-adjusted terms over the past 40 
years, have fallen (on average, across the country) in terms of their labour 
me cost — the average person needed 
to work about 20 hours per week to rent a three bedroom house in 1901, while in 2021 the same person would 
only need to work for about 9 hours. A more drama
c example is the bicycle, which, in 1901 would require several 
months of work to aNord, but now requires less than a day of work. 

Australians need to work fewer hours to aHord most goods and services

[Hours of work to pay for goods and services]

Good or service Hours Hours Hours Hours Hours

Good or service 1901 1990 2000 2010 2019

Double bed, ma<ress, blanket and pillows 185 41 37 24 18

Bicycle 473 - 14 8 6

Rent 20 12 11 10 9

…The bicycle became cheaper through improved manufacturing eFciency — cheaper energy, be<er materials and 
mass produc
on. The rise of global trade also made the bicycle cheaper to Australian consumers by allowing access 
to products that are more eFciently produced overseas. In contrast, the cost of housing — measured by rent — has 
seen a much less spectacular fall, because it has proven more diFcult to adopt technological innova
ons which 
would reduce the real cost of housing, including by ge@ng the most out of available land. 

Source: Productivity Commission ‘5-year Productivity Inquiry: Key to Prosperity’, Interim Report, August 2022 (edited)

Ques	ons:
1. DeBne produc	vity. 
2. Explain how higher produc	vity can lead to lower prices, beQer quality and new goods and services.
3. Explain how produc	vity increases the typical worker’s purchasing power.  Describe how this is supported 

by the evidence presented in the table in this ac	vity.. 
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Some other aims of AS policies

Aggregate supply policies to Bght stag;a	on

Aggregate supply policies are par
cularly important when an economy experiences stag;a	on - where high inPa
on 

and low levels of economic growth require a unique policy approach.  Tradi
onal AD policies are insuFcient, on their 

own, to deal with this scenario.  On the one hand, expansionary AD policies would help to li5 growth, but serve to 

exacerbate the inPa
on problem.  On the other hand, contrac
onary AD policies would help to control inPa
on, but only 

worsen economic growth.  Governments therefore recognise the value of AS policies that could create condi
ons that 

are more conducive to low inPa
onary economic growth.

Aggregate supply policies to alleviate capacity constraints and tackle cost in;a	on

Aggregate supply policies are also important when an economy experiences capacity constraints, where the na
on’s 

produc
ve capacity is stretched to the limit and output cannot keep pace with the growth in AD.  For example, during 

the boom period leading into the global Bnancial crisis of 2008, the rate of growth in AD was excessive, manifes
ng in 

container ships queuing at ports, road conges
on and electricity supply constraints during hot days.  More recently, over 

2022, the growth in AD that was fuelled by expansionary monetary and budgetary policies during a 
me when capacity 

constraints emerged from 
ght labour markets (and skills shortages across various industries) as well as global supply 

chain disrup
ons Powing from ongoing COVID-19 restric
ons in countries like China, pointed to a need for supply side 

ini
a
ves to boost supply poten
al and ease capacity constraints.  SpeciBcally, the government has increasingly focused 

on those supply side reforms that are related to boos
ng produc	vity, par	cipa	on and popula	on - also known as the 

‘three Ps’. This means that the government con
nues to maintain a focus on produc
vity (of both labour and capital), 

labour force par
cipa
on, and popula
on growth (par
cularly the role of skilled immigra
on) as means of boos
ng 

produc
ve capacity and achieving more sustainable rates of economic growth into the future.  

Addressing short term supply shocks and cost in;a	onary pressures

Aggregate supply policies are also useful to counteract the eNects of a short-term supply side shock to an economy.  

For example, during 2022, Australia experienced a large but temporary increase in the price of oil, which had nega
ve 

implica
ons for the economy as the costs of produc
on increased for most Brms, exer
ng upward pressure on inPa
on 

(to more than 7% over 2022), and made it more diFcult to achieve strong and sustainable rates of economic growth .  To 

counter this problem, the government can, and did, use its control 

over the tax system to provide temporary relief to businesses 

and households, in the form of cuts to petroleum excise taxes or 

short term tax concessions.  For example, the excise on fuel was 

temporarily halved during 2022 (between March and September) 

which reduced cost inPa
onary pressures and helped to relieve 

cost of living pressures for households.  

Other recent Australian examples can be used to highlight the 

value of AS policies in dealing with temporary supply side shocks 

to the economy, such as cyclones and Poods. Typically, state and 

Commonwealth governments provide a number of assistance 

measures that ul
mately help to reverse some of the eNects of the 

ini
al supply shock. This helps to reduce produc
on costs, push 

the supply curve back towards the right, and prevents the decline 

in produc
on levels that would otherwise occur. Government 

ini
a
ves, like low interest loans or cash grants to producers 

aNected by the 2022 Poods, helped to protect AS levels in the 

economy, reducing pressure on inPa
on and preven
ng larger falls 

in output. 

Similarly, drought relief assistance given to farmers in the past is another example of an AS policy that is designed to 

deal with a nega
ve supply shock to the economy.  Some Australian farmers (such as those in inland NSW) experienced 

poor supply condi
ons owing to lack of rain and governments sought to ensure that viable farms were provided with 

adequate Bnancial assistance.  This helped to keep costs of produc
on at a low enough level to encourage those farmers 

to remain on the land throughout the ‘hard 
mes’.  This helped to both improve supply condi
ons (jus
fying further 

investment by farmers) and achieved be<er macroeconomic outcomes for prices, employment and produc
on.
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The most recent obvious example of a very serious supply side shock to the Australian economy was the COVID-19 

pandemic. During much of 2020, measures designed to contain the virus spread (and the havoc that would wreak on 

Australian society) resulted in a collapse in Australia’s produc
ve capacity and ability to supply goods and services. 

Firstly, via the shutdown of the Chinese economy in the early stages of the virus’ spread, it restricted the ability of 

Australian businesses to source key inputs from China, reducing AS. Once the virus spread, the government responses 

to the crisis, combined with the threat of the disease caused by the virus itself, restricted the ability of Australian 

businesses to source key labour inputs or to con
nue opera
ng at all. The Federal and State governments both took 

ac
on to support producers – through ini
a
ves such as the generous provision of wage subsidies (e.g. JobKeeper and 

JobMaker), the delivery of business tax concessions (e.g. the expanded instant asset write oN provisions), as well as 

direct support payments to speciBc industries.

The value of supply side support from governments is highlighted in Figure 10.2.  A short term supply shock reduces AS 

from AS1 to AS2, crea
ng pressure for the general level of prices to increase to P2 and for output to fall from GDP1 to 

GDP2.  The temporary AS policy (such as the cut in fuel excise explained above), reduces produc
on costs and keeps 

prices down at P3, which then helps to prevent output from falling to GDP2, instead res
ng at GDP3.

AD

Prices

real gdpGDP1

P2

P3

P1

GDP2 GDP3

Government assistance in the event of a supply shock

AS3

AS1

AS2

Figure 10.2

Supply shock shifts the

AS curve to the left

from AS1 to AS2

AS policies shift the

AS curve back to the right

from AS2 to AS3

Review ques
ons 10.4Review ques
ons 10.4
1. Explain how AS policies are expected to impact upon the goal of strong and sustainable economic growth.

2. Explain how AS policies are expected to impact upon the goal of price stability. Illustrate your answer by drawing a 

fully-labelled AD/AS diagram, showing the eNect of AS policies in helping to contain inPa
on.

3. Explain how AS policies are expected to impact upon the goal of full employment.

4. Explain how AS policies can improve living standards.  In your answer, clarify if all AS policies achieve higher living 

standards by boos
ng AS or produc
ve capacity.

5. Discuss how some AS ini
a
ves might boost produc
ve capacity and improve material living standards, but have 

nega
ve implica
ons for non-material living standards.
6. DeBne stagPa
on.

7. Explain how AS policies are more suited to tackling the problem of stagPa
on compared to AD policies.

8. DeBne ‘capacity constraints’ and provide an example of how these constraints might become evident.

9. Explain what is meant by the three Ps.

10. Explain what is meant by a supply shock.  Provide a recent example to illustrate.

11. Explain how AS policies were used to counteract the eNects of supply side shocks during 2022.
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10.5 Budgetary policies to in;uence aggregate supply and 

 economic goals

While budgetary policy is generally considered to be a demand management policy, it is o5en used to boost produc
ve 

capacity (or increase AS) in an eNort to maximise longer term economic growth and boost na
onal living standards.  

Common budgetary policy supply side ini
a
ves include spending on training and educa
on, the provision of research 

and development grants, investment in infrastructure, as well as the provision of subsidies.

Spending on training and educa�on

An increase in the quality and/or quan
ty of training and educa
on 

is ul
mately designed to improve the quality of human capital in 

Australia by enhancing the contribu
on that workers can make to 

produc
on.  More training/educa
on courses and/or the provision 

of be<er quality courses will help to improve the skills of current 

or future members of the labour force, which in turn increases 

average labour produc
vity levels in the economy and boosts 

the na
on’s AS or produc
ve capacity. Be<er quality training and 

educa
on will also contribute to more dynamically e8cient labour 

markets, helping to ensure that the supply of labour (e.g. workers) 

be<er matches the demand for labour by businesses or employers. 

In other words, people will be able to move more easily and readily 

from one type of work to another when the market condi
ons 

change. This will therefore not only help to reduce the incidence of 

structural unemployment, but also serve to reduce the length of unemployment for many people who have lost their 

jobs in an ever-changing economy.  

The importance of educa
on (and training), in boos
ng human capital, li5ing na
onal produc
vity and achieving be<er 

living standards can be summed up as follows:

‘Providing a world-class educa�on is fundamental to Australia being an innova�ve and fair country by 2030. 

Educa�on determines the capability of workers and entrepreneurs, and therefore the economy’s produc�vity

and innova�on capacity. Educa�on also shapes Australians’ life opportuni�es.  Governments have a key role to 

play in realising this vision because they design, fund and regulate many aspects of the Australian educa�on 

system.’

                                 Source:  ‘Australia 2030 Prosperity through Innovation, A plan for Australia to thrive in the global innovation race’ (2017)

Federal Government spending on educa
on represents approximately 7.3% of total government expenses and includes 

spending on higher educa
on ins
tu
ons (e.g. universi
es), voca
onal educa
on and training providers (such as 

technical and further educa
on ins
tu
ons), as well as public (government) and private (independent) schools in 

Australian states and territories.  

During 2020, the government announced and implemented a number of signiBcant educa
on ini
a
ves and reforms, 

including major changes to university funding and the cost of speciBc degrees and the JobTrainer ini
a
ve. These are 

discussed in detail in Ac
vity 10c.

 

A sample of recent speciBc budgetary policy ini
a
ves rela
ng to educa
on and training have been taken from the most 

recent budget papers:

2022-23 Budget and other recent budgets

• The planned provision of 480,000 fee-free TAFE and community based voca	onal educa	on places to ensure 

Australians have aNordable access to skills training, especially in areas of cri
cal shortage.  As a Brst step, the 

Australian Government and all states and territories have commi<ed to develop a $1 billion one year Na
onal 

Skills Agreement which will commence on 1 January 2023 and deliver 180,000 fee-free TAFE and community based 

voca
onal educa
on places over 12 months.

• To tackle skills shortages and support under represented groups to a<end university, the government will deliver up 

to 20,000 addi
onal university places over 2023 and 2024. The addi
onal places will provide more opportuni
es for 

Australians to study in areas of skills shortage such as nursing, teaching, engineering and technology.
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• $954.0 million over 5 years from 2021-22 to introduce a new Australian Appren	ceships Incen	ve System from 1 

July 2022, providing support to employers and appren
ces in priority occupa
ons

• $365.3 million to extend the Boos
ng Appren
ceship 

Commencements and Comple	ng Appren	ceship 

Commencements wage subsidies by 3 months to 30 June 

2022, to further support employers taking on and retaining 

new appren
ces 

• $52.8 million over 5 years from 2021-22 to deliver the new 

ReBoot ini	a	ve and support Workforce Australia to support 

up to 5,000 disadvantaged young Australians to develop 

employability skills, providing a pathway to employment 

services and training opportuni
es

• $3.7 billion over 5 years from 2022-23 (and $284.6 million 

per year ongoing from 2027-28) to work with states and 

territories, to agree a new Na	onal Skills Agreement under 

the Heads of Agreement for Skills Reform to invest in the 

skills system to support economic growth and resilience 

• $49.5 million over 2 years from 2022-23 to provide an 

addi
onal 15,000 low and fee free training places in aged 

care courses under the JobTrainer Fund

• $44.6 million over 2 years from 2022-23 to con
nue support for businesses who employ mature aged Disability 

Employment Services program par
cipants through the Restart Wage Subsidy

• $295.2 million over 5 years from 2021-22 (and around $142.8 million per year ongoing) to establish new research 

training pathways for students and researchers, crea
ng new opportuni
es to work with industry through new 

Industry PhDs and Fellowships, and deliver reforms to the Australian Research Council’s Linkage Program from 

2026-27

• $62.4 million over 2 years from 2022-23 to extend the Na
onal Schools Reform Fund and Non Government Support 

Reform Fund to support na
onal educa	onal reforms in the schools sector.

To the extent that these government spending ini
a
ves help to boost skills and labour produc
vity in the economy, 

beyond that which would have occurred without government interven
on, we can expect that the government’s 

domes
c macroeconomic goals will become easier to achieve. A be<er skilled workforce will typically result in fewer skills 

shortages and/or capacity constraints that ordinarily place an upper limit on the rate of economic growth. SpeciBcally, 

be<er quality human capital will be rePected in higher produc
vity growth, lower average costs of produc
on and a 

larger AS or produc
ve capacity.  As discussed earlier, this helps to achieve the goal of low inPa
on and enables stronger 

and more sustainable rates of economic growth to occur.  In addi
on, we can expect the demand for labour to increase 

as a result of a more compe

ve and stronger economy (i.e. a larger derived demand for labour) as well as the fact that 

the skills of labour force par
cipants have increased on average making them more a<rac
ve to employers.  

Review ques	ons 10.5aReview ques	ons 10.5a

1. Explain what is meant by training and educa
on. In your answer, make reference to ‘human capital’.

2. Outline how increased budget funding for training and educa
on programs can help to boost produc
ve capacity.

3. Describe the link between training and educa
on, dynamic eFciency, and structural unemployment.

4. Outline how the provision of 480,000 fee-free TAFE places may improve the employability of workers.

5. Explain how the JobTrainer Skills Package announced in 2020 can help to improve dynamic eFciency.

6. Iden
fy two separate budget spending measures, apart from the provision of 480,000 fee-free TAFE places and 

JobTrainer packages,  that are designed to increase the quality of human capital in Australia.

7. Explain how greater spending on educa
on and training is expected to impact upon each of the goals of low 

inPa
on and strong and sustainable economic growth.

8. Explain how greater spending on educa
on and training is expected to impact upon the goal of full employment.
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Ac	vity 10c: University funding reforms 2020Ac	vity 10c: University funding reforms 2020
The impact of COVID-19 on the economy, along with major changes in technology have led to changes in the types of jobs 
expected to become more common in the post-COVID recovery phase. 

In a March 2020 speech about skills, technology and the future of work, Alex Heath, an economist at the RBA, spoke about the 
changing nature of work – highligh
ng that the strongest growth in recent years has been in jobs requiring the highest skills. 
Employment in such occupa
ons has increased from 15% of total employment in the mid-1960s to above 30% today. Lower and 
middle-range skilled jobs have fallen as a share of employment, as automa
on and technological advances have replaced many 
of these jobs. There has also been a shi5 in Australia away from manufacturing and into more service industry jobs. Over the 
past Bve years, the health care & social assistance, informa
on media and telecommunica
ons and construc
on industries have 
experienced par
cularly signiBcant upskilling.

As noted earlier in this chapter, in its response to the COVID-19 pandemic, the Federal Government wants to focus on ensuring 
more Australians have a chance to reskill or upskill to Bll the jobs on the other side of the crisis.  In 2020, the Federal Government 
passed a series of reforms to higher educa
on funding through the parliament, called the ‘Job-ready Graduates’ legisla
on. In 
announcing the changes, the government said projec
ons before COVID-19 showed that over Bve years to 2024, almost half of all 
new jobs would go to someone with a bachelor’s degree or higher, and that 62% of employment growth was expected to come 
from healthcare, science, technology, educa
on and construc
on.

The changes had two major aims:

• To steer enrolments towards courses with good employment prospects
• To get the higher educa
on system ready for the large birth cohort resul
ng from Costello’s ‘baby boom’ of mid-2000s (a 

series of budget reforms under the then-Treasurer Peter Costello, that encouraged increased birth rates). These babies will 
reach university age in the mid-2020s.

Students will s
ll be able to choose what to study, but the pricing of many degrees will change drama
cally. For domes
c students 
with funded places, the cost of a degree is a combina
on of what the government funds and what the student contributes. 
Un
l the new legisla
on was passed, student contribu
ons (what students paid as fees), were roughly based on the earnings 
prospects of someone with that qualiBca
on.  Under the old system, law and medical graduates earn (on average) high incomes, 
so they paid the highest student contribu
on – fees of $11,115 a year. Because Arts graduates earned less on average, their 
contribu
ons were in the lowest band – fees of $6,684 a year. 

Under Job-ready Graduates, the link between student contribu
on and earning prospects is abandoned, and fees are based on 
encouraging or discouraging enrolments based on what the government perceives as graduate job prospects and the ‘na
onal 
priori
es’.  In addi
on to the changes to fees paid by students, the government also changed the amounts paid to universi
es, 
in many cases reducing the per-student funding paid. Sydney University es
mated that universi
es will get around 6% less for 
each new student from 2021. Regional universi
es received extra funding on the basis of promo
ng ‘equity’, while a number of 
city-based universi
es with large enrolments of students from lower socioeconomic backgrounds lost considerable funding. The 
changes to funding may also lead to universi
es having less surplus funding – funding that they have tradi
onally used to support 
their considerable research programs.

One Bnal change was introducing a requirement that students maintain a 50% pass rate in order to qualify for a government 
funded place. All of these reforms are taking place in the shadow of a collapse of interna
onal student numbers due to COVID-19 
restric
ons. The changes to fees is the centrepiece of the funding reforms. The table below shows the fees to be paid in 2021 for 
some well-known courses. The fees are shown with a change and with no change. 

Course 2021 fee ($) with 
no change 

2021 fee ($) with 
change

Percentage 
change

Increase or 
decrease?

Humani
es 6,804 14,500

Teaching 6,804 3,950

Law 11,355 14,500

Crea
ve Arts 6,804 7,950

Engineering, Science, IT 9,689 7,950

Maths 9,689 3,950

English, Languages 6,804 3,950

Economics 11,355 14,500

Clinical Psychology, Nursing 6,804 3,950

Medicine, Dental, Vet Science 11,355 11,300

Ques	ons:
1. Complete the table of course fees, by calcula	ng the percentage change in fees for each of the courses listed and 

iden	fying if the fee change is an increase or a decrease. 
2. Choose one course that has risen in fees and one course where fees have fallen, and explain, based on the informa	on 

provided, why this has happened. 
3. Explain the government’s jus	Bca	on for the changes to the structure of fees for degrees at Australian universi	es. 
4. Explain how the fees are designed to aHect AS (hint: think about educa	on, training, and skills shortages.)
5. Explain how, if successful, the changes to university fee structures will help to support the achievement of the goals of 

full employment and strong and sustainable economic growth.
6. Outline two possible unintended (nega	ve) consequences of the changes to university fees. 
7. Consider your own circumstances. Will the change to course fees in;uence your choices about what you study? Why or 

why not? 
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Research and development grants

Research and development (R&D) is a key component of the innova
on process that businesses will typically undertake 

in order to ensure that they be<er meet the needs of consumers and remain compe

ve in a dynamic global marketplace. 

The research component of R&D involves businesses spending 
me and money (or using scarce resources, such as 

labour) to inves
gate and discover new or be<er products, improved ways of producing products, or more eFcient 

means of distribu
ng products to consumers. While the research component of R&D can simply be the willingness to 

explore an idea (which could involve minimal eNort), it is more common for the research phase to involve considerable 

sums of money and use of resources in developing new technologies. The development component of R&D goes one 

step further and builds upon the research that is already being undertaken. For example, computer companies like 

Apple and Microso5 will spend millions of dollars on research into new technologies, some of which will yield beneBts, 

but some of which prove to be non- viable. If the project is not viable,  the companies will stop injec
ng money into the 

par
cular research ini
a
ve and begin to explore other possible means of innova
on. However, if the research indicates 

that the technology is feasible and poten
ally viable, the company will then move into the next phase of innova
on, 

which is to develop the research into something of value to the business. This might include new methods of produc
on, 

improvements to the exis
ng product range, and/or new products altogether.

Given the high rate of technological change that takes place every year, businesses will typically spend a por
on of 

their annual budget on R&D expenditure. High-tech businesses, such as those in manufacturing, computer hardware 

or computer so5ware, will o5en spend up to 10% of revenue on R&D expenditure every year. Others will spend even 

more, such as businesses within the pharmaceu
cal industry, which will spend upwards of 15% of their revenue on R&D 

expenditure. 

R&D is risky and underprovided by the market

R&D expenditure is inherently risky for two important reasons.  

• Firstly, there is no guarantee that the millions of dollars 

of research (and development) spending will result 

in any concrete beneBts for the business in terms of 

new/be<er products or methods of produc
on.  In 

this respect, some of the investment in R&D will fail to 

generate an economic return for the business.  

• Secondly, there is always a possibility that rival 

companies will seek to copy the new innova
ons and 

therefore ‘piggyback’ oN the research and development 

successes without contribu
ng any expenditure in the 

process.

In Economics, R&D expenditure is o5en used as an example 

of posi	ve externali	es in produc	on as a market failure.  

Without government interven
on, there would be an under-

alloca
on of resources to the produc
on of R&D.  Businesses 

would be reluctant to take the risk of inves
ng in R&D, par
cularly given that the fruits of their investment might be 

stolen or exploited by rival businesses. This is one reason why governments have developed intellectual property laws 

and patents to prevent other businesses from eNec
vely stealing the beneBts of R&D spending undertaken by other 

en

es.  

In addi
on, the beneBts of R&D will ‘spill over’ to posi
vely impact upon third par
es or society more generally.  For 

example, the R&D expenditure by a manufacturing business into new robo
cs might help to raise produc
vity for that 

business, reduce produc
on costs and raise proBts.  However, the new robo
cs might have applica
ons across the 

manufacturing industry and elsewhere (even the military) which will provide wider economic beneBts and higher living 

standards for Australians. In this respect, the government needs to internalise the positive externality by providing 

Bnancial incen
ves (such as tax concessions or grants) to businesses in order to increase R&D spending in the economy.  

This will help to ensure that a more socially op
mal level of R&D expenditure takes place, which leads to a more eFcient 

alloca
on of resources and ul
mately maximises living standards.  [See Ac
vity 10d below regarding the beneBts of 

government funding of R&D into alterna
ve forms of pest control.]
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Ac	vity 10d: Bugs for Bugs – An R&D success story Ac	vity 10d: Bugs for Bugs – An R&D success story 
For many years, the agriculture, forestry and Bshery industries have used 
pes
cides. They use pes
cides to control weeds, pests, insect infesta
ons, and 
disease carriers. Many feel that pes
cides have increased world food security and 
standards of living. Without pes
cides, Australian growers would have produced 
far fewer products. 

Although pes
cides have been important to agriculture, there are some concerns 
about their safety. Pes
cides may have long-term eNects on the environment, 
ecosystems and human health. People take in small amounts of pes
cide from 
their food, air and water. According to the World Health Organiza
on, pes
cides 
are linked to some nega
ve health eNects in humans, such as cancer, eNects on 
reproduc
on, immune or nervous systems. Pes
cides also have some nega
ve 
impacts on the environment. For example, over-using pes
cides could lead to the 
destruc
on of biodiversity. Pes
cides threaten many species on the land and in the sea. This makes pes
cides a concern for 
environmental sustainability.

Pes
cides also cause weeds and insects to become resistant to insec
cides and herbicides. This leads to people using more 
pes
cides. For example, in the early 90s, the co<on bollworm became resistant to insec
cides and put the global co<on in 
industry in danger. Today, scien
sts are looking at environmentally sustainable ways of managing pests. A solu
on called 
Integrated Pest Management (IPM) might allow us to reduce our dependence on pes
cides. 

Bugs for Bugs is a Queensland-based company that has specialised in IPM for over 35 years. They are one of Australia’s leading 
suppliers of non-toxic alterna
ves to chemical pes
cides. The company’s aim is to help Australian growers to use IPM to reduce 
their use of chemical pes
cides. Bugs for Bugs oNers a wide range of non-chemical solu
ons for crops. These crops include 
citrus, co<on, tomatoes, sweet corn and greenhouse crops like cucumber and capsicum. Bugs for Bugs’ customers are mostly 
commercial growers looking for a be<er way of doing things. Recently, the company has also started working in the animal 
produc
on industries and producing products to target nuisance Pies.

The company’s product range includes a variety of bio-control agents. These are insects that are natural enemies to pests. They 
are either na
ve or naturalised and include ladybird beetles, 
ny parasi
c wasps, predatory mites, and many more- external site. 
The company also oNers a range of environmentally friendly fruit Py control products, and other pest management tools including 
insect traps and pheromones. Entomologist Dan Papacek is the company’s founder and co-director. He has been developing IPM 
solu
ons for more than 40 years. When Mr Papacek Brst started Bugs for Bugs, their focus was on providing a consul
ng service 
on pest management prac
ces. But since the late 90s, the company has been producing bio-control agents. The company has 
invested a lot of resources into research and development. They started by producing bio-control agents for citrus, and have since 
diversiBed into other crops to meet growing demands.

Mr Papacek said that as a science-based company, large research and development projects have been essen
al to his business. 
He describes R&D as an ongoing process. His company is con
nuously improving its processes and solving problems. It takes years 
to turn the idea of a new biological control agent into a commercially viable product for growers. The company has focused some 
of its R&D eNorts on improving the reliability of produc
on. In a recent six-year R&D project, Bugs for Bugs tried to improve the 
mass rearing produc
on system for montdorensis predatory mites. Mr Papacek said that the company was having contamina
on 
issues with this product. “When our growers cannot get these valuable tools on demand they revert to pes
cides and lose 
conBdence in our product.” The R&D project iden
Bed weaknesses in the system and helped the company to minimise the risk of 
contamina
on. Growers now use these mites to control thrips and whitePies, especially for greenhouse vegetable crops. Bugs for 
Bugs is one of two companies worldwide researching this organism. In Australia, the company is one of four that is mass rearing 
beneBcial insects.

According to Mr Papacek, inves
ng into R&D used to be risky for Bugs for Bugs. The company faced Bnancial diFcul
es when 
inves
ng in R&D, because it took years to make Bnancial gains and the outcome was uncertain. Mr Papacek believes that without 
the R&DTI, Bugs for Bugs would not have survived. “If we weren’t ge@ng any type of Bnancial relief during these 
mes, I don’t 
think we would be here today,” he says.  Bugs for Bugs’ diverse range of IPM solu
ons has many posi
ve eNects on the Australian 
ecosystem and human health. Reducing the use of pes
cides leads to more sustainable food produc
on. It also leads to less 
pes
cide-related threats to food supply and the environment. Increasing the use of natural pest control products reduces the 
need for chemical pes
cides. In this way, growers can use smaller amounts of chemical pes
cides for a longer 
me, reducing the 
risk of resistance. By making crop produc
on more sustainable, growers can maintain a viable business.

Bugs for Bugs products also act as ‘import replacement’ products. Chemical pes
cides are mostly imported from overseas, while 
Bugs for Bugs’ products are produced in Australia. Mr Papacek said that his company also partners with many IPM consultants who 
advise farmers on pest management. The company’s products help IPM consultants improve their clients’ pest management by 
giving them non-toxic alterna
ves to chemical pes
cides. The R&DTI program has helped universi
es, government departments 
and other organisa
ons to work together. Bugs for Bugs has worked directly with Departments of Agriculture, the CSIRO and the 
Queensland Museum.The R&DTI has helped Bugs for Bugs develop intellectual property and new skills. In this way, the R&DTI has 
enabled Bugs for Bugs to support other organisa
ons in their research projects.

Source: h3ps://business.gov.au/grants-and-programs/research-and-development-tax-incentive/how-the-rdti-has-helped-other-companies/bugs-for-bugs

Ques	ons:
1. Describe the role of pes	cides in food produc	on.
2. Explain why a reduced reliance on pes	cides might have posi	ve eHects for society.
3. Use the coQon bollworm example to illustrate how a growing resistance to insec	cides can nega	vely impact on 

aggregate supply.
4. DeBne a bio-control agent and give an example of how one of these agents can impact on agricultural produc	on.
5. Explain how R&D eHorts in improving the reliability of produc	on can assist aggregate supply and Australia’s interna	onal 

compe		veness.
6. Explain the role of R&D tax incen	ves in the inven	on and commercialisa	on of Bugs for Bugs products.
7. Explain how the R&D tax incen	ves that were taken advantage of by Bugs for Bugs can have a favourable impact on 

aggregate supply and strong/sustainable rates of economic growth.
8. Outline how the R&D tax incen	ve helps to replace imports and examine the impact on the current account balance and 

economic growth. Use the Bugs for Bugs example to illustrate.
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The most recent Bgures available from the Produc
vity Commission (Trade & Assistance Review released in August 2022) 

highlights that support for R&D made up $5.2 billion (or 33%) of the total $15.8 billion provided in federal budgetary 

assistance to Australian businesses.  The current R&D tax incen
ves (detailed below) are equivalent to a grant given by 

the government, in that they reduce the cost and risk of undertaking R&D ac
vi
es by allowing eligible businesses to 

reduce their tax liability (i.e. pay less tax).  The government notes that the tax incen
ve aims to ‘...boost compe��veness 

and improve produc�vity by encouraging industry to conduct R&D that might not otherwise have been conducted.’

R&D tax incen	ves

The R&D tax incen
ves currently in place in Australia, both at a federal and state level, are designed to boost 

compe

veness and improve produc
vity across the Australian economy by encouraging industry to conduct R&D that 

may not otherwise have been conducted.  The current tax incen
ve in place has two core components:

• a 43.5% tax oNset for businesses with turnover of less than $20 million per annum, which is crudely equivalent to 

a 150% tax deduc
on for all R&D expenditure.  This means that eligible businesses are legally permi<ed to ‘write 

oN’ (claim) as an expense 150% of the value of the R&D spending that has occurred.  For example, if a business 

spends $100,000 on R&D, it will be able to write oN $150,000 as an expense, which works to reduce both taxable 

income and any tax payable to the government.  [Businesses with turnover of more than $20 million per annum 

will receive a slightly smaller tax concession.]

Box 10.2 R&D tax concessions a grant?Box 10.2 R&D tax concessions a grant?
Tax concessions of this kind are equivalent to a grant because 
they result in less money being paid to the Australian Tax OFce 
(ATO) and therefore more money remaining in the business. 
For example, a smaller company that spends $400,000 on R&D 
might record a proBt Bgure of $1,000,000. It would ordinarily 
be required to pay 25% (the company tax rate for smaller 
companies) of that $1 million to the ATO tax, which yields 
a Bgure of $250,000 in tax.  However, the ability to write oN 
approximately 150% of the R&D expenditure means that an 
addi
onal $200,000 can be wri<en oN as an expense.  This 
reduces the proBt to $800,000 and leads to a smaller tax bill 
of $200,000 (i.e. 25% of $800,000).  This $50,000 saving is 
equivalent to the company receiving a $50,000 cash grant for 
spending $400,000 on R&D expenditure.

• The Australian government is also commi<ed to inves
ng directly in Australian research capacity within Australian 

ter
ary educa
onal ins
tu
ons as well as other research organisa
ons. These grants are ul
mately designed to 

encourage innova
on and increase compe

veness within Australian industries.  

Examples of the recent budgetary policy ini
a
ves rela
ng to industry R&D grants are contained below:

• The maintenance of the generous R&D tax concessions available every year, where businesses can deduct up to 

150% of eligible R&D expenditure or take advantage of tax oNsets up to 43.5%

• A Technology Investment Boost for small businesses via a 120% tax deduc
on on business expenses that support 

digital uptake

• The crea
on of a $2.2B University Research Commercialisa	on Ac	on Plan devoted to research in clean energy, 

medical products, defence and other high priority manufacturing areas

• Inves
ng $124.1 million to further develop Australia’s AI capabili	es, including by helping small and medium sized 

businesses with medium-high digital capability adopt AI

• Tax incen
ves to encourage companies to develop and apply their medical and biotechnology innova	ons in 

Australia. This incen
ve will tax corporate proBts from Australian developed and patented medical and biotechnology 

innova
ons at a concessional 17 per cent eNec
ve corporate tax rate.

• The provision of grants to the value of $66 million for organisa
ons researching and a<emp
ng to develop a vaccine 

and treatments for COVID-19 (as well as be<er preparing for future pandemics) in addi
on to an addi
onal $6 

million in funding to support research and development of three Australian COVID-19 vaccines

• Inves
ng $387.2 million to build one of the world’s largest radio telescopes in Western Australia as part of the Square 

Kilometre Array (SKA) project, enabling scien
Bc discoveries in astronomy and genera
ng spin-oN technologies that 

can be applied in other Belds, such as advanced manufacturing.
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Like government expenditure on training and educa
on, incen
ves for businesses to invest in R&D expenditure should 

accelerate produc
vity growth beyond that which would have occurred without government interven
on. This should 

help to boost AS and assist with the achievement of the government’s domes
c macroeconomic goals. An increase in 

produc
vity growth helps to reduce the average costs of produc
on and li5s produc
ve capacity.  As discussed earlier, 

this contributes to the achievement of low inPa
on and enables stronger rates of economic growth to occur without 

the constraint of high(er) inPa
on.  In addi
on, we can expect the derived demand for labour to increase as a result of 

a more compe

ve and stronger economy, making it easier for the government to achieve its full employment goal.

Review ques	ons 10.5bReview ques	ons 10.5b

1. Explain what is meant by research and development (R&D) as part of the innova
on process. In your response 

dis
nguish ‘research’ from ‘development’.

2. Explain why pharmaceu
cal companies typically spend a greater propor
on of revenue on R&D.

3. Describe why R&D expenditure is risky for businesses, par
cularly if there was no government interven
on to 

support R&D ac
vi
es.

4. Explain why, in the absence of government interven
on, there would be an under alloca
on of the na
on’s 

resources to the produc
on of R&D ac
vi
es.

5. Describe how the government a<empts to incen
vise R&D expenditure.

6. Explain why R&D tax incen
ves can be equivalent to a cash grant.

7. Outline how R&D tax incen
ves or grants can help the government to achieve its domes
c macroeconomic goals.

8. Iden
fy two recent budget ini
a
ves that are designed to s
mulate investment in R&D and explain how each 

measure can boost produc
ve capacity of the economy and contribute to the achievement of Australia’s 

macroeconomic goals.

Investment in infrastructure

The government can manipulate AS levels in the economy via its direct control over the level and composi
on of 

infrastructure spending.  Infrastructure refers to the key physical or organisa
onal structures within an economy 

that provide the ‘building blocks’ around which economic ac
vity takes place. Infrastructure items like roads, 

telecommunica
on networks, ports, dams, electricity networks and airports will facilitate the provision of goods 

and services around the country and indeed the world. Then Federal Treasury Secretary, John Fraser, highlighted the 

importance of infrastructure investment as follows:

Infrastructure is a crucial input into strong, sustainable, long term growth. The right infrastructure can li? 

incomes, create opportuni�es, support economic development and help alleviate poverty... many economies – 

including Australia – would not have the high living standards they currently enjoy without past investments 

in na�on-building infrastructure... investment in high-quality infrastructure can lead to a healthier, beMer-

educated and more produc�ve workforce. It can provide communi�es with market access for agriculture and 

other produce; open corridors for domes�c and interna�onal trade and help businesses reap economies of 

scale.
Source:  Keynote address given by John Fraser at the conference on building capability managing risks and enhancing e*ciency (Shanghai) 26 February 2016

While much of the infrastructure investment in Australia is directly provided by governments, there has been a general 

move away from this direct government provision and toward the ‘contrac	ng out’ of government infrastructure 

projects, such as road building, and/or the establishment of markets where the private sector is encouraged to 

undertake investment in public infrastructure projects for proBt.  For example, private construc
on companies have 

built infrastructure assets such as tollways and airports either on behalf of the government, or in partnership with 

the government.  In those cases where the private sector provides infrastructure assets, the government will tend 

to subsidise the project in order to account for any posi
ve externali
es and therefore avoid under-investment and 

an under-alloca
on of resources to these infrastructure assets.  Accordingly, budgetary policy supply side support for 

infrastructure projects can take the form of:

• direct provision by governments

• subsidies for the produc
on of private infrastructure

• tax concessions for investment in private infrastructure. 

The government established the independent statutory body, Infrastructure Australia (IA), to advise governments and 

other possible infrastructure providers (e.g. road construc
on companies) on the infrastructure projects and reforms 

that Australia should implement.  Infrastructure Australia develops a 15 year rolling plan (Australian Infrastructure Plan) 

which is designed to act like a ‘roadmap’ for Australia.  It includes an infrastructure priority list that is designed to inform 
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governments about which infrastructure projects are of na
onal signiBcance and therefore have the highest priority in 

terms of maximising the beneBts for the economy.  Infrastructure Australia deBnes na
onally signiBcant infrastructure 

as those infrastructure projects that will ‘materially improve na
onal produc
vity’. 

The highest priority projects on Infrastructure Australia’s most recent priority list (October 2022) include the:

• Eastern Freeway and CityLink connec
on

• Melbourne intermodal terminal capacity

• Melbourne to Adelaide freight rail improvements

• Freight rail access to Port Kembla

• Melbourne–Geelong rail capacity enhancement

Once these infrastructure projects commence the construc
on phase, they are removed from the list, and the list is 

updated to rePect the latest priori
es for the na
on.  The report also includes a list of high priority ini
a
ves – proposals 

that IA has determined have the poten
al to address a na
onally signiBcant problem or opportunity. They are included 

to indicate that further development and rigorous assessment of the proposals is a na
onal priority. Examples from the 

2022 list include:

• Western Sydney Airport

• M80 Ring Road upgrade in Melbourne

• North East Link (Melbourne)

There are a number of key areas of infrastructure spending that the 

government has focused on in recent budgets. The most high proBle 

being the ongoing investment in the Na	onal Broadband Network 

(NBN), which was Brst announced in 2009. See Ac
vity 10e for more 

discussion of the signiBcance of NBN as na
onal infrastructure 

suppor
ng Australia’s economy through improving aggregate supply.  

Examples of infrastructure investment announced in recent budgets are outlined below.

Recent infrastructure ini	a	ves

• Spending $7B in ‘transforma
onal infrastructure to help Australia push into new fron
ers of produc
on and growth’, 

including infrastructure that unlocks the Northern Territory’s exports through Darwin’s gateway to Asia

• Addi
onal spending of $17.9B commi<ed to road, rail and community infrastructure projects across Australia, 

including $3.1B for the Melbourne intermodal terminals that are designed to boost produc
vity and take trucks oN 

Victorian roads as well as $3.7B for faster rail projects in NSW and QLD.

• A further $300.6 million from the Government’s $8.9 billion Na	onal Water Grid Fund will help improve water 

security in the greater Darwin region.

• $1.7 billion for water infrastructure and supply chain projects in North and Central Queensland. This is in addi
on 

to the $5.4 billion the Government is providing for the Hells Gates Dam.

• $750.0 million for the Hunter region for transport and port infrastructure projects that will improve supply chain 

eFciency and boost exports.

• Spending an addi
onal $812M on the new Connec	ng Regional Australia ini	a	ve that is designed to address 

mobile blackspots and improve the overall resilience of Australia telecommunica
ons infrastructure

• An investment of $480.0 million in telecommunica	ons infrastructure via the upgrading of NBN Co’s Fixed Wireless 

Network 

• Investment of $2 billion to help deliver a fast rail connec
on between Geelong and Melbourne as well as co-funding 

Bve business cases with state governments for fast rail in other regions (e.g. Melbourne to Albury Wodonga and 

Melbourne to Traralgon).

• An addi
onal $1 billion is being provided for the next phase of the Roads of Strategic Importance ini	a	ve, 

increasing total funding to $4.5 billion. This includes further investment in strategic corridors, associated feeder 

roads and other rural roads across the country. This will facilitate addi
onal upgrades of key freight routes to be<er 

connect the agriculture and resource sectors to export markets and improve road safety.

• The Princes Highway will beneBt from a further investment of $1 billion across New South Wales, Victoria and South 

Australia



  Economic Fundamentals in Australia (8th ed)

352

Ac	vity 10e: The ongoing investment in the NBN Ac	vity 10e: The ongoing investment in the NBN 
The NBN – Na
onal Broadband Network – was announced in 2009. Its aim was 
to provide advanced broadband services to all regions in Australia, which was 
designed to boost Australia’s long-term economic prosperity.  The government 
argued that without such an investment, businesses in Australia would suNer 
in the future. Given the rapid changes in technology, an ineFcient broadband 
service might mean that certain products (yet to be invented) may not be usable 
in Australia. In addi
on, the NBN could cut produc
on costs for businesses. 
For examples, it becomes more en
cing for Brms to hold teleconferences via 
high quality Web X, Teams and Zoom facili
es rather than pay for expensive 
travel and accommoda
on. Since COVID-19 and the risks of future pandemics, 
combined with the changes that have taken place in the way workplaces are now 
structured, the importance of a high speed broadband network has become even 
more important.

A high speed network makes it easier for some skilled Australians living in remote regions to provide their services to the business 
sector, and for services to be provided in those remote areas, without a skilled prac

oner (e.g. a medical specialist) being located 
there. Businesses may also be able to be<er market and sell their products all around the world - especially those in regional areas 
who currently do not have access to high speed internet. Businesses will also be in a be<er posi
on to take advantage of cheaper 
and more eFcient services (e.g. IT services including web and App development) that might be provided in the global market 
place.

Following its announcement in 2009, the plan was costed at $37.4 billion by NBN Co (the government owned en
ty undertaking 
the roll out). A change of government led to a change to the plan, to move from a more expensive Bbre-to-the-premises (FTTP) 
model to a rela
vely cheaper Bbre-to-the-node (FTTN) model, that relied on the exis
ng copper cabling (used for telephones) to 
connect households to the NBN nodes in their area. The price of the modiBed NBN was at the 
me predicted to deliver a cheaper 
and faster NBN. By the 
me the rollout was close to Bnalisa
on in June 2020, it was announced the total cost would be $51 billion, 
and recent Bgures suggest that this has increased further (perhaps to $57 billion).

The COVID-19 pandemic has highlighted the signiBcance of reliable and fast broadband internet access, and at 
mes our network 
has been tested. With millions of workers and students a<emp
ng to conduct their lives via the internet, the capacity of our NBN 
was stretched in terms of dealing with the increased demands placed on it. NBN Co announced it had to undertake a number of 
adjustments to service delivery to ensure that the network could cope with the extra traFc. Nevertheless, having internet access 
allowed many businesses to con
nue opera
ng, even if in a reduced capacity, as they ‘pivoted’ to online oNerings. It allowed their 
employees to con
nue to oNer services from the employees’ homes, including teachers remote teaching, call centres diver
ng 
calls to customer service workers’ homes, and doctors providing telehealth appointments. 

In the 2022-3 Budget the government injected a further $480 million investment into the NBN in order to assist with the funding 
of Fixed Wireless 5G network designed to deliver faster wholesale internet speeds for regional Australia, beneB
ng thousands of 
homes and businesses.  The government and NBN note that the investment in 5G technology will ‘make it easier to work remotely, 
access digital services as well as connect with loved ones and access entertainment. For businesses, faster speeds will enhance 
and expand par
cipa
on in the global digital economy and beneBt from innova
ve technology such as the Internet of Things and 
smart farming’.

Ques	ons:
1. Explain three ways in which a fast and reliable broadband network can help increase produc	vity and aggregate supply, 

providing examples.
2. Explain how a fast and reliable broadband network can improve Australia’s interna	onal compe		veness. 
3. Explain the nature of the recently-announced upgrades to the NBN and how these can boost aggregate supply. 
4. Explain how a reliable broadband network can help to achieve the three goals of low in;a	on, strong and sustainable 

economic growth and full employment. 
5. Think back on your own experience of being a student during the COVID-19 pandemic. Iden	fy three ways in which 

broadband internet access supported your learning, or kept you connected to your school. 
6. Extending on your answer to ques	on 5, explain how access to the NBN helped Australia deal with the ‘supply shock’ of 

COVID-19. 
7. Overall, the cost of the NBN has been a considerable investment and expense for Australian taxpayers. Based on those 

costs, consider if the NBN can s	ll be considered a ‘good investment’. In your answer, refer to posi	ve externali	es, net 
beneBts and opportunity cost. 

Spending on many infrastructure projects, such as improving rail networks or expanding highways, is designed to boost 

produc
vity and reduce boQlenecks.  Bo<lenecks occur when key infrastructure becomes congested and transporta
on 

of products within or beyond  Australia  takes longer than it should.  If road and rail networks  are expanded and 

improved, then commute 
mes  fall  and transporta
on of goods becomes more eFcient (e.g. lower fuel costs and faster 

delivery 
mes). This will reduce costs of produc
on, paving the way for lower prices and an increase in interna
onal 

compe

veness. This should then generate more demand, create addi
onal employment and li5 Australian living 

standards. Similarly, expansion of ports is necessary for Australia to expand its export growth into the future and 

to facilitate the eFcient distribu
on of imports (most of which are currently capital or intermediate goods) to their 

intended des
na
on. 

The infrastructure investment referred to so far is primarily funded or undertaken by the federal government.  However, 

state and territory governments around Australia also invest heavily in state-based infrastructure projects.  For example, 

the Metro Rail Project in Victoria is funded primarily by the Victorian state government, with a minority of its funding 
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coming from the Federal Government via the release of money from 

the Asset Recycling Fund (ARF).  [The ARF was established in 2014 and 

provides infrastructure funds for state government who have undertaken 

to priva
se some state government-owned assets.]  For example, the 

Federal Government decided to release money from the ARF to fund 

part of the Metro Rail Project on the basis that Victoria sold a 50 year 

lease of the Port of Melbourne to the private sector.

The government has also recognised the need to invest in healthcare 

infrastructure. While much of this is in response to an ageing popula
on, 

there is some aspect of the spending which might help to improve 

Australia’s rate of economic growth. If spending in this area is successful 

in reducing the incidence of disease and 
me lost in sick days, then it 

could be argued that produc
vity will increase and business costs will 

decrease.

In a<emp
ng to summarise the economic beneBts of its infrastructure investment in the transport area, the previous 

government noted that:

Greater connec�vity between Australia’s rural and urban centres, improved transit �mes and greater rail 
e4ciency will help unlock cri�cal supply chains and reduce landside boMlenecks at Australia’s ports, thus 
improving the interna�onal compe��veness and e4ciency of Australia’s land transport network including a 
number of Gow-on environmental and fuel e4ciency bene2ts.   

 Source:  www.budget.gov.au

It is these types of economic beneBts that governments seeks to extract from investment in infrastructure, helping 

to boost the na
on’s AS and produc
ve capacity, and therefore assis
ng with the achievement of the domes
c 

macroeconomic goals of strong and sustainable economic growth, low inPa
on and full employment.  

Review ques	ons 10.5cReview ques	ons 10.5c

1. DeBne infrastructure and explain why infrastructure investment is vitally important to the Australian economy.

2. Provide two examples of infrastructure items and outline how they help to facilitate economic ac
vity.

3. Explain how the government provides budgetary policy supply side support for infrastructure spending.

4. Outline the role of Infrastructure Australia in determining what infrastructure investment is undertaken on a 

na
onal level.

5. Explain how widening the Monash Freeway and the M80 Ring Road can boost eFciency and produc
ve capacity.

6. Describe how greater investment in rail networks can reduce bo<lenecks and increase interna
onal compe

veness.

The provision of subsidies

Governments have tended to promote the development of local industries over 
me via the provision of subsidy 

support. Any government policy that supports businesses or industries typically comes under the banner of industry 

policy. The direc
on and scope of industry policy in Australia has shi5ed signiBcantly over the past 30 years.  Historically, 

industries were targeted for special assistance in the form of subsidies (and tariNs) as there was a widespread view that 

net economy-wide beneBts would be achieved in terms of higher output and employment.  Increasingly, government 

policy makers were subject to increasing amounts of business lobbying and the level of assistance grew, par
cularly 

within the tex
le, clothing, footwear and motor vehicle industries.  

Since the 1970s, however, research emerged that suggested any selec
ve industry assistance actually created longer 

term net costs to the economy because industries became increasingly reliant on government support.  Protec
on from 

compe

on only served to s
Pe eFciency and delay large scale restructuring that was desperately needed if Australia 

was to remain (or become) interna
onally compe

ve.  In par
cular, studies showed that the support provided to 

selec
ve industries imposed real costs on the rest of the economy.  As a consequence, successive governments sought 

to remove many forms of assistance in acknowledgement of the net gains to be made from this approach.  

Despite the increasing incidence of global protec
onist measures in recent years, Australian industry policy is generally 

limited to the provision of government support to the business sector in situa
ons where there are clear longer term 

economy wide beneBts.  Importantly, there has been a general move away from support to speciBc industries to more 

general industry support, despite some obvious excep
ons (see Ac
vity 10f).  Typically, this support is provided in 

situa
ons where there is a demonstrated market failure (see Chapter 3) that inhibits valuable investment from taking 

place.  In other words, if businesses make decisions based on ‘market signals’ (or rela
ve price changes) that are distorted 
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by government interven
on, this can result in sub-op
mal Investment or produc
on decisions.  This point was made 

by Mar
n Parkinson, the former Head of Commonwealth Treasury, when he was referring to changes in industry policy 

over 
me:

‘It has long been a fact of life in Australia that industry policy has o?en favoured producer interests at the 

expense of consumers. Over �me, however, governments have been increasingly wary of helping unpro2table 

2rms to remain in the marketplace, instead shi?ing their focus to assis�ng with the economic adjustment 

process — the current government’s response to the threat of exit of automobile manufacturers from Australia 

being the most marked manifesta�on.’      Dr Martin Parkinson, Address to the European Australian Business Council 5 December 2014, Sydney

The government Department of Industry, Science and Resources seeks to improve the interna
onal compe

veness of 

Australian businesses by suppor
ng innova
on, s
mula
ng investment and streamlining regula
ons.  The government 

recognises that globally compe

ve industries are important for both produc
vity and economic growth and con
nues 

to provide Bnancial support that foster growth in the interna
onal compe

veness of Australian businesses and 

industries more generally.  In this respect, subsidies that lead to greater innova
on and compe

veness will ul
mately 

help to boost AS or produc
ve capacity, which in turn can contribute to the achievement of low inPa
on, strong and 

sustainable economic growth and full employment in the long run.

Some examples of industry support to address market failures have 

already been discussed.  This includes funding to alleviate nega
ve 

economic eNects of a drought or to promote the ‘spill over’ beneBts 

(i.e. posi
ve externali
es) that are enjoyed when investment in R&D 

takes place.  With respect to climate change ini
a
ves, assistance is 

also given to renewable energy producers to promote the produc
on 

and consump
on of ‘green’ or renewable energy. In addi
on, the 

government has (since 2014) also provided subsidies to businesses 

inves
ng in projects that reduce their ‘carbon footprint’.  These subsidies 

are provided through the government’s Emissions Reduc
on Fund (part 

of the Direct Ac
on Plan that replaced the carbon tax) which targets 

intertemporal eFciency. [Market based ini
a
ve to address climate 

change is covered in Sec
on 10.9]  

With respect to drought funding, governments will provide support to the agriculture sector when it is clear that normal 

‘market signals’ could lead to the closure of otherwise ‘viable’ farms.  A drought, such as the recent one adic
ng 

farmers in eastern Australia, results in large Bnancial losses that could force some farmers to cease opera
ons.  The 

con
nued opera
on of ‘viable’ farms provides the community with substan
al posi
ve externali
es (or social beneBts), 

such as guaranteed food supply and environmental beneBts.  Accordingly, their survival during drought or other natural 

disasters may depend upon government industry support.

Subsidies or industry support to encourage the produc
on of goods and services containing posi	ve externali	es in 

produc	on (or consump
on) will clearly help to achieve greater alloca
ve and intertemporal eFciency.  In other words, 

the subsidies should lead to a more op
mal alloca
on of resources in the economy.  With respect to the impact on 

AS and produc
ve capacity, they should also have a favourable impact on produc
ve capacity in the long run.  This is 

because the eNec
ve implementa
on of subsidies which help to reduce CO2 emissions for example, should help to 

address climate change and reduce the likelihood of natural disasters or other climate related events (e.g. rising sea 

levels) that have the poten
al to reduce future levels of AS.  With respect to drought relief funding, it should help to keep 

farmers on the land and therefore also contribute to higher levels of AS than would otherwise be the case.

Subsidies have also been used by the government to directly boost produc
ve capacity by increasing the labour force 

par
cipa
on rate (LFPR).  

• The government provides child care subsidies for working families that are designed to reduce the cost of childcare 

and encourage stay at home parents to return to the workforce in some capacity.  In the 2022-3 Budget the 

government announced an increased investment of $4.6 billion to increase Child Care Subsidy rates to make early 

childhood educa
on and care more aNordable for eligible Australian families. It notes that the reforms are expected 

to increase the hours worked by women with young children by up to 1.4 million hours per week in 2023-24, which 

is equivalent to an extra 37,000 workers.

• The provision of taxpayer funded paid parental leave can be considered a subsidy for parents of newborn babies.  It 

provides eligible working parents with up to 18 weeks of pay at the rate of the na
onal minimum wage and is partly 

designed to boost produc
vity and par
cipa
on.  In the 2022-23 Budget, the government announced changes 

to modernise the scheme by increasing the number of weeks available to families to 26 weeks in 2026. A new 

investment of $531.6 million to expand the Paid Parental Leave Scheme will provide addi
onal support to families  

and ‘further support produc
vity and par
cipa
on’.
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In addi
on, wage subsidies have been provided to employers who hire, train, and retain eligible jobseekers into 

sustainable jobs.  This includes the Restart ini	a	ve, where businesses were provided a $10,000 incen
ve to employ 

older Australians (e.g. over B5y years of age), as well as the ini
a
ves introduced since 2020 as part of the government’s 

COVID-19 response.  This included:

   

• the JobKeeper wage subsidy that was designed to keep Australians in jobs and was open to businesses that 

experienced a signiBcant drop in revenue (more than 30%) caused by the coronavirus. The payment was designed 

to ensure that eligible employers could aNord to retain employees and remain viable businesses un
l the 

pandemic passed  

• the JobMaker Hiring Credit package, designed to further support growth and jobs during the pandemic. 

One further area of industry support worth exploring relates to the Government’s provision of export development 

grants as part of the government’s ‘trade policy’. The scheme is administered by ‘Austrade’ and funded through the 

budget.  The grants are provided to expor
ng businesses to enable 

them to penetrate export markets and involve the provision of a 50% 

reimbursement of expenses that are related to export promo
on 

ac
vi
es.  Like other AS policies, these grants work to reduce the 

business costs, increasing AS (pushing the AS curve to the right) and 

promo
ng growth in AD via an increase in export sales.  

The Produc
vity Commission’s latest annual industry review 

(released in August 2022) reveals the latest budgetary outlays 

assistance to industry, including subsidies, grants and loans.  Chart 

10.1 highlights that the services industry receives most support, with 

$5.0 billion provided in Bnancial assistance, the bulk of which goes to 

the following industries:

• Transport, postal and warehousing ($1.2b)

• Property, professional and administra
ve services (1.2b)

• Construc
on ($0.7b)

Primary industries received the next highest level of support at $1.4 

billion, with businesses in the following sectors receiving the most support:

• Sheep, beef ca<le and grain farming

• Hor
culture and fruit growing

• Aquaculture and Bshing

The manufacturing industry received the third highest level of support at $1.1 billion, with businesses in the following 

sectors receiving the most support:

• Petroleum, coal, chemical and rubber products ($270m)

• Machinery and equipment manufacturing ($220m)

• Metal and fabricated metal products ($116m)

Some recent examples of speciBc subsidies or assistance that have been announced include: 

• Inves
ng a further $328M in the pre-announced Modern Manufacturing Strategy that supports in high-value and 

high-priority areas involving the adop
on of innova
ve and new technologies.  This is in addi
on to the previous 

investment in the strategy ($1.3B) that was designed to build scale in areas where Australia has the capability to 

compete with the rest of the world, including defence, space, food and beverages, recycling and clean energy, 

medical products, resource technologies and cri
cal materials processing industries.

• Inves
ng $200M in the Regional Accelerator Stream of the Supply Chain Resilience Ini	a	ve that will assist regional 

businesses to address supply chain vulnerabili
es.

• Commi@ng to an increase in the lending capacity of the Na	onal Housing Finance and Investment Corpora	on 

(NHFIC) in order to increase the supply of aNordable dwellings for vulnerable Australians.

• The provision of an addi
onal $600M to improve produc
vity in the agricultural, Bsheries and forestry sectors, 

which includes assistance to farmers to help diversify income streams and be<er protect the environment.

Chart 10.1 

Provision of budgetary outlays on industry assistance

Source:  Productivity Commission, Trade & Assistance Review 2020-21

Primary production

$1436.1m [18%]

Manufacturing

$1097.7m [14%]

Services

$5037m [63%]

Mining

$366m [5%]
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Review ques	ons 10.5dReview ques	ons 10.5d

1. Explain what is meant by industry policy.

2. Outline why, historically, industries were provided with subsidies and/or tariN protec
on.

3. Explain how protec
on in the form of subsidies may impose costs on the economy.

4. Discuss how the government’s approach to industry policy has changed over the past 20 years.

5. Describe the current types of subsidy assistance provided to Brms in Australia.

6. Discuss how current types of subsidy assistance can help to improve eFciency in the alloca
on of resources and/ 

or impact on aggregate supply.

7. Outline what is meant by export development grants and outline how this might improve AS in the economy.

8. Compare the budgetary outlays (grants, loans and subsidies) provided to the manufacturing industry, rela
ve to 

that provided to the services industry.

Ac	vity 10f: Reducing assistance to Australian industriesAc	vity 10f: Reducing assistance to Australian industries

Following several decades of reform, tariN assistance is now 
almost negligible and is far outweighed by direct budgetary 
assistance. The la<er can have various eNects on economic 
eFciency — while it can be mo
vated by a desire to address 
market failures, it distorts resource alloca
on and encourages 
rent seeking behaviour [e.g. when a company lobbies the 
government for grants or some other concession as a means 
of genera
ng wealth] which has its own direct costs and 
undermines innova
on and produc
vity growth.

While the primary role of the Review has been to keep a 
record of assistance, an equally important role has been to 
view assistance in the context of the economic landscape of its 

me. These tasks are as vital and as challenging as ever, owing 
to three key developments.

First, the COVID 19 pandemic created a sudden and enormous disrup
on to the global economy and society. The 
Australian policy response has included major supports to businesses, which in 2020-21 were of an unprecedented 
scale. While the jus
Bca
on for these expenditures is well understood, they are not without risks: the discriminatory 
design of some assistance measures may have implica
ons for resource alloca
on; and measures intended to 
provide temporary support risk outlas
ng their purpose and result in long term costs.

Second, Australia’s policy response to climate change has evolved over the past two decades, as has a global 
consensus, culmina
ng in 2021 in adop
on of the policy objec
ve of reaching net zero emissions by 2050. The 
jus
Bca
on for measures associated with the consequent energy transi
on are also well understood, but they will 
nonetheless entail ongoing risks in terms of both eFcacy and eFciency, largely related to the design and choice 
of measures.

Third, global trade policy has seen a resurgence of protec
onist sen
ments, inPuenced by geopoli
cal vola
lity and 
na
onal security concerns. While trade agreements con
nue to proliferate, there have been challenges to trading 
ins
tu
ons, unilateral trade bans and tariN hikes, and increases to non tariN barriers — all of which contribute 
to an uncertain environment. Many countries, including Australia, have moved toward more restric
ve foreign 
investment regimes. Progress on the implementa
on of carbon border tariNs in Europe will also introduce further 
complexity in trade and risks to the free trade of goods and services across borders.

These changes in the global environment call for careful responses as Australia approaches full employment. 
In this phase, it is vital for Australian policy to aim to improve produc
vity, in part by minimising distor
ons to 
eFcient resource alloca
on. It will also be important to leverage the beneBts of open global trade and investment, 
including increased compe

on in product markets, reduced input costs, and the diNusion of innova
on. Sound 
and transparent policy design and its implementa
on will be cri
cal.
      Source: Productivity Commission, Trade and assistance review 2020-21

Ques	ons:
1. Explain how rent seeking behaviour can undermine innova	on and produc	vity growth.
2. Explain how the support provided during COVID-19 (e.g. the generous wage subsidy known as JobKeeper) is jus	Bed 

during a 	me when the government is trying to reduce subsidy support to businesses.
3. Explain the implica	ons for both subsidies or taxes that stem from:

a. the adop	on of the policy objec	ve of reaching net zero emissions by 2050;  and
b. the resurgence of protec	onist sen	ments across the globe.

4. Describe how the ongoing provision of subsidies to some industries might create ‘distor	ons to e8cient resource 
alloca	on’ and reduce aggregate supply.

5. Explain how the use of AS policies in Australia might contribute to a more open global trade and investment environment 
and describe how this can contribute to an increase in aggregate supply and achieve low in;a	onary economic growth. 
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Tax reform policies

Chapter 8 discussed how the government can use its control over the tax 

system to manipulate levels of AD in order to assist with the achievement 

of its goals.  Similarly, the government will o5en manipulate the levels or 

rates of taxes (the tax mix) in order to boost AS and achieve numerous 

supply side beneBts that have been discussed earlier.  In par
cular, tax 

incen
ves are o5en designed to encourage entrepreneurial behaviour 

and innova
on and further investment in capital in order to li5 the na
on’s 

produc
ve capacity (such as R&D tax concessions covered in Sec
on 10.5) 

as well as provide mo
va
on for economic agents to increase eNort and 

produc
vity (such as personal tax cuts).  

Chart 10.2 provides a breakdown of the main sources of government 

revenue from the $607 billion es
mated to be collected over 2022-23, 

with tax revenue (both direct and indirect)  making up the vast majority 

(i.e. 93% of total revenue).  The manipula
on of each of these taxes will 

have important implica
ons for resource alloca
on and economic ac
vity 

over 
me and the government regularly alters the tax mix to help improve supply condi
ons for businesses and therefore 

assist with the achievement of the government’s goals. These changes have included the provision of tax concessions or 

tax cuts (provided under the banner of industry policy as described earlier) as well as changes to the administra
on of 

the tax system in order to improve its eFciency and transparency and reduce compliance costs for businesses.

Chart 10.2
Federal Government receipts (estimated 2022-23)

[Total receipts = $607.2 billion]
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There are several ways for the government to change or reform the tax system in order to improve produc
vity and 

technical eFciency.  With respect to many indirect taxes, these are typically not designed to boost technical eFciency 

or produc
ve capacity. Instead they are largely designed to achieve a more eFcient alloca
on of resources (i.e. achieve 

alloca	ve or intertemporal e8ciency) by changing rela
ve prices and encouraging both consump
on and produc
on to 

move towards ac
vi
es that are in the na
onal interest. For example, excise taxes on alcohol and tobacco are designed 

to reduce demand for these demerit goods (as their rela
ve price increases) which therefore results in fewer resources 

being allocated to their produc
on.  However, the government is able to manipulate a host of other taxes in order to 

increase produc
vity and/or boost aggregate supply. This includes tax concessions or exemp
ons, changes to direct 

taxes, eNorts to reduce tax compliance costs as well as reforms to ensure that the interac
on between the tax system 

and the welfare system does not discourage entrepreneurialism or workforce par
cipa
on.
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Tax concessions

Tax concessions are typically provided in the form of rebates or allowances, where businesses are able to reduce their 

eNec
ve tax liability by claiming inPated tax deduc
ons for investment in speciBc assets or ac
vi
es.  These concessions 

enable the government to focus on par
cular assets or investments, and they are par
cularly powerful in inPuencing 

resource alloca
on.  A common example is the R&D tax concession (examined earlier) that is designed to encourage 

business investment in innova
ve products, processes and services, such that Australia can beneBt from an increase 

in produc
ve capacity and interna
onal compe

veness. Other 

examples relate to tax concessions provided to some businesses 

opera
ng in export markets, capital gains tax exemp
ons for small 

businesses and tax oNsets provided to businesses in the Blm industry.

Rebates are some
mes referred to as tax breaks and work just like 

an R&D tax concession.  The government will oNer businesses an 

addi
onal tax deduc
on on top of the already allowable deduc
on to 

encourage business investment in speciBc assets.  Again, when well 

targeted, these rebates this encourage greater business investment, 

boost produc
ve capacity and provide the range of AS beneBts 

referred to in earlier sec
ons. 

Accelerated deprecia	on allowances can also be used to encourage business investment in ‘high tech’ capital equipment. 

Recent examples relate to the budget ini
a
ves to further extend the ‘asset write-oN scheme’ (also referred to as the 

‘temporary full expensing’) which is eNec
vely an accelerated deprecia
on allowance. Businesses with a turnover of 

up to $5 billion (99 percent of Australian businesses) are currently able to deduct the full cost of eligible depreciable 

assets of any value in the year they are installed. The eligible assets must be installed by June 2023 and it is expected 

to bring forward capital investment of approximately $200 billion as businesses seek to deduct the full purchase price 

of any newly-purchased assets and more quickly adapt to the latest technology.  This helps to raise produc
vity, reduce 

produc
on costs over 
me and ul
mately contribute to an increase in AS and produc
ve capacity.

In addi
on, the government has been keen to deliver more favourable tax treatment of investment that helps to achieve 

net zero emissions by 2050.  This includes the lower tax rates applying to domes
c produc
on of renewable energy 

sources such as ethanol and biodiesel as well as more favourable tax treatment of investment in clean technologies, such 

as hydrogen fuel, solar electricity genera
on and low emissions materials.  

Altera	ons to direct taxes

Tax cuts can also refer to tax concessions (because a business’ tax liability is eNec
vely cut), but they ordinarily involve 

a reduc
on in the rate of tax.  Tax cuts tend to be more permanent in nature and, unlike tax concessions, are generally 

not used to focus on par
cular types of investments.  For example, the cuts to the rate of company tax (for smaller 

companies) in recent years should encourage companies to increase investment in all types of assets, whereas the 

150% R&D tax concession will only apply to a much narrower band of investment (i.e. investment in research and the 

development/commercialisa
on of that research).  

A reduc
on in company tax rates could provide a signiBcant boost to Investment and also a<ract signiBcant foreign 

direct investment into Australia.  As businesses invest more in a whole range of assets, such as plant, machinery and 

equipment, we should expect there to be an increase in AD, followed by a boost to produc
ve capacity once the 

investment is fully opera
onal within industries (indicated by a shi5 to the right in the AS curve).   The lower company tax 

rate should also act to eNec
vely lower costs of produc
on for Brms and increase their willingness and ability to supply. 

Treasury research indicates that a 1% reduc
on in the company tax rate would indeed lead to a small (0.2%) increase in 

real GDP in the long run (perhaps 20 years).  

While changes in personal income tax rates will have powerful eNects on AD, the government emphasises the ability of 

lower income tax levels to increase AS.  Such reduc
ons can work to increase AS and produc
ve capacity via a number 

of related avenues, which are outlined below.

• Lower income tax rates may create addi
onal incen	ves to work longer and/or harder.  With a higher a5er tax 

(disposable) income, workers may decide to increase their eNort in those occupa
ons where wages are closely 

linked to performance (such as sales), and some individuals will have a greater incen
ve to improve their skills via 

educa
on or training, resul
ng in a boost to labour produc
vity and AS levels.

• Lower income tax rates can lead to a higher labour force par	cipa	on rate (or larger labour supply) as those out 
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of the labour force may decide to oNer their labour because employment becomes more Bnancially rewarding.  

In addi
on, lower tax rates can a<ract an increase in immigra
on as Australia is likely to have a more compe

ve 

income tax environment.  These factors exert addi
onal pressure on those in employment to increase eNort and 

boost produc
vity, once more boos
ng AS levels over 
me. 

• Lower income tax rates place downward pressure on labour costs as a larger labour supply tends to ‘loosen’ the 

labour market by reducing any labour shortages and/or increasing (crea
ng) labour surpluses.  With lower real 

unit labour costs, there is downward pressure on produc
on costs, supply condi
ons for businesses improve and 

we would expect higher AS levels.  

• Lower income tax rates cause some unincorporated businesses (such as sole traders) to see income tax cuts in the 

same way that a company views a cut in the company tax rate.  When rates are lowered, this provides the owner 

with a greater incen
ve to expand the business via Investment and/or exert addi
onal eNort, thereby helping to 

boost produc
vity and decrease produc
on costs.

The previous government announced its ‘Personal Income Tax Plan’ in the 2018-19 Budget, and it involved a reduc
on 

in the tax burden for all households, to be delivered in three stages.  While all three stages were passed into law, at the 


me of wri
ng (October 2022) only two of these stages had been implemented.  The third (and most controversial) stage 

is due for implementa
on in the 2024-25 tax year.   

Stage 1 and 2 involved an increase in low and middle income tax oNsets, as well as changes to income tax rates and 

thresholds, that collec
vely favoured low and middle earners.  These stage 1 and 2 changes reduced average rates of 

tax paid by taxpayers and li5ed average disposable incomes, which has the poten
al to provide the AS beneBts referred 

to earlier.  

The Stage 3 cuts are far more controversial because they will exclusively reduce the taxable income of those earning 

more than $45,000, with the largest beneBciaries being those on the highest incomes (e.g. those earning more than 

$100,000).  In addi
on, these Stage 3 tax cuts are expected to cost the federal government (in terms of foregone revenue) 

approximately $30 billion per year and economists have ques
oned the viability and sustainability of these cuts given 

the huge increases in the budget deBcits (and growth in government debt) since the onset of COVID-19.  The changes 

to the personal income tax system that have occurred (or will occur) via the three stages appears in Table 10.1 below.

Table 10.1 

New personal tax rates and thresholds 2018–19, 2020-21 and 2024–25

Source:  www.budget.gov.au (BP No. 1)

 

 

Rates 2018-19 

thresholds 

2020-21 

thresholds 

New Rates 

in 2024-25 

New thresholds 

2024-25 

Nil  Up to $18,200 Up to $18,200 Nil Up to $18,200 

19 per cent $18,201 - 

$37,000 

$18,201 - 

$45,000 

19 per 

cent 

$18,201 -

$45,000 

32.5 per cent $37,000 - 

$90,000 

$45,000 - 

$120,000 

30 per 

cent 

$45,001 - 

$200,000 

37 per cent $90,001 - 

$180,000 

$120,001 to 

$180,000 

- - 

45 per cent Above $180,000 Above $180,000 45 per 

cent 

Above $200,000 

Low income 

tax offset 

Up to $445  Low 

income tax 

offset 

Up to $700. 

 

Reducing tax compliance costs for businesses

Businesses not only face the actual taxa
on costs associated with running their enterprises, but also the administra
ve 

burden of complying with the extensive tax legisla
on.  These tax compliance costs can some
mes be signiBcant in dollar 

terms, adding to produc
on costs and nega
vely impac
ng on supply condi
ons for businesses.   As a consequence, 

governments seek to improve the eFciency of the system so that any given volume of tax is collected with lowest 

possible ‘burden’ being placed on taxpayers.  

The government can also reduce a host of other taxes that may improve supply condi
ons for businesses and boost 

AS.  These include customs du
es, excise taxes, the GST or petroleum resource rent tax. However, these taxes are 

typically designed to inPuence the way resources are allocated within the economy rather than being designed to raise 

produc
vity or boost produc
ve capacity.
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Box 10.3 Box 10.3   Reviews into the tax systemReviews into the tax system
The most recent review into Australia’s tax system by the government commenced in 
2008 and was completed in 2010. The ‘Henry Tax Review’, sought to reform Australia’s 
tax system in order to move to a system that is more simpliBed, eFcient and fair. The 
government acted on some of the recommenda
ons, however, despite the fact that the 
review was well received by economists, successive governments have implemented 
approximately only 10% of the recommenda
ons.

In 2015, the Government released a tax reform discussion paper (also referred to as the 
Tax White Paper) that inves
gated the most appropriate tax mix for the country that 
is consistent with economic growth, eFciency, as well as fairness. The tax liabili
es of 
large mul
na
onal companies were considered as they are o5en accused of shi5ing 
their tax liability to countries with low corporate tax rates. Key taxes such as the GST, 
company taxes, income taxes, capital gains taxes and nega
ve gearing rules were all 
considered in the discussion paper. Head of Treasury at the 
me, Dr Mar
n Parkinson, 
stated that without tax reform, Australia’s living standards would most likely decline in the future. He was quoted as 
saying ’How can we compete if we’ve got a tax system that’s stuck in the 1950s?’

Importantly, the discussion paper noted that the e4ciency of the tax system is rela
vely low when compared to 
systems overseas and needs to improve. The Department of Treasury iden
Bed a number of areas where the tax 
system could be simpliBed to improve eFciency. This includes the sheer complexity of tax laws and the diFculty this 
poses for businesses and households, as well as the prevalence of tax concessions that target par
cular vested interests 
and create unnecessary complica
ons and distor
ons. In terms of the cost of raising revenue for the government, 
Treasury cites its own research indica
ng that for every addi
onal $1 collected by way of company income tax reduces 
living standards of households by approximately $0.50 in the long run. This is because of the nega
ve impact that high 
company tax rates have on private sector investment.

In terms of the fairness of the tax system, the discussion paper highlighted that the interac
on between the tax system 
and the welfare system needed to be made more eFcient given that it currently discourages workforce par
cipa
on 
by many low income groups. As a consequence of recent reviews into the tax system, as well as much public debate 
over the past couple of years, the government has made a number of changes to the tax system over recent years. 
These changes include the following tax ini
a
ves, some of which have been discussed in previous sec
ons:

• The Personal Income Tax Plan involving the reduc
on in the personal income tax burden.

• The Enterprise Tax Plan involving the reduc
on in the corporate tax burden.

• New measures to tax the black economy (e.g. income generated from the sale of illegal products or income 
generated ‘oN the books’ and received in cash) and therefore reduce the burden on ‘honest individuals and 
businesses’. This should also help improve alloca
ve eFciency, as some products like cigare<es are widely 
traded, tax free, on the black market. 

• Introducing a new Australian Diverted ProBts Tax which imposes a 40% penalty rate of tax on mul
na
onal 
corpora
ons that a<empt to avoid their full Australian tax liabili
es by shi5ing or diver
ng proBts oNshore to 
lower taxing countries.

• Reducing superannua
on tax concessions for rela
vely higher income earners by imposing caps on the total 
amount of superannua
on fund contribu
ons that can be taxed at the low concessional rates.

The government decided against announcing other changes to the tax system that have been considered in various 
discussion papers or recommenda
ons, notably changes to nega
ve gearing and capital gains tax laws that allegedly 
create distor
ons in property markets and result in a less eFcient alloca
on of resources.

Review ques	ons 10.5eReview ques	ons 10.5e

1. Iden
fy the two largest sources of tax revenue for the federal government.

2. Explain how excise taxes can help to achieve a more eFcient alloca
on of resources.

3. Outline how tax concessions for R&D ac
vity and accelerated deprecia
on allowances can contribute to the 

growth in AS or produc
ve capacity.

4. Explain why tax reform might be necessary in order to improve Australia’s living standards. 

5. Describe how a cut in company tax rates might expand produc
ve capacity.

6. Describe how lower personal income tax rates can expand produc
ve capacity.  In your answer refer to labour 

produc
vity and labour costs.

7. Explain what is meant by tax compliance costs and describe how a reduc
on in these ‘costs’ can expand aggregate 

supply.
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10.6 Skilled immigra	on policy

Immigra	on occurs when people enter and se<le in a country where they are not a na
ve. Australia is o5en referred 

to as a country of immigrants because most of the popula
on immigrated here at some point in history. A large scale 

immigra
on program began a5er World-War II. There were large numbers of people displaced around the world and 

Australia faced shortages of labour. The government at the 
me also believed that a larger popula
on was needed to 

maintain na
onal security. At the end of World War II, Australia’s popula
on was a li<le over 7 million, compared to just 

over 26.1 million today.

The latest Intergenerational Report (2021), highlighted that annual popula
on growth will fall signiBcantly over the 

next 40 years.  From an average growth of 1.3% over the past 40 years (and even exceeding 2% during the 2000s), it is 

projected to fall to 0.8% by 2060-61.  This has nega
ve consequences for future rates of economic growth (and living 

standards) because:

• Labour force par	cipa	on rates fall, which nega
vely impact on labour costs and labour produc
vity

• The likelihood of skills shortages increase, causing capacity constraints to set in earlier than otherwise

• Government Bnances will be under added pressure to support the ageing popula	on, which results in either higher 

taxes and/or an increased budget deBcit (and higher interest rates).

For example, as the size of our labour force shrinks, Australia 

will face a rising ‘dependency ra
o’. The dependency ra
o 

is, technically, the ra
o of popula
on aged 0-14 and 65+ 

(i.e. generally too young or too old to be in the labour force) 

per 100 people in the popula
on aged 15-64 (i.e. of working 

age). This Bgure gives us a sense of approximately how 

many people of working age will be available to support 

those who are not of working age. Since the mid-1970s, this 

number has fallen sharply and is currently around 4.5, and 

by 2060-61 is predicted to be as low as 2.7. This means that, 

for every person older (or younger) than working age, there 

will only be 2.7 people of working age in the Australian 

economy.

In recogni
on of the eNects of an ageing popula
on, the Intergenera
onal Report predicted that the average annual 

growth of real GDP is projected to be 2.6 per cent over the next 40 years compared with 3.0 per cent over the past 

40 years. This translates to slower growth in material living standards with the average annual growth in real GDP per 

person, projected to be 1.5 per cent over the next 40 years compared with 1.6 per cent over the past 40 years.   

It is in the  context of a long-term slowdown of popula
on growth and an ageing popula
on that immigra
on policy 

is seen as an essen
al part of the federal government’s strategy to increase the supply side of the economy and boost 

‘sustainable rates of economic growth’. By adding to the pool of available (skilled) labour, businesses will be able to 

expand their levels of produc
on, capacity constraints can be avoided and the Bscal posi
on of the federal government 

can be protected.

Skilled immigra�on and the 3 Ps

The Intergenera
onal Report highlights that the three Ps of Popula
on, Par
cipa
on and Produc
vity are considered the 

key drivers of sustained economic growth and improvements in longer term living standards.  These three Ps impact on 

the quality and quan
ty of resources available for produc
on and hence our produc
ve capacity and AS. 

Skilled immigra	on and popula	on 

Australia’s ageing popula
on has made it impera
ve that popula
on growth increase in order to protect against 

the declines in the labour force par
cipa
on rate that have already started to occur, and which are forecast to fall 

as low as 63.6% by 2061.  A lower par
cipa
on rate is projected to have a nega
ve inPuence on AS, meaning that 

future economic growth will rely heavily on improvements that can be made to the size of the (skilled) popula
on 

and the rate of produc
vity growth.  Without a well targeted immigra
on program to boost the size (and quality) 

of the workforce and help oNset falls in par
cipa
on, Australia’s growth in material living standards (as measured 

by changes in real GDP or real GNI per person) will likely be further compromised.
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Skilled immigra	on and par	cipa	on

Between 2000 and 2010, Australia’s labour force par
cipa
on rate increased from 63.1 per cent to 65.9 per cent, 

with 94% of the increase accounted for by the arrival of skilled migrants. Since then it has remained rela
vely 

high (currently 66.3%) due largely to the con
nuing high rates of skilled immigra
on (up un
l early 2020), as 

well as a number of government policies that have been designed to encourage greater workforce par
cipa
on. 

This highlights the importance of immigra
on in helping to cushion the impact of an ageing popula
on. Without 

immigra
on there is li<le doubt that Australia’s par
cipa
on rate would reach 63.6% long before 2061 as forecast 

in the 2021 Intergenera
onal Report.  This would accelerate the decline in economic growth and budget pressures 

that are an
cipated in the future.

Skilled immigra	on and produc	vity

Skilled migrants will tend to have a posi
ve inPuence on Australian rates of produc
vity growth because, on 

average, they are more likely to be higher skilled than the average Australian worker and arrive with the experience 

and Pexibility of having worked in diNerent environments, condi
ons and circumstances.  By deBni
on, their entry 

into Australia is primarily based on their ability to ‘Bll a gap’ in the economy that has been created by a skills 

shortage.  This of course helps to boost produc
vity if the role they perform would otherwise be le5 unBlled or 

undertaken by workers with an inferior skills set. Increasingly, foreign entrepreneurs are a<racted to countries 

like Australia which have a rela
vely stable poli
cal and economic environment, as well as an enviable record of 

dealing with health pandemics, such as COVID-19. To the extent that incoming entrepreneurs help to foster growth 

in innova
on and crea
vity, this further helps to boost produc
vity growth.

Figure 10.3 depicts the rela
onship between the 3Ps, aggregate supply, the achievement of economic goals and 

living standards.

Skilled migrants

Productive Capacity

Aggregate supply

Population

Figure 10.3

The 3 Ps and skilled immigration

Population ProductivityParticipation

Increase quantity

of human capital

Increase quality

of human captial

International competitiveness

Price stability
Strong & sustainable

economic growth

Living standards

Full employment



363

    Chapter 10: Aggregate supply policies

Australia’s permanent skilled migra�on program

Immigra	on into Australia is overseen by the Department of Home ANairs. Each year the government sets immigra
on 

targets and bases entry on a number of criteria that are determined to meet Australia’s needs and interests. Australia’s 

permanent migra
on program includes three major categories: Skilled, Humanitarian and Family, with the Skilled 

program represen
ng the largest intake (approximately 68%) of all permanent immigrants.

The Australian skilled migra
on program is designed to target migrants who have skills or outstanding abili
es that 

will Bll skill shortages in the labour market and improve the produc
ve capacity of the country. Ordinarily, the skills 

component of Australia’s total migra
on program makes up approximately two thirds.  However, during COVID-19, the 

government scaled back the skilled component so that it only represented one third of all permanent migrants.  This 

can be inferred from the data shown in Chart 10.3 below, where skilled migrant numbers fell signiBcantly between 2020 

and 2022.  From 2022-3 it is expected that skilled migra
on numbers will con
nue to accelerate, par
cularly in light of 

the 
ght labour market condi
ons and skills shortages that appear to be constraining the growth of many businesses 

during 2022. 
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Chart 10.3:  Australia’s permanent skilled migration outcomes

Estimate

With the assistance of temporary skilled migra
on programs (see below), the ability of the government to tap into 

foreign labour markets and access skills that are in domes
c short supply is an important AS tool that can switched on 

and oN as required by industries and the economy more generally.  

Temporary Skills Visas

To supplement the permanent (skilled) migra
on program outlined above, the government also enables skilled workers 

to enter the country on a temporary basis.  Up un
l March 2018, the primary visa used to facilitate this inPow of migrants 

was the sec
on 457 visa. They allowed foreign skilled workers to work in an Australian business for up to four years 

provided it could be demonstrated that the business wasn’t able Bnd an Australian ci
zen or permanent resident to Bll 

the role (achieved by labour market tes
ng).  The sec
on 457 visa program was designed to be uncapped and totally 

driven by the needs of the Australian labour market, and workers on these visas were legally meant to receive the same 

market rates of pay applicable to their occupa
on as Australian workers.   However, over a number of years, there were 

widespread reports of businesses ‘ror
ng the system’ by a<rac
ng migrant workers on sec
on 457 visas and paying 

them below market rates of pay for these occupa
ons.  Surprisingly, use of the visas was increasing in industries that 

experienced ‘Pat wages growth’, such as cooks in the hotels/restaurant industry and shop assistants in the retail sector.  

Unions claimed that employers were increasingly using sec
on 457 visas to source cheaper foreign labour as a means 

of cu@ng costs and improving compe

veness.  In response, the government 
ghtened up the scheme to reduce 

the possibility of ‘ror
ng’ by employers (e.g. undertaking rou
ne inspec
ons of workplaces).  However, despite this, 

complaints about sec
on 457 visas con
nued, with unions arguing that there was no obliga
on on the part of many 

employers to ‘test the local market’ and adver
se the job before accessing sec
on 457 visas.  

The government then ini
ated an independent Senate Inquiry into the scheme, which ul
mately saw sec
on 457 visas 

being replaced in March 2018 by a new scheme: Temporary Skill Shortage (TSS) visa (Subclass 482) scheme. The new 
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scheme was designed to 
ghten up the condi
ons upon which foreigners could acquire these temporary skilled visas.  

For example, there are more than two hundred fewer eligible occupa
ons, they will be valid for only two years for 

applicants (instead of four years) and there is no path to permanent residency, unlike the sec
on 457 visas. 

Despite the new scheme, there are arguably few substan
ve changes that impact on the ability of Australian businesses 

to access skilled labour that is in short supply.  In fact, the union movement claims that the new scheme is essen
ally the 

old scheme with a new name and the ror
ng of the system will con
nue.  Former ACTU Secretary, Ged Kearney noted 

that:

‘On the face of it, it looks like a cynical aMempt to rebrand a wildly unpopular policy … It is unlikely Malcolm 

Turnbull’s proposal will do anything to remedy the chronic exploita�on of our work visa system ...Where 

workers can come to Australia and do entry-level jobs like retail shop assistants or kitchenhands, we s�ll have 

a broken system’.        Source: www.actu.org.au

In contrast, employer groups welcomed the scheme, arguing that the new TSS visas provided a good opportunity for 

Australia to regain conBdence in the temporary skilled migra
on program.  The Chief Execu
ve of the Business Council 

of Australia, Jennifer Westaco< said that:

‘The capacity for businesses to hire temporary workers to 2ll genuine skill shortages has been an overall boon 

for Australia, allowing the economy to ride out vola�le economic cycles including in the mining industry’.  

         Source: www.bca.com.au

The TSS visa currently allows foreign skilled workers to work in an Australian business for up to two years for the short-

term stream (or four years for the medium-term stream) provided it can be demonstrated that the business can’t Bnd an 

Australian ci
zen or permanent resident to Bll the role.  The business 

must prove that a genuine skills shortage exists in their workforce 

and the scheme contains safeguards to priori
se Australian workers 

and reduce the chances of ror
ng that plagued the sec
on 457 visa 

scheme.  

It is fair to say that the TSS scheme, appropriately managed, will 

help to reduce both capacity constraints and costs for Australian 

businesses, which in turn helps to boost the AS and/or produc
ve 

capacity.  However, they also help to constrain wages growth and 

slowdown the rate of reduc
on in the unemployment rate that 

might otherwise have occurred (speciBcally in the short term).  

Importantly, it highlights the labour market eNects of allowing an 

increasing number of foreign workers into Australia.  At the extreme, 

a totally unregulated global labour market would result in lower wages and lower costs for businesses (which has in 

recent years played out in the slow growth of Australian wages despite very low rates of unemployment).  This helps to 

reduce inPa
on, increase interna
onal compe

veness, and promote stronger and more sustainable economic growth.  

While this can then help to raise the demand for labour, increase employment growth and exert downward pressure 

on unemployment over 
me, it can also have consequences for equity/fairness. Not only can it prolong periods of 

unemployment for some groups, and can lead to generally lower average wages over 
me. The impact of Australia’s 

skilled immigra
on program on the key domes
c macroeconomic goals is considered in more detail below.

Skilled mmigra�on policy and the achievement of macroeconomic goals 

Immigra	on and Aggregate Supply

As discussed, immigra
on is needed to assist in boos
ng popula
on growth in order to oNset the projected declines 

in labour force par
cipa
on over the next 40 years.  The beneBts of immigra
on were then introduced in the context 

of the 3Ps framework, with clear links between immigra
on and popula
on, produc
vity and par
cipa
on.  Skilled 

immigra
on can therefore help to boost the na
on’s AS levels and the produc
ve capacity of the na
on in a number of 

ways.  For example, a well targeted immigra
on program can: 

• increase the supply of labour and increase the labour force par
cipa
on rate, which exerts downward pressure 

on wage rates, boos
ng employment and output

• alleviate capacity constraints (or skill shortages) and help to maintain labour produc
vity levels above levels that 

would otherwise occur

• further enhance produc	vity via the intake of young skilled professionals to replace the ageing popula
on and 

re
rees
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• result in ‘economies of scale’ beneBts being enjoyed by some Brms as a larger popula
on (with the accompanying 

improvement in demand) adds to output growth

• lead to lower average costs of produc
on and lower prices, boos
ng interna	onal compe		veness and 

contribu
ng to growth in net exports

• further increase the connectedness with overseas markets, helping to facilitate even stronger export growth over 


me.

Strong and sustainable economic growth

Expansion of the supply-side of the economy is important for increasing the speed limit of the economy and helping 

to promote sustainable economic growth. This is because higher demand levels can be facilitated more easily without 

causing excessive price increases or excessive spending on imports.  As men
oned, a shortage of skilled labour means that 

businesses who wish to expand may Bnd it diFcult to a<ract suitable labour. An inability to a<ract a valuable resource, 

such as labour, to the produc
on process means that it is diFcult for a Brm to increase their produc
ve capacity and 

hence their volume of produc
on from year to year. The government’s focus on a<rac
ng skilled immigrants in short 

supply helps to alleviate some of the problems in this area. The median age of skilled immigrants of approximately 31 

means that they are expected to have many working years ahead of them. Accordingly, immigra
on helps to expand the 

supply side of the economy, which alleviates inPa
onary pressures and helps to facilitate extra demand in the economy 

(e.g. as interna
onal compe

veness improves). Immigrants also tend to have a higher labour force par
cipa
on rate. 

This again adds to the pool of people who are available to facilitate produc
on of goods and services. 

Immigrants can also bring with them their acquired skills and knowledge of capital. For Australian Brms that are seeking 

to gain a compe		ve advantage, some immigrants may be able to facilitate the growth in ideas and innova
on that 

will result in produc
vity gains. This is par
cularly evident in the Business Skills Migra
on category where immigrants 

have a record of business success. This could result in posi
ve externali
es being experienced throughout the Australian 

economy. Immigrants may have also worked for organisa
ons that have engaged in World’s Best Prac
ce. They may 

therefore be able to help implement these ideas into Australian Brms, helping to boost produc
vity, increase aggregate 

supply and facilitate growth in real GDP.  

Price stability 

The discussion in the previous sec
on highlighted the importance of expanding the supply side so that any capacity 

constraints can be reduced during 
mes of excessive AD, thereby minimising demand in;a	onary pressure.  In addi
on, 

immigra
on may help to keep cost in;a	onary pressures down during 
mes of skills shortages and wage pressures.  

By adding to the supply of (skilled) labour, immigra
on helps to reduce labour shortages and prevent wage pressures 

and inPa
on from accelera
ng.  If there are produc
vity increases that eventuate because immigrants introduce new 

produc
on techniques and/or introduce new capital then this can also lower the cost per unit and help to contain 

inPa
onary pressures. By allowing more immigrants to set up businesses in Australia it will help to create a more 

compe

ve environment in the economy, placing downward pressure on prices.

The overall impact on inPa
on that stems from immigra
on more generally is open to debate. When new immigrants 

arrive in Australia, not all will add to the pool of labour (e.g. family members).  This opens up the possibility of growth 

in AD matching or outstripping the growth in aggregate supply, thereby crea
ng added inPa
onary pressures in the 

economy.  However, the overall eNect on inPa
on will therefore depend on the number of skilled migrants rela
ve 

to those that have entered via another migra
on scheme (e.g. the family or humanitarian programs).  The higher is 

the ra
o of skilled to unskilled migrants, the more likely it is that immigra
on will have a favourable impact on the 

achievement of price stability over 
me.  As was clear in the discussion of Australia’s migra
on program earlier in this 

sec
on, the focus on skilled immigra
on helps to reduce the risk that immigra
on will contribute to AD without also 

adding to AS and helping to oNset rising price pressures.

Full employment

Many economists and poli
cians are regularly promo
ng immigra
on as a way to sustain Australia’s rates of economic 

growth. Some commentators, however, argue that increased immigra
on leads to higher rates of unemployment. The 

common quote may be something along the lines of “they are stealing our jobs”. Given that the unemployment rate for 

immigrants is generally lower than the popula
on-wide unemployment rate, and the government has strict guidelines 

about the skill areas under which people can apply for residency, these arguments do not usually get very far. The 

government is unlikely to approve a skilled immigra
on applica
on when there is high unemployment in a par
cular 

Beld.  Furthermore, the increase in immigra
on also adds signiBcantly to the level of aggregate demand in the country 

thereby crea
ng addi
onal need for labour in the produc
on process.
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Some commentators, however, have suggested that the government’s reliance on immigra
on to Bll skills shortages 

does li<le to help those who are structurally unemployed, especially those who have been unemployed for extended 

periods. Some may therefore argue that the lack of spending on voca
onal educa
on and training and the preference for 

the ’quick-Bx‘ of skilled immigra
on may actually be slowing the decline in the unemployment rate. In September 2022, 

during ques
oning at the House of Representa
ves Standing Commi<ee on Economics, the RBA Governor highlighted 

how immigra
on will have both posi
ve (demand side) and nega
ve (supply side) eNects on the unemployment 

rate.  In rejec
ng the asser
on that the proposed increase in the immigra
on program for 2022-3 would increase the 

unemployment rate, he said: 

I’m not sure that higher immigra�on has much e1ect on the unemployment rate. If you think about it from 

the perspec�ve of an individual business, it’s preMy clear. You can’t undertake investment and you can’t hire a 

worker, so you get a worker from overseas and things look beMer for you, and the labour market constraints 

ease. But when that worker has 2nished working for you they go home. They’ve got to live somewhere. They’ve 

got to eat. They go to the doctor. They go out and entertain themselves. Maybe their children need to get 

educated. And when they do all those things, that creates addi�onal demand for labour. So the worker comes 

in and supplies more labour for the 2rm, but when they go home they create extra demand for labour in the 

economy. At an aggregate level, I don’t think immigra�on really is going to have that much of an e1ect on the 

overall dynamics in the labour market or the unemployment rate. But it’s incredibly important in delivering 

skills to people for businesses and for the longer run prospects for the country. I don’t think it really has much 

e1ect on inGa�on or unemployment in the short run, other than the extent it can ease the supply boMlenecks 

because you get people with the right skills.

The impact that immigra
on can have on the macroeconomy can also be illustrated diagramma
cally.  Figure 10.4 below 

highlights both the demand side impact as well as the supply-side impact.

AD2
AD1

Prices

real gdpGDP1
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The effect of immigration on the macroeconomy

AS2
AS1

Figure 10.4

Immigration shifts the

AD curve to the right

from AD1 to AD2

Immigration shifts the

AS curve to the right

from AS1 to AS2

The economy ends up with stable prices (or low inflation)  and a stronger and more

sustainable rate of economic growth as it occurs without a high rate of inflation.  

While employment will increase, the impact on the U/E rate will depend on changes

 in both the demand for and supply of labour in labour markets.

Skilled immigra�on and living standards

Skilled immigra
on is one of the many examples of AS policies that help to achieve low inPa
onary economic growth, via 

the boost to both the quality and quan
ty of human capital.  This leads to an increase in real GDP per capita over 
me, 

boos
ng purchasing power over goods and services and li5ing our material standards of living, as was clearly shown in 

Figure 10.4 above.  The higher growth in produc
on and incomes then leads to other material and non-material beneBts 

for the economy in the form of:

• increased amounts of government revenue help to fund a host of government services, with the greater size 

of government programs helping the government to enjoy some beneBts from ‘economies of scale’ in service 

provision

• helps to address or delay the problems associated with an ageing popula
on

• a superior defence capability in light of a larger popula
on and the greater capacity to pay for the service (via due 
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to higher levels of government revenue)

• greater diversity and tolerance that comes with mul
culturalism as well as the  increased connectedness with the 

interna
onal community, greater exposure to diNerent foods and cultures

• improve the ‘quality of life’ of exis
ng Australians with migrant connec
ons

• improve our sense of ‘self-worth’ and ‘moral standing’ in the interna
onal community by contribu
ng to global 

eNorts to assist in re-se<lement of refugees (via the humanitarian category of migra
on)

• improved access to new ideas and/or new markets.

However, immigra
on also has a number of nega
ve 

impacts that requires the government to carefully manage 

the size of (skilled) immigra
on numbers over 
me.  

SpeciBcally, it can be argued that (skilled) immigra
on 

tends to contribute to:

• the strain on the na
on’s physical and natural 

capital, such as infrastructure like educa
on, health 

and transport and natural resources, adding to 

conges
on (especially in Melbourne and Sydney 

where most migrants se<le) and addi
onal resource 

deple
on

• the household aNordability problem in Australia as the demand for housing further increases in a climate where 

supply of housing cannot keep up with exis
ng demand

• poten
al pressure on social cohesion (e.g. due to the diFcul
es/delays associated with assimila
on of some 

migrant groups)

• the possibility of a decline in Australian working condi
ons and/or rates of pay as migrants enter Australian labour 

markets (e.g. those entering under the Temporary Skills Shortage Visa scheme and accep
ng below market rates 

of pay)

• the poten
al loss of important social infrastructure over 
me, such as reduced land use for parks and recrea
on;

• downward pressure on wages growth during periods (such as the period leading into 2022) when many are 

concerned about low wages growth

• a reduced need to train up low skilled Australian workers poten
ally making it harder for the structurally 

unemployed to return to work, boos
ng the poten
al for a rise in long-term unemployment.

Given the ongoing embrace of (skilled) immigra
on by Australia and most developed countries, it no doubt rePects the 

general view that the net beneBts of immigra
on, and skilled immigra
on in par
cular, are overwhelmingly posi
ve.  

This view was ar
culated by the RBA Governor in late 2021 in the following way, when responding to ques
oning at the 

Standing Commi<ee on Economics:

‘…the fact that Australia has been able to draw people from right around the world is one of Australia’s great 

advantages. We are the great immigrant country of the post-World-War-II period. The fact that people have 

come here and wanted to improve their lives has brought a dynamism to our economy we otherwise wouldn’t 

have. It’s boosted our connec�ons with the rest of the world because we have people here who come from 

elsewhere. Their business and personal connec�ons elsewhere are to our advantage. It’s helped improve the 

na�on’s human capital. It’s also delayed the ageing of the popula�on’

Review ques	ons 10.6Review ques	ons 10.6

1. What is meant by the term immigra
on?

2. Dis
nguish skilled immigra
on from unskilled immigra
on.

3. Explain what is meant by the three Ps.

4. Describe how skilled immigra
on can inPuence the three Ps and both the quan
ty and quality of human capital.

5. Explain how skilled immigra
on can boost aggregate supply and/or produc
ve capacity.

6. Dis
nguish the permanent skilled migra
on program from the temporary skilled migra
on program.

7. Explain why the government increased the permanent skilled migra
on intake over 2022-23.

8. Explain how skilled immigra
on can assist with the achievement of strong and sustainable rates of economic 

growth and price stability.

9. Explain the impact that skilled immigra
on might have on the achievement of full employment.

10. Construct an AD/AS diagram to illustrate the eNects that immigra
on can have on the macroeconomy.

11. Compare the costs and beneBts associated with skilled immigra
on. 
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Ac	vity 10g: Immigra	on, popula	on growth and beneBts for AustraliaAc	vity 10g: Immigra	on, popula	on growth and beneBts for Australia

During the House of Representa	ves Standing CommiQee on Economics 
(17 August 2018), the RBA Governor, Dr Philip Lowe, was asked to 
comment on the rela	onship between popula	on growth and the 
economic development of Australia.  Read the Governor’s response 
below and answer the ques	ons that follow:

Popula
on growth has had a signiBcant eNect on our economy. It’s 
having an eNect on our society as well. I’m not advoca
ng par
cularly 
for strong popula
on growth or weak popula
on growth. My job is to 
try to understand the eNects of popula
on growth on the economy. It’s a 
Brst-order variable that’s aNected how the Australian economy performs. 
What I was trying to do was to outline for the community some of those 
eNects. They would include stronger economic growth. We’ve had 27 
years without a recession. There are a lot of reasons for that, but one of 
those reasons is that the popula
on has been growing, on average, 1½ per cent a year. If our popula
on had been 
growing at 0.2 per cent a year, as many other advanced economies have, we would have had less growth over that 
period. It’s one of the Brst-order considera
ons in how the Australian economy has grown over recent 
mes.

The fact that we’ve had a lot of popula
on growth has added to the country’s human capital. Most of the migrants 
who come to Australia come because they have jobs here and they have skills we need or they’re studying at 
Australian universi
es. One-sixth of those who come to study at our universi
es tend to stay a5erwards and 
contribute to our society. That has helped our human capital. It’s changed our demographics quite a lot. We are now 
one of the youngest of the advanced economies and we’re going to stay one of the youngest countries for the next 
20 years because of the immigrants. …

The median age of Australians is 37. The median age of new immigrants is somewhere between 20 and 25. We’ve 
been doing this for a decade and it’s aNec
ng the rate at which our country’s ageing. We used to be ageing in the 
middle of the pack with other countries. The ageing over the next 20 years is going to be no
ceably less than most 
other advanced economies. In 20 or 30 years, there’ll be an echo eNect of this. For the next 20 or 30 years, we’re 
ageing quite slowly and that will help government Bnances. It helps the government budget. They’re some of the 
eNects that the strong immigra
on has had. 

I also talked about the pressure that it’s put on infrastructure, on housing. It took a long 
me for housing construc
on 
to adjust to stronger popula
on growth. In fact, it took the be<er part of a decade. Popula
on growth picked up and 
the rate at which we were building houses or dwellings didn’t pick up. That speaks to the problems in the planning 
process, probably at the local and the state level. That pushed up housing prices, I’m sure. But, for a number of 
years, we have been adding to the dwelling stock at quite a fast rate, and that’s one reason that the housing price 
dynamics have changed in the country for the be<er.

… I think another beneBt we’ve got from immigra
on is that our society is more dynamic and more diverse, and that 
diversity is posi
ve from the long-term perspec
ve. In the most recent census, nearly 50 per cent of us either were 
born overseas or have one parent who was born overseas. So half the popula
on have some direct connec
on to 
families and businesses living in other countries, and o5en they speak another language as well. I see that as one of 
Australia’s huge assets. That diversity, those business connec
ons and those overseas connec
ons that we have are 
one of the country’s great assets, and a slower rate of popula
on growth over 
me would not build on that asset at 
the rate that we’ve been building on it.

  [Source:  h3ps://www.aph.gov.au/Parliamentary_Business/Commi3ees/House/Economics/RBAAnnualReport20172/Public_Hearings]

Ques	ons
1. Iden	fy Australia’s average annual popula	on growth and outline two separate ways it has helped to 

prevent Australia experiencing a recession over the 27 years leading up to 2020.
2. DeBne human capital and explain how migra	on has contributed to Australia’s stock of human capital.
3. Explain how immigra	on is helping to address the problems associated with an ageing Australian popula	on.
4. Discuss the impact of immigra	on on infrastructure and housing.
5. Describe how immigra	on makes society more diverse and dynamic.
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10.7 Trade liberalisa	on 

Trade liberalisa	on can be deBned as any ini
a
ve that is designed to promote free trade or reduce restric
ons or 

barriers to free trade with other countries.  In its pure form, free trade means that countries can trade goods and 

services with one another in the absence of ‘protec	on’ or ‘trade barriers’.   The most common forms of protec
on that 

were dominant in Australia for many years, but which have largely been dismantled include the following:

• TariHs (a tax on imports);

• Quotas (a volume restric
on on imports); and

• Subsidies (Bnancial support). 

Broadly speaking, trade liberalisa
on gathered pace over many decades, with 

most countries prepared to accept the beneBts of more liberalised trade can 

bring to their economies.  In Australia’s case, policy makers became more 

commi<ed to embracing a trade policy that promoted ‘freer trade’ and a 

progressive reduc
on of those forms of protec
on that were deemed not to 

be in the long term interests of the country. In other words, the Australian 

government became commi<ed to trade liberalisa
on because it was 

convinced that a con
nua
on of protec
on for local industries prevented 

Australia from enjoying the signiBcant longer term beneBts that free trade.  

This is because protec
on reduces compe

on, which ul
mately results in 

higher prices, lower quality and a less eFcient alloca
on of resources.  In 

simple terms, protected businesses are under less pressure to adopt the 

latest technology and lowest cost methods of produc
on, which nega
vely 

impacts on produc
vity and reduces both dynamic and technical eFciency.  

While protec
on s
ll exists in some Australian industries, such as Blm and television, the grounds for con
nuing support 

are typically based on non-economic factors.  For example, in the case of Blm and television, the argument for protec
on 

is one based on a need to preserve Australia’s culture and iden
ty, and less on the need to protect produc
on and 

jobs.  Similarly, the protec
on aNorded to the Australian shipbuilding industry (e.g. via subsidies and the manda
ng of 

a certain percentage of any build to take place in Australia) is partly based on strategic defence impera
ves rather than 

economic impera
ves.  

The COVID-19 pandemic, and the threat of future pandemics, resulted in the Australian government ramping up its 

support for parts of the manufacturing industry.  Importantly, this is less about the need to protect Australian businesses 

from the threat of global compe

on, but more about the need to develop and maintain a capability to produce a 

wider range of products that will ensure that Australia is able to navigate through the next pandemic without the supply 

constraints that threatened our ability to deal with the threat of the coronavirus.  For example, Australia was exposed 

to shortages of medical equipment and personal protec
ve equipment owing to the fact that the bulk of these products 

are manufactured oNshore.  COVID-19 highlighted the importance of nurturing parts of the manufacturing industry to 

ensure that we are less exposed in the future.

In recent years there has been a retreat from trade liberalisa	on among many of Australia’s major trading partners. 

The US-China trade war has con
nued to escalate, despite having had signiBcant nega
ve impacts on both countries’ 

economies. The conclusion of Brexit, with the departure of the UK from the European Union, is another example of a 

turn away from the global integra
on of markets and the opening up of trade. In addi
on, since 2020, there has been 

a breakdown in the power and inPuence of the World Trade Organisa
on (WTO), which is the interna
onal body set up 

to promote free trade and se<le interna
onal trade conPicts. There have also been reports of an increase in ‘less overt’ 

protec
onist measures, such as a greater government preparedness to support or bail out businesses, the ins
ga
on 

of more non-tariN barriers (such as quaran
ne/safety measures restric
ng imports), and/or the willingness to oNer tax 

concessions or rebates to expor
ng businesses.  

In the Bnal months of 2020 and con
nuing into 2021-22, China ramped up its protec
onist measures targeted at 

Australia. These were primarily for poli
cal reasons as it seeks to ‘punish’ Australia for seeking an inves
ga
on into the 

origins of the COVID-19 pandemic as well as Australia’s concerns about China’s “Belt and Road Ini
a
ve” and its push for 

an expanding inPuence in Asia.  This includes concerns about China’s growing presence and threat in the South China Sea 

and its new military bases on man-made islands in the region.  The ongoing tension between China and Australia into 

2022 has nega
vely impacted on exports of Australian goods such as wine, barley, coal, beef, co<on, lobster and 
mber.  

To the extent that this further escalates into a prolonged Australia-China trade war beyond 2022, it has the poten
al to 

wind back the gains that could otherwise be made from trade liberalisa
on.
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Short term costs of trade liberalisa�on

Trade liberalisa
on by its very nature creates costs in terms of the nega
ve short term impact on output, employment 

and incomes.  This occurs because the removal of tariNs and other forms of protec
on leads to an increase in compe

ve 

pressures faced by domes
c producers.  However, this is precisely how the removal of protec
on is designed to generate 

beneBts over 
me. Lower levels of protec
on leads to an increase in compe

on for local import compe
ng producers 

and results in greater pressure to minimise costs and prices. Many domes
c businesses will lose market share to the 

rela
vely cheaper imports, leading to lower proBts and an increased incen
ve to achieve eFciency gains in order to 

survive in the more compe

ve environment.  Some of these businesses exit the industry, leading to a reduc
on in 

output (and real GDP), reduced employment and higher unemployment.  However, some are able to adjust to the new 

environment, restructuring their organisa
ons (e.g. via the employment of new technology) to boost eFciency, reduce 

costs and achieve lower prices.  

This was Australia’s experience following the reduc
on of tariNs in the motor vehicle, tex
les, clothing and footwear 

sectors.  The short term costs included the higher rate of structural unemployment and the lost output from the smaller 

size of the relevant industries.  [The demise of Australia’s motor vehicle manufacturing industry is argued by many to be 

resul
ng in longer term costs to Australian economy, given the lost manufacturing capacity and exper
se.  However, this 

lost capacity needs to be balanced against the longer term beneBts that trade liberalisa
on brings for Australia.]

 The long term bene2ts of trade liberalisa�on

The long terms beneBts associated with trade liberalisa
on are a mirror image of the costs of protec
on.  As noted 

above, while trade protec
on of output, employment and incomes can have beneBts for some groups, par
cularly in the 

short term, it is generally accepted that it tends to result in nega
ve outcomes for the economy in the longer term.  This is 

because higher levels of protec
on reduce compe

on for local import compe
ng producers and result in less pressure 

to minimise costs and prices.  Accordingly, there is less incen
ve to improve eFciency and performance and tariNs also 

work to act as a tax on other Australian industries.  Over 
me, foreign producers tend to become rela
vely more eFcient 

as they are exposed to greater compe

ve pressures.  They are then able to reduce prices and gain a foothold in the 

Australian market.  Local producers, again under threat, once more seek the protec
on of government policies and ask 

for an increase in tariNs to ‘protect Australian jobs’.  This process becomes destruc
ve as ineFciency of local import 

compe
ng producers becomes entrenched, raising the cost structure of the Australian economy and increasing the 

likelihood that foreign governments will retaliate and protect their local producers from those Australian exporters that 

have a compara	ve advantage (i.e. can produce the goods and services rela
vely more eFciently compared to other 

countries), such as our mining and agricultural sectors. [Refer to Ac
vity 7p from Chapter 7.]

Trade liberalisa
on is designed to force local businesses to restructure in an eNort to combat higher levels of compe

on 

and then take advantage of any new opportuni
es by tapping into export markets.  In 1973, the Government announced 

a general 25% cut in tariNs, which marked the start of the large tariN reduc
on program in Australia.  Average tariNs fell 

from 36% in the late 1960s to less than 3% today.  While the rate of tariN reduc
ons was rapid, Australia’s motor vehicle, 

tex
le, clothing and footwear industry tariN levels were not falling quickly enough.  As a consequence, the rate of tariN 

reduc
ons in Australia was not as rapid as the reduc
on reported in many developed economies.  However, this was 

true only of ‘tariH protec	on’.  Australia was much more aggressive at dismantling many forms of industry assistance 

(e.g. via subsidies) and was a world leader in terms of reducing overall ‘protec
on’ (or the eHec	ve rate of assistance) 

to its industries.  

While there has been some slowdown in the rate of reduc
on of tariNs since the late 1990s, tariN reduc
ons remain a 

feature of government policy in Australia.  They have fallen to virtually zero a5er being as high as 57% for motor vehicles 

and 180% for many tex
les in the early 1980s.  Increasingly, however, the trade liberalisa
on focus has moved towards 

developing more free trade agreements (FTAs), which contain several measures within each agreement that facilitate 

the freer trade in goods and services between the signatory countries.  Australia has several free-trade agreements 

(FTAs) in force with countries such as Japan, South Korea, China, Singapore, the USA, Thailand, Malaysia, New Zealand 

Indonesia and is in the process of implemen
ng agreements with the United Kingdom, European Union, and India.  

In the Produc
vity Commission’s Research Paper 
tled ‘rising protec
onism: challenges threats and opportuni
es 

for Australia (2017), the PC highlighted the beneBts of trade liberalisa
on.  In par
cular, PC research indicated that 

a signiBcant increase in trade barriers around the world would come at a real economic cost to Australia, which it 

summarised as follows:

‘Over one per cent of GDP every year and close to 100 000 jobs would be lost, and up to 5 per cent of our capital 

stock could be mothballed. Living standards would fall across the income distribu�on. A household with the 

median weekly income would be worse o1 by nearly $1500 a year..’ 
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Trade liberalisa	on and Australia’s interna	onal compe		veness

An increase in Australia’s interna	onal compe		veness requires Australian Brms or industries to be producing goods 

and services at lower prices and/or higher quality compared to compe
tors overseas. Clearly, the beneBts of more open 

trade with other countries derives from the increased exposure to compe

on and the pressure applied by compe

ve 

forces more generally.  These posi
ves associated with increased compe

on were discussed earlier this textbook. In 

par
cular, we highlighted how increased compe

on imposes a discipline on those in the industry to focus on lowering 

costs and oNering the products that best meet the needs of consumers.  By lowering trade barriers, Australian producers 

are forced to increase produc	vity and focus on using resources in the best possible way. Trade liberalisa
on therefore 

promotes technical eFciency, exerts downward pressure on costs and prices, and leads to an increase in the interna
onal 

compe

veness of Australia’s tradables sector - expor
ng Brms and domes
c Brms compe
ng against imports.  

Trade liberalisa
on, via tariN cuts and the removal of other forms of protec
on, also reduces the cost of produc
on for 

Brms who use imports in the produc
on process.  For example, 

the decline in tariNs on many manufactured goods (including 

motor vehicles) has helped to reduce produc
on costs for 

other businesses that rely on those goods as inputs, including 

those businesses in the services sector of the economy such as 

those in the transporta
on industry (e.g. high cars, passenger 

transport, etc.). Once again, this exerts downward pressure on 

both costs and prices and increases Australia’s interna
onal 

compe

veness.

Trade liberalisa
on also helps to achieve alloca	ve e8ciency 

by promo
ng a realloca
on of resources to more produc
ve 

sectors in the economy.  Protec
on essen
ally distorts the 

price mechanism because government interference in the 

market alters the structure of rela
ve prices.  However, when protec
on is removed, the compe

ve market is free 

to do what it does best and allow eFcient Brms to prosper and less eFcient ones to go through a period of decline or 

disloca
on.   Economists would argue that this is merely a short term problem because the resources that are released 

from those industries in decline can be redeployed in other industries where Australia has a ‘compara
ve advantage’. 

This improves alloca
ve eFciency and increases the ability of Australian producers to sell exports into foreign markets. It 

can also mean that a greater volume of goods and services are produced because Australia is u
lising resources in those 

industries who are responding to the needs of consumers (both in Australia and overseas).

Trade liberalisa
on also encourages Brms to be more outward looking in their business models. They are more likely to 

discover that opportuni
es exist in foreign markets because they have taken the necessary steps to remove unnecessary 

waste and expenses. This could further help to improve Australia’s interna
onal compe

veness.

Trade liberalisa	on, aggregate supply and the achievement of macroeconomic goals 

As discussed, trade liberalisa
on ul
mately improves produc
vity, reduces the average costs of produc
on, and 

encourages businesses to supply more to markets at lower prices. Like AS policies in general, this leads to both an 

increase in the total supply of goods and services to markets (i.e. an increase in AS) and an increase in the produc
ve 

capacity of the na
on.  The greater supply and lower market prices will then enable businesses to gain a greater share of 

the global market.  In addi
on, the lower prices will also have Pow-on eNects throughout the economy, lowering input 

costs for other Brms and industries. Overall, trade liberalisa
on results in downward pressure on inPa
on, assis
ng RBA 

eNorts to achieve its price stability target of 2-3% growth in consumer prices on average over 
me.

Lower prices (or disinPa
on) then encourages greater Investment and Consump
on, as well as s
mula
ng growth in net 

exports as there is an increase in interna
onal compe

veness. The combined eNect is to increase AD and real GDP – 

assis
ng the Government’s eNorts to achieve a strong and sustainable rate of economic growth.

As noted earlier, trade liberalisa
on is likely to increase structural unemployment in the short term as some of the Brms 

exposed to increased compe

on might not be able to survive and they may therefore downsize or close down resul
ng 

in many (skilled) employees being made redundant. While this jeopardises the achievement of full employment in 

the short run, a fully Pexible and eFcient economy is likely to result in these unemployed persons being reallocated 

to areas where Australia has a compara
ve advantage.  Accordingly, in the long run, the unemployment rate should  

fall as the increased interna
onal compe

veness of Australian industry (and the focus on export markets and import 

replacement) results in higher AD, further helping to lower the unemployment rate towards the full employment level.
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Trade liberalisa	on and living standards

Generally, trade liberalisa
on is designed to cause a realloca
on of the na
on’s resources away from those industries or 

sectors in which Australia is rela
vely ineFcient (e.g. the tex
le, clothing and footwear industries) towards those where 

we are very eFcient (e.g. educa
on and tourism) or have a compara
ve advantage (e.g. mining and agriculture).  This 

is how trade liberalisa
on manages to assist in the long term achievement of all of the government’s goals.  In other 

words, trade liberalisa
on should contribute to the achievement of ‘alloca	ve e8ciency’ in the economy because our 

resources are likely to be reallocated in such a way that the net beneBts for society, or living standards, are higher than 

before.  This is not to say that there are not signiBcant transi
onal adjustment costs that are faced by some members of 

the community, who will doubtless experience a reduc
on in living standards.  However, it is expected that many (but 

not all) of these costs will be short-term in nature and in the longer term, any costs will be outweighed by the beneBts.  

In response, the Government typically provides assistance in the form of short term funding and training support to help 

aNected groups with the transi
on.  

The general commitment to free trade does not mean that trade should be completely liberalised for all of our goods 

and services, as there are a number of examples where it is in our na
onal best interests to protect some industries.  

For example, as men
oned earlier, Australia protects the local Blm and television industry to preserve our cultural 

iden
ty and protects defence manufacturers for strategic and na
onal security reasons.  The COVID-19 pandemic also 

highlighted some poten
al risks associated with the unfe<ered embrace of free trade, with Australia experiencing 

temporary shortages of important products such as ven
lators and personal protec
ve equipment.  Accordingly, there 

is a valid argument for protec
ng producers in these sectors to ensure that Australia is not exposed in the event of a 

future health pandemic or some other na
onal disaster.

Overall, trade liberalisa
on is capable of assis
ng in the long term a<ainment of all of the Government’s economic 

goals.  With lower inPa
on, greater employment and higher incomes delivered over the longer term, the material living 

standards of Australians should improve.  Higher real incomes will be rePected in higher real GDP (or GDI) per capita and 

Australians will be able to purchase more goods and services or amass greater wealth, perhaps placing them in a be<er 

posi
on to pursue other non-material (or quality of life) factors in the future, such as increased leisure, a commitment 

to voluntary work, or dona
ons to chari
es.  

Review ques	ons 10.7Review ques	ons 10.7
1. DeBne trade liberalisa
on.

2. Discuss how trade liberalisa
on encourages countries to specialise in those areas where they have a compara
ve 

advantage and explain how this helps to boost the na
on’s produc
ve capacity in the long term.

3. Discuss how the recent reduc
on in automo
ve tariNs may aNect produc
vity and the alloca
on of the na
on’s 

resources.

4. Discuss how the reduc
on in trade protec
on may have impacted on the rate of inPa
on, economic growth and 

the unemployment rate.

5. DiNeren
ate the short term impacts of trade liberalisa
on from the longer-term impacts of trade liberalisa
on 

on Australian living standards. In your response, explain why some in the community are concerned about the 

‘transi
onal adjustment costs’ imposed by trade liberalisa
on.

6. Discuss how trade liberalisa
on can enhance eFciency and boost living standards.

7. Discuss the possible future of trade liberalisa
on in light of ongoing trade wars and the COVID-19 pandemic.
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Ac	vity 10h: Ac	vity 10h: Why protec
on can be a self-defea
ng strategyWhy protec
on can be a self-defea
ng strategy

As discussed, while protec
on can have beneBts for some 
groups, par
cularly in the short term, it is generally accepted 
that it tends to result in nega
ve outcomes for the economy 
in the longer term.  This is primarily because higher levels of 
protec
on reduce compe

on for local import compe
ng 
producers and results in less pressure to minimise costs 
and prices.  Accordingly, there is less incen
ve to improve 
eFciency and protec
on can also work to act as a tax on 
other Australian industries and therefore consumers.  
Over 
me, foreign producers tend to become rela
vely 
more eFcient as they are exposed to greater compe

ve 
pressures.  They are then able to reduce prices further 
and eventually gain a foothold in the Australian market.  
Local producers, again under threat, once more seek the 
protec
on of government policies and ask for an increase 
in tariNs to protect Australian jobs.  This process becomes destruc
ve as the ineFciency of local import compe
ng 
producers becomes entrenched, raising the cost structure of the Australian economy and increasing the likelihood 
that foreign governments will retaliate and protect their local producers from those Australian exporters that have 
a compara
ve advantage, such as our mining and agricultural sectors.

As a consequence, Australia has pursued the path of trade liberalisa
on in line with most other developed economies 
around the world to exploit the beneBts that free trade provides.  Despite some reasonable arguments in support 
of protec
on, and the current increase in protec
onist sen
ment around the globe, most countries agree that 
protec
on should be removed over 
me in order to enhance (global) growth and li5 living standards.  Ul
mately, 
the pursuit of free trade in Australia encourages a realloca
on of resources towards those sectors or industries 
where Australia has a compara
ve advantage.  

The following arguments are typically used to support the no
on that protec
on should be removed as it misallocates 
resources to the produc
on of goods and service that could be made more eFciently elsewhere.

• By shielding local producers from compe

on, protec
on reduces the incen
ve to be eFcient.  Essen
ally, 
protec
on ‘props up’ rela
vely ineFcient industries at the expense of more eFcient industries.

• Assuming the protected industry is a producer goods industry (i.e. producing those goods that are inputs in the 
produc
on process), protec
on raises input costs, increases prices and reduces the compe

veness of other 
producers.

• The increased proBtability of the protected industry in the short term gives it increased purchasing power over 
resources rela
ve to other industries (e.g. can pay more for certain raw materials) which increases the cost for 
all Brms.  Protec
on can therefore act like a tax on local producers.

• Protec
on can contribute to inPa
onary pressure both in the short term (via higher import prices) and the 
longer term (via a reduc
on in eFciency and an erosion of compe

veness).

• The inPa
onary impact of higher tariNs or quotas will tend to cause a deprecia
on of the AUD over 
me.  This 
further penalises some Australian producers as a result of higher cost of capital imports.

• Once protec
on has been introduced, it can become extremely diFcult to, Brst, prevent the call for protec
on 
from other industries, and second, to dismantle protec
on at some later stage.

Ques	ons/tasks
1. Explain why protec	on reduces the incen	ve for businesses to maximise e8ciency.
2. Discuss whether protec	on is successful in protec	ng Australian jobs.
3. Outline what is meant by the phrase ‘free trade encourages a realloca	on of resources towards those 

sectors where Australia has a compara	ve advantage’.
4. Explain how tariHs can raise input costs for some businesses.
5. Outline how protec	on can act like a tax on local producers.
6. Describe the rela	onship between protec	on and the exchange rate.
7. Explain why it can be di8cult to remove protec	on once it has been provided.



  Economic Fundamentals in Australia (8th ed)

374

10.8 Environmental policies 

Environmental policies are deliberate ac
ons by the government to protect Australia’s long term economic prosperity 

by developing laws and regula
ons that seek to manage the impact that human ac
vity has on the physical environment.  

Currently, the most talked about environmental policies relate to those seeking to address global warming/climate 

change.  However, numerous environmental policies have been developed over 
me with a view to preserving our 

natural environment and helping to ensure that human ac
vity (in par
cular, the produc
on of goods and services) 

occurs in a sustainable way.  These policies range from those designed to prevent the ex
nc
on of endangered species, 

to those related to the management of waste/toxic substances and to those more generally that a<empt to minimise 

pollu
on levels across the board.

Contemporary environmental policies in Australia centre 

around the need to:

• respond to global warming and climate change

• reduce emissions of pollutants into the atmosphere

• reduce waste and landBll

• reduce the use and deple
on of natural resources  

 such as forests and Bsheries. 

The Study Design requires students to know one market-

based environmental policy and its short-term and long-

term eNects on AS, intertemporal eFciency and living 

standards. Market based policies include government 

interven
ons that seek to inPuence the behaviour of economic agents via the use of ‘market forces’, which ul
mately 

involves the manipula
on of prices to impact on producer and/or consumer behaviour. The most common examples of 

market-based policies are taxes and subsidies.  For example, the establishment of a carbon tax or an emissions trading 

scheme are market-based policies because they work to place a price on pollu
on (e.g. carbon emissions) and rely on 

‘the market’ (buyers and sellers) to achieve pollu
on abatement. In contrast, non-market-based policies do not involve 

the manipula
on of ‘prices’ to achieve environmental outcomes, but rather involve the use of regula
ons, including 

the se@ng of standards and/or prohibi
ons, as well as government investment in research and general monitoring or 

control of an environmental issue.

Climate change and global warming

Climate change involves changing weather pa<erns and more 

speciBcally an increase in severe weather events.  A related concept 

is that of global warming or the rise in the general temperature 

levels throughout the world.  Australia has seen evidence of climate 

change and global warming in recent years through extreme 

weather events such as Poods and bush Bres in the eastern states 

that have destroyed resources and had catastrophic impacts on 

the lives and livelihoods of many Australians.  In the 2022 Federal 

elec
on, climate change was iden
Bed as not only the number one 

environmental issue, but the number one issue that voters were 

concerned about.   

Climate change is caused through the u
lisa
on of fossil fuels, energy sources that are found in the Earth’s core, 

that produce emissions when burned to generate energy. These emissions create a layer of gases around the Earth’s 

surface that maintain heat and thereby cause global warming and adverse weather events.  The gases are referred to 

as greenhouse gases and the warming as the greenhouse eNect.  The emissions from burning fossil fuels also release 

par
cles into the atmosphere, thereby pollu
ng it, and reducing air quality for current genera
ons.

Responding to climate change improves both short term and long term prosperity for Australians.  Australia, along with 

other countries, have seen an increase in the frequency and severity of severe weather events in recent years.  Such 

events have detrimental impacts of the produc
ve capacity of the economy in the following ways:

• Reducing the amount of natural resources available, for example, by destroying agricultural crops and forests 

• Diver
ng the eNorts of resources, such as labour and capital, to responding to events rather than genera
ng 

output 

Study tip

It is useful to note that the government has a range of 
environmental policies that do not necessarily have an 
obvious or meaningful impact on AS. This includes those 
initiatives designed to restore natural habitats, protect 
endangered species or preserve sacred Indigenous 
sites.  While these are indeed environmental policies, 
they are not technically implemented with a view 
to fostering long term sustainable economic growth 
via the protection of Australia’s long term productive 
capacity/AS.
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• Channelling government funding into disaster response rather than other areas that could poten
ally create 

greater output and employment opportuni
es

In reality, climate change is already reducing the produc
ve capacity of the country and thereby nega
vely impac
ng both 

output and material living standards.  In addi
on, those that are in areas impacted by severe weather experience stress 

and loss, thereby decreasing their non-material living standards.  In the long term, if climate change is not addressed, 

global warming will con
nue at a higher rate, causing a higher level of, and more severe, extreme weather events. 

These will con
nue to have the impacts previously described 

on future genera
ons.  Addi
onally, government spending 

in responding to such events will reduce the government’s 

ability to fund infrastructure and other ini
a
ves that 

improve AS in the long term and enable the economy to grow 

at a more rapid rate. 

In response to climate change, Australia, and more than 190 

other countries, has signed up to the Paris Agreement, a legally 

binding interna
onal treaty on climate change that seeks to 

lessen global warming.  As part of the Paris Agreement, each 

country submits a statement every Bve years regarding their 

emission reduc
on targets.  These statements are known 

as Na
onally Determined Contribu
ons (NDCs).  Australia’s 

most recent NDC commits Australia to reducing emissions 

by 43% below 2005 levels by 2030 and net zero emissions 

by 2050.  This target or objec
ve is underpinned by speciBc 

policies designed to achieve the target. 

Australia’s ini
al NDC statement in 2015, referred to a technology led approach to climate change, and ini
a
ves in 

recent budgets have been aligned with this.  Other countries have taken a more direct approach and implemented taxes 

on emissions, o5en referred to as carbon taxes or carbon pricing.  This type of ac
on to reduce carbon emissions will 

typically have a nega
ve impact on AS and economic ac
vity in the short term, as carbon intensive producers experience 

higher costs of produc
on (e.g. from a carbon tax) and are forced to pass on these higher costs in the form of higher 

prices.  This adds to the cost structure of the economy, nega
vely impac
ng on AS (shi5ing the AS curve to the le5) and 

reducing the rate of economic growth.

The main policy the Australian government has relied on to 

address climate change since the repeal of the carbon tax in 

2014 is the ‘Direct Ac
on Plan’, the centrepiece of which is the 

Emissions Reduc	on Fund.  

Emissions Reduc�on Fund (ERF)  

The ERF is a budget alloca
on of an amount that businesses can apply for a part of to spend on projects that reduce 

greenhouse gas emissions or which capture and store carbon.  The idea of the la<er is that by capturing and storing 

carbon dioxide before it enters the atmosphere, greenhouse gas levels in the atmosphere are reduced – this not only 

reduces current pollu
on levels but also lessens the greenhouse eNect and global warming.  The types of projects that 

can be funded through the ERF include introduc
on of new technologies, upgrading of equipment or changing business 

prac
ces.  Only certain industries and ac
vi
es are eligible and these include business in sectors such as agricultural, 

coal mining, gas produc
on and transport. 

Par
cipants in the ERF scheme earn what are referred to as Australian Carbon Credit Units (ACCUs).  One ACCU 

represents the avoidance or removal of the equivalent of one tonne of carbon dioxide.  ACCUs can be sold back to the 

government through an auc
on scheme, or to other businesses to generate income.  The scheme is administered by the 

Clean Energy Regulator, a government body.  In the 2022-23 Federal Budget only $316.7M was allocated to the scheme, 

and this level of budget alloca
on was cri
cised by both climate ac
vists and those in the broader community for being 

inadequate.  Notably, the total spending on environmental policies in the 2022-23 Federal Budget amounted to only 

around 0.3% of expenditure, as the Budget was predominantly focused on recovery from the pandemic.  Similarly, the 

2021-22 Budget also had limited spending on environmental policies due to the need to s
mulate economic ac
vity in 

the short term and help the economy emerge from the 2020 recession.

Essen
ally, the ERF provides subsidies to certain businesses in order to incen
vise the uptake of new technologies or 

Study tip

Australia had a carbon tax for only two years, from 
2012 to 2014, and was repealed because it was 
politically unpopular due to the costs it imposed on 
Australian businesses and households
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business prac
ces that improve energy eFciency and/or contribute to a reduc
on in carbon emissions.  While the 

subsidies do indeed help to incen
vise and expand produc
on, such as incen
ves to upgrade commercial buildings 

using energy eFcient materials, the purpose of the subsidies is not to expand AS in the short term, but rather to protect 

the rate of growth in AS over the longer term.  This is an acknowledgement that policies designed to reduce carbon 

emissions should, to some extent, help to address climate change and reduce the incidence and/or severity of extreme 

weather events that impair produc
ve capacity in the future.  

Improvements in produc
ve capacity or AS enable higher levels of aggregate demand to be met without bo<lenecks in 

produc
on due to capacity constraints, and therefore a higher level of produc
on should occur in the economy in the 

long term.  This will increase material living standards, provided the rate growth in produc
on exceeds the popula
on 

growth rate.  By lowering the rate of pollu
on and reducing 

greenhouse gas emissions, air quality will also be improved, 

which favourably impacts on non-material living standards.  

Intertemporal eFciency refers to the balance in resource use 

between current and future genera
ons.  If there are less 

fossil fuels being consumed through the projects introduced, 

then intertemporal eFciency is likely to be improved as more 

non-renewable fuel resources remain for future genera
ons.  

Containing extreme weather events and the destruc
on of 

resources these cause also contributes to the achievement of 

intertemporal eFciency, because it enables future genera
ons 

to achieve a standard of living that is not signiBcantly impaired 

by the ac
ons of current genera
ons.  

Modern Manufacturing Fund (MMF):  

The MMF is another program funded within the 2022-23 Budget that allows businesses to receive funding for investments 

that improve environmental outcomes.  There are six categories within the MMF that align with the priori
es that the 

government has for manufacturing and one of these is recycling and clean energy.  The MMF was ini
ally launched 

in 2020 and has been funded in subsequent budgets. In the 2022-23 Budget, $520M was allocated to the scheme. As 

with the ERF, the MMF provides subsidies to businesses, thereby providing them with Bnancial incen
ves to undertake 

certain produc
on ac
vi
es – in this case ac
vi
es that contribute to greater recycling capabili
es and the development 

of cleaner energy alterna
ves, by decreasing the cost to businesses, therefore encouraging increased supply..  The MMF 

therefore has the poten
al to improve intertemporal eFciency and future living standards to the extent that it helps to 

reduce the deple
on of natural resources and contributes to carbon pollu
on abatement.   

While the objec
ve of the MMF is to increase the capacity of 

Australian businesses to produce/manufacture in the medium to 

long term, it was developed during a 
me (i.e. COVID-19) when 

Australia experienced cri
cal shortages in the produc
on of goods 

of strategic importance, such as medical equipment and supplies.  

The Fund was therefore partly designed to foster self suFciency in 

Australia and prevent an over-reliance on other countries during 


mes of future crises.  To the extent that the MMF supports the 

produc
on of those goods and services that can feasibly be 

produced more cheaply overseas, it has the poten
al to have a 

nega
ve impact on AS/produc
ve capacity. 

Recycling Modernisa�on Fund (RMF)

The RMF was launched in 2020 with the aim of reducing waste and avoiding recyclables from entering land Bll.  

Greenhouse gases are released from landBll and, in reducing land-Bll, more greenhouse gases are avoided which 

lessens global warming and has similar impacts to those described for the ERF in terms of the impact on living standards 

and intertemporal eFciency.  Reducing landBll also results in more usable land for future genera
ons and in this way 

contributes to increased intertemporal eFciency and higher living standards.  Material living standards are improved 

through the land being available for produc
ve purposes, and non-material living standards are improved through the 

enjoyment of a less damaged and more preserved natural environment.  SpeciBc ini
a
ves within the RMF include 

$18.2M allocated to improving awareness of correct recycle techniques and developing a new ‘ReMade in Australia’ 

brand to give consumers conBdence in buying products that have been re-manufactured in Australia.  As with the ERF 

and MMF schemes, these are subsidies for businesses to undertake projects or ac
vi
es, increasing the willingness 

Study tip

It is important to note that there are multiple streams 
within the program and it is the recycling and clean 
energy stream that is considered an environmental 
policy.  The other 2ve streams do improve AS however 
they are not environmental policies. 
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and ability to supply, and boos
ng AS. Although these market-based policies are designed primarily to inPuence the 

behaviours of households, they improve the supply side condi
ons in the long run by enabling more land to be available 

for businesses to use in the produc
on of goods and services.  The RMF also includes funding for private sector projects 

that reduce waste. 

Carbon pricing as a means of reducing CO
2
 emissions

Carbon pricing refers to any ini
a
ve that forces producers to incur higher costs when producing carbon intensive 

products such as coal Bred electricity.  This is designed to force these producers to internalise the nega
ve externality 

associated with the burning of fossil fuels (imposing climate on 

future genera
ons), by increasing the cost of producing energy by 

this methods and discouraging supply.  Generally, there are two 

commonly accepted means of pricing carbon:  a carbon tax and an 

emissions trading scheme (ETS). 

A carbon tax package 

A carbon tax requires carbon emi<ers to pay a set amount of tax 

per tonne of carbon released into the environment.  It eNec
vely 

places a price on carbon and causes a subs
tu
on away from 

dir
er produc
on methods to cleaner and more renewable ones.  

Australia’s carbon tax was repealed in July 2014 and the govern-

ment described the scheme in the following way: 

‘Approximately 500 of the biggest polluters in Australia will 

need to buy and surrender to the government a permit for 

every tonne of carbon pollu�on they produce. For the 2rst three 

years, the carbon price will be 2xed like a tax, before moving to 

an emissions trading scheme in 2015. In the 2xed price stage, 

star�ng on 1 July 2012, the carbon price will start at $23 a 

tonne, rising at 2.5 per cent a year in real terms. From 1 July 2015, the carbon price will be set by the market.  

The carbon price will be accompanied by assistance sup-por�ng households, jobs, businesses and communi�es, 

to help them adjust, lower their carbon pollu�on and to protect our interna�onal compe��veness.’  

An Emissions Trading Scheme (ETS)

It is generally accepted that an ETS is the most eFcient method of comba
ng the threat of climate change.  An ETS 

involves a government determining a base level of carbon emissions it will tolerate in the economy.  The government 

then provides or sells a certain number of permits to businesses allowing them to release Co2 into the atmosphere 

and enforces penal
es for pollu
ng without permits.  Once the 

permits are held by businesses, they can sell some of these to other 

businesses (or polluters), and a ‘carbon market’ develops, with a 

demand, supply and price for carbon.  

The least eFcient polluters will demand more permits compared to 

those businesses that are more successful at pollu
on abatement 

(who can then supply permits in the carbon market).  If CO
2
 levels 

are too high, the price of permits rise, (i.e. the costs of pollu
ng 

for businesses will be higher), providing incen
ves for businesses 

to reduce their demand for permits (or increase their poten
al 

supply). Businesses will seek to achieve a reduc
on in pollu
on in various ways, such as employing the latest pollu
on 

abatement methods (or technologies), inves
ng in alterna
ve energies or purchasing carbon oNsets (such as inves
ng 

in forest planta
ons).

Over 
me, the government reduces the number of permits in existence (eNec
vely reducing supply), forcing up the price 

of CO
2
 permits, and providing even further incen
ves for businesses to reduce their CO

2
 emissions.  The rela
ve price 

compe

veness of other ‘renewable’ forms of energy (such as wind and solar) will increase, crea
ng greater investment 

and innova
on in that sector.  Overall, pollu
on levels drop in line with the reduc
ons in permits, and any exis
ng level 

of CO
2
 emissions is achieved in the most eFcient way.

The price will increase for those goods and services relying heavily on non-renewable energy (such as coal Bred electricity) 

rela
ve to the price of other goods and services.  In this respect, an ETS eNec
vely works like a tax, adding to the 

Study tip

Students are reminded that they are only required to 
demonstrate an understanding of ‘one market-based 
environmental policy’. Accordingly, a focus on the ERF 
is su*cient in isolation.  The information contained 
below in relation to carbon pricing and alternative 
methods can be treated either as extension or as an 
additional choice to refer to in the examination. 

Study tip

The role of changing costs of production on relative 
prices and the reallocation of resources in the case 
of the imposition of a carbon tax in Australia was 
examined in detail in Chapter 2 (Box 2.4) earlier in the 
this text. Students are encouraged to return to that 
example for further detail on how this type of tax can 
inBuence resource allocation through the operation of 
the market (price) mechanism.
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costs of produc
on for those producers and raising prices (forcing businesses to internalise the costs of their nega
ve 

externali
es of produc
on).  Consumers will then tend to switch to the consump
on of those goods and services not 

subject to the tax (i.e.  goods or services that are now rela
vely cheaper and cleaner for the environment).

An ETS could allow for the global trading of “carbon credits/oNsets” so that producers in Australia could buy the right to 

emit more CO
2
 by buying the “savings” of CO

2
 created overseas. In principle this is Bne, and does create an incen
ve to 

cut emissions (e.g. if a party cuts their emissions to a level below what their permits allow then they can sell “credits” 

to a third party and make a proBt).  However, in reality, this type of trading can lead to fraudulent credits being created 

if countries have poor regula
ons and “policing”. This means that par
es may be paying for a CO
2
 saving that actually 

might not happen.

A Carbon Tax versus an ETS 

Both the carbon tax and the ETS help to reallocate resources 

to the use of alterna
ve forms of energy, resul
ng in cleaner 

produc
on over 
me.  However, a major diNerence between 

the tax and the ETS is that the carbon tax directly targets the 

price of carbon (via the imposi
on of the tax), with the market 

determining the volume of CO
2
 emissions that will occur.  In 

contrast, the ETS directly targets the volume of CO
2
 emissions 

(and issues permits consistent with this volume) and then allows 

the market to determine the price.  Fundamentally, the ETS has 

the advantage of greater control over the actual level of carbon 

pollu
on.  Once the government sets the legally permissible level 

of carbon emissions, it allows the ‘market’ to determine the most 

eFcient means of achieving these levels.  The carbon tax, on the 

other hand, will reduce emissions levels, but there is less certainty about the actual level of pollu
on abatement that 

would occur.  In this respect, the quan
ty of CO
2
 emissions is variable under a carbon tax, unlike the ETS, where the price 

is variable and level of CO
2
 emissions is ‘Bxed’ by the government.  

While the carbon tax provides greater certainty for businesses about the costs of pollu
ng, its inability to accurately 

control the actual level of CO
2
 emissions leads to a sub-op
mal level of pollu
on abatement if the tax is not set at the 

correct level.  For example, a carbon tax of $24+ per tonne of CO
2
 emissions results in aNected industries increasing 

their prices.  If consumers are unresponsive to the price increases (e.g. because consumers have a low price elas
city of 

demand for carbon intensive products, such as electricity) then the carbon tax results in a minimal reduc
on in carbon 

emissions.  [However, as the carbon tax increases over 
me, the rela
ve price a<rac
veness of alterna
ve energy 

increases, thereby helping to reduce emissions this way.]

A quick comparison of climate policies: s�ck vs carrot approach

In Economics, it can be shown that for a government to create disincen
ves for certain types of behavior, whether it be 

smoking tobacco, illicit drug taking or pollu
ng the environment, subsidies or taxes can achieve comparable results.  It is 

a bit like the ‘carrot and s
ck’ approach to modifying behavior.  On the one hand, the tax is like ‘the s
ck’ that raises the 

cost of ‘behaving badly’ and therefore creates an incen
ve to reduce this bad behavior. On the other hand, the ‘carrot’ 

rewards ‘good behaviour’, that raises the rela
ve cost of behaving 

badly (or of not behaving in a good way), which therefore creates 

incen
ves to behave well.  

In terms of climate mi
ga
on policies, carbon pricing via an ETS, or 

a carbon tax, is like a ‘s
ck’.  They are designed to disincen
vise the 

produc
on of carbon emissions by raising the costs of produc
on 

and consump
on of carbon intensive goods and services.  For 

example, the carbon tax raised the costs for electricity producers 

who then had an incen
ve to produce energy more eFciently (with 

fewer carbon emissions).  The resul
ng higher price of electricity 

then causes consumers to become more energy eFcient and/or 

seek re-newable forms of energy in order to lower their energy bills. 

Direct ac
on, via the ERF for example, is like ‘the carrot’, providing Bnancial incen
ves to reduce carbon emissions.  

Those businesses who are prepared to undertake projects or ac
vi
es to reduce emissions will receive a cash subsidy.  
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In terms of incen
ves, it is eNec
vely the same as a tax (or a price on carbon) because net beneBts are provided to those 

who reduce carbon emissions.  

A major diNerence between a tax and subsidy relates to the eNects on both government Bnances and prices of goods 

and services.  The tax raises government revenue and reduces any budget deBcit, but it results in higher prices for 

consumers. The subsidy raises government expenditure and increases any budget deBcit, but results in rela
vely lower 

prices.  [Prices should rise eventually, however, following a<empts to reduce the deBcit over 
me via higher taxes or as 

a result of higher interest rates that occur when the government issues more bonds to Bnance growing deBcits.]

The major cri
cism leveled at direct ac
on measures is that subsidies for abatement might be wasted because much 

(if not all) of the abatement may have occurred anyway.  It can therefore be diFcult for governments to ensure that 

payment is actually made for genuine abatement that would otherwise not have occurred. In this respect, direct ac
on 

measures might not have a signiBcant impact on overall carbon abatement compared to that which might be achieved 

with a carbon tax or an ETS.  For example, a business may receive a $1m subsidy for installing more energy eFcient design 

in a construc
on project – a design feature that might have been implemented even in the absence of a subsidy.  In this 

respect, the subsidy has resulted in no net carbon abatement.  In contrast, a tax will result in carbon abatement either 

because the producer is keen to reduce their tax bill or because the resul
ng higher price discourages consump
on and 

produc
on of the carbon intensive product. 

While direct ac
on is generally considered to be inferior to a carbon tax, both direct ac
on and the carbon tax measures 

are considered by most economists to be inferior to carbon pricing via an ETS.  This is because the la<er harnesses the 

power of markets to create the precise incen
ves required to mi
gate any given level of carbon reduc
on. 

Review ques	ons 10.8Review ques	ons 10.8

1. Explain how climate change can reduce the produc
ve capacity of the economy.

2. Explain what the Emissions Reduc
on Fund is.  

3. Dis
nguish between the Emissions Reduc
on Fund and the Modern Manufacturing Fund.

4. Describe how the ERF would operate using the market mechanism to improve inter-temporal eFciency.

5. Explain how the Emissions Reduc
on Fund can improve both material and non-material living standards.

6. Explain what is meant by carbon pricing.

7. Dis
nguish a carbon tax from an emissions trading scheme. 

8. Compare the s
ck versus carrot approach that can be used to reduce carbon emissions.

9. Using an example, explain how an environmental policy can improve intertemporal eFciency

Mul	ple choice ques	onsMul	ple choice ques	ons
1. Which of the following statements best describes an AS policy?
(a) A government ini
a
ve that is designed to lower inPa
on on the supply side of the economy
(b) A government ini
a
ve that is designed to supply more goods and services to the na
on
(c) A government ini
a
ve that is designed to assist businesses with supply decisions
(d) A government ini
a
ve that is designed to reduce the costs of produc
on and/or improve supply condi
ons for 

businesses.  

2. Which of following does not provide a good example for why the government was keen to implement AS 
policies?

(a) Australia’s rate of produc
vity growth was poor by interna
onal standards
(b) Australia’s labour market was very Pexible and labour produc
vity was high as a result
(c) Australia’s standard of living rela
ve to other countries was declining
(d) Australia’s unemployment rate con
nued to climb to unacceptable levels

3. Which of the following AS policies is least likely to also cause AD to increase in the short term?
(a) Further reduc
ons in tariNs in order to increase technical eFciency
(b) An increase in R&D tax concessions 
(c) An increase in government infrastructure spending
(d) An export development grant given to Australian exporters

4. Choose the AS policy that is least likely to be implemented when an economy experiences capacity constraints:
(a) An increase in government infrastructure spending
(b) An increase in refugee intake from Syria
(c) A reduc
on in tax concessions for investment in capital
(d) An increase in subsidies for child care 
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5. Choose the policy that is likely to have an impact on AS that is diHerent to the other three.
(a) A reduc
on in a business’ tax liability when inves
ng in R&D ac
vi
es
(b) A reduc
on in tax concessions for investment in capital
(c) A reduc
on in drought relief for farmers
(d) A reduc
on in government infrastructure spending

6. Which of the following is least likely to be considered an example of an AS policy?
(a) Assistance to businesses experiencing a temporary supply shock
(b) A reduc
on in interest rates to reduce costs of produc
on
(c) A reduc
on in company tax rates
(d) An increase in infrastructure spending

7. Choose the policy that is likely to have an impact on AS that is diHerent to the other three.
(a) An increase in a tax on carbon
(b) An increase in the skilled migra
on intake
(c) An increase in government expenditure on roads, railways and ports
(d) An increase in spending on educa
on and training

8. An increase in which of the following is unlikely to increase produc	ve capacity over 	me?
(a) Produc
vity
(b) Protec
on
(c) Popula
on
(d) Par
cipa
on

9. Which of the following is most correct in rela	on to the recent direc	on of Australia’s trade policy?
(a) A move to zero protec
on because of the general view that protec
on reduces long term eFciency
(b) A move towards the protec
on of local industries in order to gain a foothold in interna
onal markets
(c) A move towards the provision of general industry support and away from speciBc industry support
(d) A move to provide direct assistance only to those Brms with export poten
al

10. With respect to infrastructure spending, which of the following statements is least correct?
(a) Infrastructure spending in the economy is delivered through the budget
(b) Infrastructure spending can also be undertaken by the private sector
(c) An increase in G1 will typically be in the form of infrastructure spending
(d) Infrastructure spending is important to foster growth in an economy over 
me

11. Which of the following businesses is least likely to receive government support?
(a) A farmer experiencing drought condi
ons
(b) A banana grower aNected by a cyclone that damages his/her crops
(c) An exporter spending $100,000 on export promo
on
(d) A business on the brink of closure due to aggressive compe

on from imports

12. Which of the following is unlikely to be an example of a government policy ini	a	ve that has both AD and AS 
side beneBts?

(a) TariN reduc
ons
(b) An increase in skilled immigra
on
(c) An increase expenditure on infrastructure
(d) An increase expenditure on educa
on and training

13. Which of the following measures is most likely to reduce carbon pollu	on
(a) A reduc
on in a carbon tax
(b) A decrease in the price of carbon
(c) A decrease in the GST
(d) Subsidies to producers who agree to invest in carbon saving technologies 

14. Aggregate supply policies should lead to all of the following economic outcomes with the excep	on of:
(a)  A reduc
on in the rate of inPa
on
(b)  The promo
on of employment in the long term
(c)  A reduc
on in the sustainability of economic growth
(d)  An improvement in living standards

15.  Which of the following policy measures is not likely to boost aggregate supply in the long run?
(a)  A Pa<ening of the personal income tax system
(b)  An increase in infrastructure spending
(c)  The removal of a baby bonus 
(d)  The increase in skilled migra
on
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16. Of the following policy ini	a	ves, which is least likely to boost AS in the economy in the longer run?
(a)  Government investment in educa
on 
(b)  SigniBcantly increased  spending on unemployment beneBts
(c)  A reduc
on in personal income tax rates
(d)  Increased investment in roads, rail and ports

17. Which of the following statements is incorrect in rela	on to the impacts of skilled immigra	on?
(a)  Skilled immigra
on makes it more diFcult to achieve low inPa
on 
(b)  Immigra
on tends to result in an increase in both the demand for and supply of labour
(c)  Skilled immigra
on is less likely to raise unemployment compared to unskilled immigra
on
(d)  Immigra
on can help businesses to take advantage of economies of scale as market size increases

18. Trade liberalisa	on is likely to help achieve all of the following in the long term, except:
(a) Higher rates of economic growth and lower inPa
on
(b) DisinPa
on and an increase in material living standards
(c) Higher produc
vity and more sustainable rates of economic growth
(d) A lower rate of inPa
on and a reduc
on in real GDP  

19 . Which of the following is not a reason for increasing the levels of immigra	on?
(a) A shortage of skilled labour in some sectors of the economy
(b) A recession and/or economic downturn
(c) The ageing of the Australian popula
on
(d) A declining natural birth rate

20. Immigra	on into Australia could lead to a decrease in living standards if:
(a)  The supply of housing is unable to keep up with demand
(b)  GDP per capita increases
(c)  There is an increase in aggregate supply
(d)  Labour produc
vity increases which boosts interna
onal compe

veness

Chapter SummaryChapter Summary

1. Aggregate supply (AS) policies refer to any government ini
a
ve that is designed to reduce the costs of produc
on and/or 
improve supply condi
ons for businesses so that Australia’s produc
ve capacity and living standards are enhanced over 

me. 

2. AS policies can also include any government ini
a
ve(s) that seeks to manipulate supply condi
ons across the economy 
in order to achieve other speciBc objec
ves.

3. AS policies have been ac
vely pursued because of their ability to reduce produc
on costs for, and improve the interna
onal 
compe

veness of, Australian businesses.

4. AS policies will help to improve the quality or quan
ty of factors of produc
on as a means of boos
ng produc
ve capacity.
5. The quality of factors of produc
on will typically involve an improvement to the quality of human capital, physical capital, 

or natural capital.
6. The successful implementa
on of AS policies will typically result in lower costs of produc
on and an increasing produc
ve 

capacity
7. By increasing AS, or expanding produc
ve capacity, AS policies enable the economy to achieve a higher rate of economic 

growth alongside lower inPa
on.  
8. Interna
onal compe

veness refers to the degree to which Australian businesses are able to compete against other 

businesses in the global market place.  
9. Produc
vity refers to the volume of output (i.e. real GDP) that is produced from a given number of inputs (e.g. labour and 

capital resources).  
10. Improvements in produc
vity should increase interna
onal compe

veness as average costs of produc
on should fall, 

allowing businesses to reduce prices or improve quality.
11. AS policies also help to increase the (derived) demand for labour, boos
ng employment and reducing the rate of 

unemployment such that full employment becomes more achievable.
12. Overall, AS policies should beneBt average living standards for Australians despite the possible short-term nega
ve impact 

resul
ng from structural reforms.
13. AS policies are also important when an economy experiences stagPa
on, where high inPa
on and low levels of economic 

growth require unique policy approach.  
14. AS policies are also important when an economy experiences capacity constraints, where the na
on’s produc
ve capacity 

is stretched to the limit and output cannot keep pace with the growth in AD.
15. AS policies are also useful to counteract the eNects of a short term supply side shocks to an economy, such as the 

government support to producers during a natural disaster.  
16. An increase in the quality and/or quan
ty of training and educa
on is ul
mately designed to improve the quality of 

human capital in Australia. 
17. Research and development (R&D) is a key component of the innova
on process that businesses will typically go through in 

order to ensure that they be<er meet the needs of consumers and remain compe

ve in a dynamic global marketplace. 
18. Given the high rate of technological change that takes place every year, businesses will typically spend a por
on of their 

annual budget on R&D expenditure and governments support this with generous tax concessions that works to accelerate 
innova
on and increase produc
ve capacity and AS.
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19. The government can manipulate AS levels in the economy via its direct control over the level and composi
on of 
infrastructure spending. 

20. The government will seek to make substan
al investment in public sector infrastructure (such as roads and ports) and to 
provide incen
ves for the private sector to invest in major infrastructure projects, such toll roads.

21. Spending on many infrastructure projects, such as improving rail networks or expanding highways, is designed to boost 
produc
vity, reduce bo<lenecks and expand AS. 

22. Governments will tend to devise policies that seek to promote the development of their local industries.  These policies 
are typically delivered through the budget and are commonly referred to as ‘industry policies.’

23. Since the 1980s, research has emerged that suggests any selec
ve industry assistance actually creates longer term net 
costs to the economy because industries become increasingly reliant on government support.

24. Today, industry policy is limited to the provision of government support to the business sector in situa
ons where there 
are clear longer term economy wide beneBts.  Importantly, there has been a clear move away from support to speciBc 
industries to more general industry support (such as R&D tax concessions and export development grants).  

25. The government will o5en manipulate the levels or rates of taxes (the tax mix) in order to boost AS and achieve numerous 
supply side beneBts. This includes the provision of tax concessions, tax rebates and accelerated deprecia
on measures to 
increase incen
ves for investment in capital.

26. A reduc
on in company tax rates could provide a signiBcant boost to Investment and also a<ract signiBcant foreign direct 
investment into Australia.  

27. The government has the ability to reduce personal income tax levels as a means of further boos
ng AS levels.  This works 
to increase AS and produc
ve capacity primarily by increasing incen
ves to become more produc
ve or entrepreneurial.

28. Businesses not only face the actual taxa
on costs associated with running their enterprises, but also the administra
ve 
burden of complying with the extensive tax legisla
on.  

29. The government decided to make a number of changes to the tax system including the reduc
on in the eNec
ve tax rate 
for low and middle income earners as well as reducing the corporate tax rate for small and medium size businesses, and 
changing the tax brackets for PAYG taxpayers in order to reduce the tax burden.

30. Immigra
on occurs when people enter and se<le in a country where they are not a na
ve.
31. Skilled immigra
on is o5en seen as an AS policy ini
a
ve to address skills shortages in Australia and to help businesses 

expand their produc
on levels.
32. The Intergenera
onal Report highlights that the three Ps of Popula
on, Par
cipa
on and Produc
vity are considered the 

key drivers of sustained economic growth and improvements in longer term living standards.  
33. Immigra
on can boost produc
vity if immigrants bring new knowledge and innova
on with them.
34. The Australian government views immigra
on as an important means of protec
ng against the nega
ve demographic 

eNects (an ageing popula
on) that will impact on AS and living standards in the future. 
35. An eNec
ve and well targeted immigra
on program will help to ease stresses in those labour markets facing skills shortages.
36. The widespread reports of businesses ‘ror
ng’ the sec
on 457 visa scheme (e.g. by a<rac
ng migrant workers and paying 

them below market rates of pay) led to the scheme being replaced by a slightly ‘
ghter’ scheme (the Temporary Skills 
Shortage visa) in March 2018.

37. Temporary skills visas (and other migrant working visas) have the poten
al to reduce both capacity constraints and 
costs for Australian businesses,  they also help to constrain wages growth and contain any reduc
on in the numbers of 
unemployed Australians that would otherwise have occurred.

38. Skilled Immigra
on may help to contain cost inPa
onary pressures because they add to the pool of available labour and 
facilitate an expansion in aggregate supply.

39. Skilled Immigra
on will help to contribute to stronger rates of growth because of the demand and supply side eNects, but 
supply side impact helps to ensure that economic growth is more sustainable.

40. Skilled Immigra
on will help to contribute to growth in material and non-material living standards.  However, immigra
on 
also has a number of nega
ve impacts that requires the government to carefully manage the size of (skilled) immigra
on 
numbers over 
me, such as conges
on and resource deple
on.

41. Trade liberalisa
on can be deBned as any ini
a
ve that is designed to promote free trade or reduce restric
ons or barriers 
to free trade with other countries.

42. Trade liberalisa
on by its very nature creates costs in terms of the nega
ve short term impact on output, employment 
and incomes.

43. The long terms beneBts associated with trade liberalisa
on outweigh the short term costs.  
44. Trade liberalisa
on boosts Australia’s interna
onal compe

veness and assists with the achievement of price stability and 

strong and sustainable economic growth.
45. Trade liberalisa
on is likely to increase structural unemployment in the short term, but this will at least be matched by the 

higher demand for labour and lower unemployment in the long term.
46. Trade liberalisa
on is likely to improve overall living standards in the long term.
47. Market based policies include government interven
ons that seek to inPuence the behaviour of economic agents via 

the use of ‘market forces’, which ul
mately involves the manipula
on of prices to impact on producer and/or consumer 
behaviour

48. Climate change involves changing weather pa<erns and more speciBcally an increase in severe weather events.  
49. Climate change is reducing the produc
ve capacity of the country and nega
vely impac
ng on both output and material 

living standards 
50. Reducing greenhouse gas emissions can mi
gate against the long term nega
ve impact on AS caused by climate change.  

It can also increase both material and non-material living standards and improve intertemporal eFciency.
51. Environmental policies in Australia mainly involve subsidies to businesses to undertake speciBc projects that reduce 

greenhouse gas emissions, such as the Emissions Reduc
on Fund, the Modern Manufacturing Fund and the Recycling 
Modernisa
on Fund.

52. The other major means of addressing climate change is via carbon pricing, which includes a carbon tax and an emissions 
trading scheme.

53. A price on carbon acts like a s
ck in terms of the means by which it a<empts to reduce Co
2
 emissions whereas subsidies 

act like a carrot.
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Activity Centre Unit 4 Outcome 2

Ac	vity Centre:  Unit 4 
Outcome 2

This ac	vity centre contains a sample of prac	ce SAC and 
exam ques	ons rela	ng only to those key knowledge 
dot points covered in Area of Study 2 (Unit 4) of the VCE 
Economics Study Design (2023-27).  It also contains a 
crossword puzzle to help students familiarise themselves 
with some of the key deBni	ons or concepts rela	ng to 
this area of study.  The answers to all of the ques	ons 
and crossword can be found at the CPAP website at www.
economicfundamentals.com.au 

Ques	on 1
“Expanding Australia’s produc�ve capacity is vital to 
posi�on our economy to meet future challenges…..(and) 
Infrastructure investment is a key driver of produc�vity 
which will increase living standards in the long term.” 
a. DeBne  each of the following:  ‘Aggregate Supply 

policy,’ ‘produc
vity’ and ‘produc
ve capacity’.
      6 marks
b. Explain how the implementa
on of Aggregate Supply 

policies can boost produc
ve capacity and li5 living 
standards.   4 marks

c. Outline one recent government ini
a
ve that has 
been introduced to boost infrastructure and explain 
how this is likely to increase produc
vity and minimise 
inPa
onary pressures. 6 marks

d. Outline how immigra
on policy can be used to 
alleviate capacity constraints.  3 marks

Ques	on 2
a. Discuss one economic beneBt and one economic cost 

associated with the imposi
on of a subsidy. 4 marks
b. Iden
fy a recent budgetary policy outlay and explain 

how it is designed to boost aggregate supply and 
increase living standards. 4 marks

c. Explain how the use of tax concessions can increase 
aggregate supply and assist with the achievement of 
the government’s low inPa
on goal. 4 marks

d. Explain how trade liberalisa
on can boost interna
onal 
compe

veness and economic growth.  4 marks

Ques	on 3
a. Outline one reason why an ageing popula
on makes it 

important for the Government to increase workforce 
par
cipa
on.  2 marks

b. Discuss how one budgetary policy supply side 
ini
a
ve, that is designed to boost produc
vity, can 
help to address the problems associated with an 
ageing popula
on.  3 marks

c. Discuss one posi
ve and one nega
ve impact that an 
increase in immigra
on can have on Australian living 
standards.  4 marks

Ques	on 4
a. Explain how immigra
on policies can combine with 

other economic policies to reduce capacity constraints 
and minimise inPa
onary pressures that may surface 
in the future. 6 marks

b. Outline how investment in infrastructure can s
mulate 
aggregate supply and economic growth. 4 marks

Ques	on 5
a. Explain how a change to the personal income 

tax system might help to create ‘incen
ves for 
entrepreneurship’ and li5 Australian living standards.   
                                                                               3 marks

b. Explain how subsidies provided to educa
onal 
ins
tu
ons might inPuence produc
ve capacity. In 
your response, make reference to labour produc
vity.     
4 marks

c. Describe how the ini
a
ve described in part b) above 
can inPuence the achievement of the goal of full 
employment in the long term. In your answer, make 
reference to interna
onal compe

veness.  4 marks

d. Describe one example of how the government 
could ‘build on infrastructure’ to increase the supply 
capacity of the economy and explain how this might 
inPuence the achievement of strong and sustainable 
economic growth. 5 marks

e. Explain why the use of aggregate supply policies 
are considered to be superior to aggregate demand 
management policies as a means of achieving 
sustainable economic growth.  Use the aggregate 
demand/aggregate supply diagram(s) to illustrate.  
4 marks

f. Discuss how an environmental policy can lead to an 
increase in AS.  Dis
nguish the possible short term 
impact from the longer term impact.  5 marks 

g. Describe one argument to support government 
interven
on in markets as a means of improving the 
quality of the factors of produc
on. 3 marks

h. Explain how the reduc
on in the corporate tax rate 
to 25% for small to medium sized companies can 
increase produc
ve capacity of the economy.  2 marks

Ques	on 6 
a. Explain how the government reducing the tax burden 

has the poten
al to boost labour produc
vity, 
par
cipa
on rates and na
onal living standards. 8 
marks

b. Dis
nguish investment in human capital from 
investment in physical capital as a means of expanding 
aggregate supply in the economy.  3 marks

c. Describe how government subsidies to educa
onal 
providers or training ins
tu
ons can s
mulate 
aggregate supply and assist with the achievement of 
price stability. 4 marks

d. Explain one nega
ve long-term consequence for 
Australia’s interna
onal compe

veness and living 
standards following a decision to increase government 
subsidies to domes
c businesses. 4 marks

e. Describe how research and development (R&D) 
grants can help to promote innova
on by Australian 
businesses and increase alloca
ve eFciency. 3 marks

f. Outline how government funding designed to reduce 
the cost of childcare can help to boost aggregate 
supply. 2 marks

g. Describe how a price on carbon (e.g. a carbon tax) 
might help to address climate change and contribute 
to the achievement of strong and sustainable 
economic growth.   4 marks
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Giant Crossword puzzle - AOS 2 Unit 4
Across

5. Changes to the structure of industries (such as a greater 
ratio of capital to labour employed).  Normally is caused 
by changes in technology, or changes in market trends and 
typically follows MRPs (2 words)

6. An increase in labour productivity means that the quality of 
this will increase, which helps to increase AS (2 words).

10. A major factor inBuencing aggregate supply and are the 
costs incurred by businesses in the process of producing 
goods and services (3 words).

13. How well resources are allocated over di�erent time periods 
(3 words)

14. The rate at which industries are producing in relation to 
maximum capacity (2 words)

15. Laws protecting some employees from being ‘sacked’ or 
removed in a way that is considered to be less than fair. (2 
words)

17. The removal of regulations that impeded or hampered the 
e*cient operation of markets.

19. The degree of competition that exists amongst di�erent 
countries (and their producers) in the e�ort to increase 
world market share  (2 words)

20. The government body responsible for policing the Trade 
Practices Act (or competition policy) and whose role is to 
improve competition and e*ciency in markets and to foster 
adherence to fair trading practices (acronym)

24. When a GBE is restructured to operate with the same 
disciplines and market pressures applying to private 
enterprises.

26. The ability to produce at such a volume that average costs of 
production fall to low levels (3 words)

29. Where a country is more e*cient than another country in 
producing all goods and services in the sense that it can 
produce more of every good or service using the same inputs 
as another country.

30. A business owned and operated by the government (e.g. 
Australia Post).  Sometimes referred to as a Public Trading 
Enterprise (acronym)

32. A type of wage negotiation where workers join forces 
at a particular workplace (or enterprise) and collectively 
negotiate wages and conditions with employers.

35. A form of ‘protection’ involving controls or limits on the 
volume of imports entering the country.

36. This policy has helped the Government to alleviate capacity 
constraints and forms an important part of the three Ps 
approach to boosting aggregate supply

38. Investment in this is critical for an economy seeking to boost 
aggregate supply over time.

40. A form of ‘protection’ involving the government providing 
local producers with 2nancial or other forms of assistance.

44. Tax rebates or allowances provided by governments 
allowing businesses to reduce their e�ective tax liability.  A 
form of government assistance (2 words)

45. A form of ‘protection’ involving a tax on imports.
48. Factors that prevent (or constrain) an economy from 

producing more goods and services, such as skills shortages 
and infrastructure bo3lenecks.  It typically occurs when the 
economy is at productive capacity (2 words)

49. The most e*cient 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)

50. An acronym for a large telecommunications infrastructure 
investment that has helped to increase interconnectedness 
and boosted productive capacity.

51. The volume of output (e.g. real GDP) that is produced from 
a given number of inputs (e.g. labour and capital resources).  
How well our factors of production combine to produce 
goods and services.

52. The maximum level of production or output that is possible 
in an economy at a point in time (2 words)

53. How quickly an economy can reallocate resources from one 
activity to another (2 words).

54. Economic agents who are involved in the production process 
via the provision of goods or services.

Down

1. The signi2cant changes to the planet’s climate (e.g. global 
warming) as a result of excessive (carbon) pollution (2 
words)

2. The process of converting resources and inputs into goods 
and services or the total volume (or value) of goods and 

services produced over a given time period.
3. An increase in infrastructure investment can increase the 

quality of this, which can help to boost AS (2 words).
4. Resources which have been made by combining labour and 

natural resources to create a more sophisticated input in the 
production process (e.g. machinery).  Not to be confused 
with 2nancial capital.

7. These taxes are paid by corporations.  Currently a Bat 
(proportional 30%) of pro2ts for large corporates and 25% 
for small to medium sized ones

8. The practice of selling a good in a foreign market at a price 
below the costs of production.  It is o1en done to eliminate 
competition.

9. A type of wage negotiation where workers join forces and 
collectively negotiate wages and conditions with employers 
(2 words)

11. When a Government business Enterprise (GBE) is sold to the 
private sector.

12. These policies are designed to conserve the natural 
environment and/or minimise long term environmental 
damage that may be caused by negative externalities.

16. This type of immigration helps to alleviate capacity 
constraints that stem from tight labour markets

18. When employees and employers are in dispute over the 
seXng of wages and/or conditions at workplaces (2 words)

21. A body established to advise governments and other possible 
infrastructure providers (e.g. road construction companies) 
on the infrastructure projects and reforms that Australia 
could implement (2 words)

22. The competition law introduced in 1974 that is designed 
to promote competition and to prevent anti-competitive 
behaviour (3 words)

23. A scheme designed to achieve the most e*cient reduction in 
carbon pollution by using market forces to place a price on 
pollution (e.g.carbon) and creating incentives for producers 
to achieve the most e*cient forms of pollution abatement 
(3 words)

25. The government body that has an important role as an 
advisory body to the Government on industry reform policies 
and regulations more generally.

27. The process of restructuring the labour market to ensure 
that the system of industrial relations is one that is consistent 
with a more e*cient allocation of resources (3 words)

28. Any government initiative that is designed to reduce the 
costs of production and/or improve supply conditions for 
businesses (2 words)

31. This tax was repealed in 2014 but remains an option for the 
government to re-legislate as a means of addressing climate 
change.

33. A theory stating that that a country should produce those 
goods and services where it is more e*cient at producing, 
relative to another country.  That is, a country will trade 
where the opportunity costs of producing a good or service 
are lower than other countries (2 words)

34. E�orts by governments to support domestic producers to 
compete against imports.  Commonly implemented via 
tari�s, quotas and subsidies.

37. The movement towards international trading relationships 
that are not subject to protectionist policies.  Also de2ned as 
any government policy initiative that is designed to promote 
free trade, or reduce restrictions or barriers to free trade (2 
words)

39. a budget allocation of an amount that businesses can apply 
for a part of to spend on projects that reduce greenhouse 
gas emissions or which capture and store carbon (3 words)

41. When it is not possible to increase output without 
increasing inputs (resources). The point of production where 
productivity is at a maximum and where average costs are 
at a minimum (2 words)

42. The ultimate goal of all aggregate supply policies (2 words)
43. The government providing some form of 2nancial (or other 

support) to Australian businesses (2 words)
46. An Act of parliament introduced in 2009 containing the 

detail relating to Australia’s new industrial relations system 
that superseded Workchoices (2 words)

47. The argument used by relatively young industries requiring 
protection from low priced competition  (2 words)

36. Taxes paid by corporations.  Currently as low as 27.5% (and 
set to fall to 25% for those corporations with less than $50m 
turnover) and its fall can help to increase aggregate supply 
(2 words)
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11.1 VCE Examina	on structure

The Bnal examina
on will be the most important assessment task students complete in this study and the details of the 

structure of the examina
on are contained below.

Descrip�on of examina�on

The VCAA Examina
on speciBca
ons reveal the following key points:

• Examina
on 
me – 2 hours, plus 15 minutes of reading 
me 

• Contribu
on to study score – 50%

• All Areas of Study and Outcomes in Units 3 and 4 are examinable

• The examina
on will assess aspects of each area of study and outcome

• The examina
on paper will consist of two sec
ons: A and B.

Sec	on A

Sec
on A will be worth a total of 15 marks and will consist of 15 mul
ple-choice ques
ons which require students 

to apply their understanding of Economics to iden
fy the correct response. The ques
ons will typically assess the 

student’s knowledge of key concepts as well as the ability to analyse and synthesise material covered in all areas of 

study and outcomes in Units 3 and 4.

Sec	on B

Sec
on B will be worth a total of 65 marks and will consist of short-answer and extended-answer ques
ons, 

including ques
ons with mul
ple parts. The number of ques
ons may vary from year to year. The examina
on 

can also include ques
ons that refer to visual and/or wri<en material, including scenarios, such as the informa
on 

rela
ng to sustainable Bsh consump
on that was contained in the preamble to Ques
on 3 of the 2021 examina
on.

The weigh
ng of examina
on ques
ons will rePect approximately the weigh
ng of the outcomes in the study design.

11.2 Preparing for the examina	on – leading up to the exam

When preparing for the examina
on students should develop a strategy or ‘plan of a<ack’ for how they will maximise 

their overall performance. This might involve the prepara
on of two separate strategies or plans – one rela
ng to 

the period leading up to the examina
on (preparing for the day) and the other for the period during the examina
on 

(performing on the day).

In the months leading up to the big day students need to do enough prepara
on to be in a posi
on where performance 

on the day can be op
mal.  The CPAP Study Guide to VCE Economics provides a useful acronym to remember when 

preparing for the examina
on:  KIAP

K
now the course 

Interpret examina
on ques
ons correctly

An
cipate examina
on ques
ons

P
rac
se, prac
se and prac
se wri
ng responses to ques
ons

Chapter 11  

Examina	on prepara	on and advice
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Knowing the course

If students have closely followed this text and followed the instruc
ons provided by teachers, then they should be in a 

good posi
on to ‘know the course’.  The text has been wri<en in a way that provides students with the opportunity to 

demonstrate an understanding of the key knowledge points for each area of study, as well as provide ample opportunity 

to apply the key skills s
pulated for each area of study.   To further consolidate understanding, it might be useful to 

prepare a revision plan or 
metable and include some or all of the following tasks:

• condense notes and/or prepare a summary of the course, broken up into dis
nct ‘chunks’ to facilitate review of 

the course over a given 
me period

• prepare a glossary of the most common terms and establish links and rela
onships between these terms

• prepare concept maps to highlight rela
onships and links (especially useful for policies and goals)

• gather friends to work in teams of two to create, answer and assess poten
al examina
on ques
ons

• be willing to teach parts of the course to friends and family

• complete ac	vi	es at www.economicstutor.com.au

• test yourself on the Economics Tutor App for smartphones

• a<end student lecture programs/workshops held by various bodies over September and October.  For example, 

visit the CPAP website for programs featuring the author(s) of this text (www.commpap.com).

It is important to remember that, given the dynamic nature of 

Economics, the text alone will be insuFcient.  While it provides 

students with the latest informa
on to hand at the 
me of print, 

all texts date rela
vely quickly.  The current course requires an 

understanding of recent economic events, with a par
cular emphasis 

on the last two years.  By November 2023, this text will already be 

12 months old (24 months old by November 2024) and it cannot, 

therefore, contain the latest informa
on to provide you with that 

‘edge’ in the examina
on.  For example, since going to print in late 

October 2022, there are likely to have been numerous changes to 

the factors aNec
ng the government’s goals, or indeed the sta
s
cs 

underpinning these goals.  Similarly, there are likely to have been 

signiBcant changes in the direc
on, approach and use of government 

policies.  

For these reasons it is important that students supplement their text with regular reading of newspapers, watching the 

news, reading annual economics publica
ons (like Study Guides) and visi
ng relevant websites.  Below is a list of some 

resources to keep students well informed of contemporary economic developments.

• The RBA’s quarterly Statement on Monetary Policy (Nov, Feb, May, August) available at www.rba.gov.au.

• The RBA’s Minutes of its monthly Board mee
ngs available at www.rba.gov.au. 

• The OECD country reports or summaries at www.oecd.org/australia.

• Economics cartoons contained at popular sites such as www.inkcinct.com.au (John Ditchburn) and www.

nicholsoncartoons.com.au (Peter Nicholson).

• ‘Contemporary ac
vi
es’ within the ‘Miscellaneous’ sec
on of www.economicstutor.com.au.

• The CPAP Economics Updates rela
ng to each Area of Study of the VCE Economics Study Design (quarterly 

publica
on).

The importance of knowing about recent economic events is underlined by the repeated advice provided by the Chief 

Assessor in past Exam Assessment Reports.  For example, in a recent report it was noted that 

‘Students who applied appropriate knowledge about current and recent performance and 

management of the Australian economy were likely to score higher marks. It is important for 

students to use examples of recent economic events and think about how these events are likely 

to impact on the performance of the Australian economy in terms of economic objec�ves and the 

management of Australian economic policies.’

Importantly, perusal of the 2021 exam revealed that close to 50% of the paper required students to have some 

understanding of contemporary events (speciBcally in ques
ons 1 and 2 of that exam).  Those students who ‘lived in a 

bubble’ during 2021, or simply relied on a theore
cal understanding of the course, could not have scored highly on that 

exam.
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Know how to interpret ques�ons

This is a very crucial skill to use in the actual examina
on.  However, it will involve some training and prac
ce using past 

examina
ons and other assessment material provided by teachers.   To illustrate the importance of knowing how to 

interpret ques
ons, consider the following ques
on.

Account for the fall in the trade weighted index over 2022. (2 marks)

During reading 
me, students should paraphrase the ques
on in an a<empt to uncover its intended meaning.  In the 

process, the meaning of the key terms in the ques
on should become apparent and students are less likely to respond 

to the ‘wrong ques
on’. In this example, the key words in the ques
on are as follows:

• ‘Account for’

• ‘trade weighted index’

Paraphrasing the ques
on reveals that students are essen
ally being asked to:

Explain why the exchange rate fell in 2022.

Otherwise, it would be temp
ng for students to misinterpret the ques
on and instead answer the following types of 

ques
on(s):

• Explain how the fall in the trade weighted index will impact on the economy.

• Explain why there has been a fall in the trade balance.

Importantly, the mark alloca
on (2 marks) should signal that only one reason/explana
on for the fall of the TWI is 

required. 

Developing an awareness of the ‘correct’ interpreta
on of ques
ons like this will come with prac
ce comple
ng past 

ques
ons and reviewing past Examina	on Assessment Reports.  Importantly, this prac
ce will help to minimise the risk 

of misinterpre
ng ques
ons that could cost valuable marks.

Relevance of past VCAA examina	on ques	ons in light of the new Study Design

Given that the current VCE Economics course commenced in 2023, it means that examina
ons before 2023 will be 

less relevant as they relate to an ‘old’ course.  However, the changes to the course were not drama
c and use of past 

examina
on papers remains a vital form of prac
ce for the upcoming examina
on.  Students will need to ensure that 

they ignore (or re-word) any past ques
on that does not relate to the new course.  Teachers should be an invaluable 

form of assistance in this respect.

An�cipa�ng ques�ons

This will be a diFcult and challenging exercise and will be best handled with the help of teachers.  It’s useful to start 

with an understanding of how the examina
on se@ng panel is likely to set the examina
on.  The panel will rely on the 

use of the key knowledge and key skills (re-produced in the introductory pages of this text).  The skills, such as ‘deBne 

key economic concepts and use them appropriately’ or ‘apply economic concepts to analyse economic rela
onships and 

make predic
ons………’ provide a basis for how ques
ons might be asked in rela
on to the key knowledge.  For example, 

a required skill is the ability to ‘analyse the eNect of budgetary, immigra
on and trade liberalisa
on policies on aggregate 

supply, interna
onal compe

veness, the achievement of the domes
c macroeconomic goals and living standards.’  

This involves more skill and eNort than ques
ons like ‘DeBne aggregate supply policies, interna
onal compe

veness 

and trade liberalisa
on’, ‘Explain what is meant by living standards’, or ‘Describe an AS policy that has or can be used to 

achieve stronger rates of economic growth’.

In the current study design, the key skills in Unit 3 area of study 1, require students to:

‘Construct and interpret demand and supply diagrams and a PPF model’

This means that students are required to not only interpret demand and supply diagrams (or a PPF) but also to construct 

these diagrams (based on real or hypothe
cal data) and then draw conclusions.  Ques
on 4 d of the 2020 exam, Ques
on 

1 of the 2018 and 2019 exams and ques
on 2 of the 2017 examina
on, are examples of how this key skill might be tested 

on future examina
ons.
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Unit 3 AOS 1 also requires students to ‘evaluate the role of free and compe

ve markets in achieving an eFcient 
alloca
on of resources’, which is a slight departure from the equivalent key skills in the previous Study Design ‘evaluate 
the role of the market in alloca
ng resources’.  So students will be expected to appreciate the implica
ons that stem 
from the inclusion of the words ‘free and compe

ve’ when a<emp
ng to evaluate the role of markets. Free implying an 
absence of government interven
on and compe

ve implying a market displaying some or all of the condi
ons required 
for a perfectly compe

ve market (e.g. homogenous products, freedom of entry and exit, etc.)

Unit 3 area of study 2 also includes the new skill to:

• evaluate the extent to which the economy has achieved the domes	c macroeconomic goals over the past two 

years and discuss the eHect of this on living standards. 

This means that students are required to compare the data or sta
s
cs underpinning the key macroeconomic goals with 
the metrics that are generally used to determine if the goals have been achieved.  For example, the full employment 
goal requires the rate of unemployment to be approximately 4% or 4.25% (i.e. the approximate NAIRU rate).  Students 
could compare the actual rate of unemployment to the NAIRU over the relevant 
me period and determine whether it 
is consistent with the achievement of full employment.  An evalua
on would then require students to take into account 
other factors that could inPuence the assessment, such as whether the NAIRU itself has changed or changes in other key 
sta
s
cs (such as underemployment, job vacancies, wages growth, etc.)  

The above key skills provides only a snippet of the key skills that students need to master.  Students should carefully 
examine each of the key skills listed in the Stude Design to both an
cipate likely ques
ons and make a determina
on 
about what would be required to achieve full marks.  

With respect to the use of the key knowledge points, it is likely that the panel will construct a table or matrix containing 
each of the key knowledge points and ensure that these points are adequately represented in the examina
on.  It is 
expected that the panel will seek to incorporate a fair spread of the course in the examina
on, achieving a balance 
between Unit 3 and 4 ques
ons, as well as a balance between the Bve areas of study across units 3 and 4.  Accordingly, 
it should be designed with a view to providing students with limited opportunity to ‘specialise’.

Good examina
on prepara
on for students could be to use the tables at the start of this text, containing all of the 
key knowledge and skills, to compile a list of possible examina
on ques
ons.  Some of the ques
ons devised should 
also include reference to the latest sta
s
cal/economic developments as appropriate.  For example, a knowledge point 
requires students to have a knowledge of ‘aggregate demand and aggregate supply factors that have aNected the level of 
achievement or non-achievement of the goals of strong and sustainable economic growth, full employment and low and 
stable inPa
on over the past two years.’  From this, students should an
cipate ques
ons that relate to recent changes 
in AD and AS factors, using contemporary economic events to mould the response.  For example, possible ques
ons 

might be:   

• Explain how the behaviour of economic growth in Australia over the past year has been in;uenced by each 

of the following: One domes	c demand or supply factor and one global demand or supply factor.

• Discuss two factors (one demand and one supply) that have contributed to the change in in;a	on and 

unemployment over 2023 [or 2024].

Students should an
cipate and prepare ques
ons of this nature, and then allocate 
me to prepare responses (preferably 
under examina
on condi
ons).  A good idea may be to team up with a peer of similar ability, where each prepares 
ques
ons from the key knowledge points.  Students should then prepare responses and assess each other’s answers, 
with relevant annota
ons. This will also prove to be a valuable exercise that can be applied across a range of VCE Units.

Possible ques	ons rela	ng speciBcally to the new 2023-2027 Study Design

Given that 2023 is the Brst year of the current Study Design, students comple
ng the course in 2023 will not have access 
to any past VCAA examina
ons rela
ng to the current course. Some sample ques
ons rela
ng to the new course are 
included below.  However, most of the ques
ons on past examina
ons will remain relevant for use as prac
ce and your 
teacher should be able to provide further guidance in this respect.  In addi
on, the VCAA are likely to publish a VCAA 
Sample Examina
on which will be downloadable at its website (www.vcaa.vic.edu.au).  Finally, students should ensure 
that they have tackled all of the review ques
ons throughout this text, as well as the prac
ce examina
on/SAC ques
ons 
contained in each Ac
vity Centre, as many of the ques
ons could indeed surface as examina
on ques
ons.  Below are 
some examples of the types of ques
ons that might be asked which speciBcally relate to the ‘new’ parts of the VCE 
Economics course.  

1. Explain how an economy’s resources might be used in a way where intertemporal eFciency is not achieved.  Construct a 
Produc
on possibility fron
er model to illustrate your response.

2. Describe how the basic economic ques
ons of what, how, and for whom to produce are related to the problem of rela
ve 
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scarcity.
3. Explain why a demand curve is downward sloping, referring to the income and subs
tu
on eNect.
4. Outline how the proBt mo
ve inPuences the shape of a supply curve.
5. Explain how an increase in the number of suppliers within a given market is likely to inPuence equilibrium price and quan
ty.
6. Describe an example of a recent government interven
on that has reduced one type of economic eFciency.
7. Evaluate the role of free and compe

ve markets in achieving an eFcient alloca
on of resources.
8. Explain why the removal of government regula
ons, as an example of an aggregate supply factor, might contribute to the 

achievement of price stability and full employment.
9. Describe two separate consequences of not achieving the goals of strong and sustainable economic growth and full 

employment.
10. Explain what is meant by the non-accelera
ng inPa
on rate of unemployment (NAIRU) and examine the implica
ons it has 

for the achievement of full employment.
11. Dis
nguish disinPa
on from dePa
on.
12. Describe two separate consequences of not achieving a low and stable rate of inPa
on.
13. Explain one nega
ve consequence associated with a rate of inPa
on that is too low.
14. Evaluate the extent to which the economy has achieved price stability, full employment and strong and sustainable economic 

growth over the past two years.
15. To the extent that Australia has not achieved either the goal of price stability or full employment or strong and sustainable 

economic growth over the past two years, explain the eNect on living standards.
16. Analyse the rela
onship between economic growth and unemployment.
17. Analyse the rela
onship between economic growth and inPa
on.
18. Analyse the rela
onship between unemployment and inPa
on.
19. Describe three gains that can be a<ributed to interna
onal trade.
20. Analyse the rela
onship between commodity prices and Australia’s terms of trade.
21. Predict the outcome for Australia’s terms of trade if there is a reduc
on in the costs of produc
on experienced by a major 

trading partner.
22. Predict the outcome for the Australia’s terms of trade if there is a rise in the supply of commodi
es on global markets. 
23. Explain a possible cause a fall in Australia’s credit ra
ng and examine the eNect this might have on the value of Australia’s 

exchange rate and the value of net foreign debt.
24. Outline how a decrease in interna
onal compe

veness might inPuence full employment and living standards.
25. Describe how the RBA uses conven
onal monetary policy to inPuence interest rates.  In your answer, refer to the role of the 

target cash rate.
26. Explain how the RBA has used unconven
onal monetary policy to support the economy over the past two years.
27. Explain the diNerence between progressive, propor
onal and regressive taxes as means of raising revenue for the government 

and provide a current example of each in the Australian context.
28. Explain a jus
Bca
on for repor
ng the government’s (underlying) budget outcome ‘as a propor
on of GDP’.
29. Analyse two strengths and two weaknesses of using monetary policy to achieve the goal of price stability.
30. Analyse two strengths and two weaknesses of using monetary policy to achieve the goal full employment.
31. Analyse two strengths and two weaknesses of using monetary policy to achieve the goal strong and sustainable economic 

growth.
32. Analyse two strengths and two weaknesses of using budgetary policy to achieve the goal of price stability.
33. Analyse two strengths and two weaknesses of using budgetary policy to achieve the goal full employment.
34. Analyse two strengths and two weaknesses of using budgetary policy to achieve the goal strong and sustainable economic 

growth.
35. Explain how two separate aggregate supply policies could be employed to improve the quality and quan
ty of factors 

of produc
on and analyse how this might inPuence the achievement of price stability or full employment or strong and 
sustainable economic growth.

36. Describe how the government could use its control over immigra
on to increase aggregate supply.  In your answer, refer to 
the three Ps of produc
vity, par
cipa
on, and popula
on.

37. Discuss how trade liberalisa
on might inPuence the achievement of price stability or full employment or strong and sustainable 
economic growth. In your answer, dis
nguish short-term from long-term impacts.

38. Describe how one market based environmental policy can improve intertemporal eFciency.  In your answer refer to the 
impact on AS and living standards.

Prac�se, prac�se and prac�se

Once students are conBdent with their knowledge of the course (including the relevance of contemporary events), have 

an
cipated ques
ons, and are conBdent in their ability to interpret ques
ons, they need to prac
se answering ques
ons 

within 
me constraints.  This will involve an es
mate of the number of marks that are likely to be awarded for each 

an
cipated ques
on and then spend approximately 90 seconds per mark answering the ques
on.    

Following this, students should access as many prac
ce exams as possible and a<empt these under 
me constraints.  

Teachers should have access to prac
ce exams from various sources, including ‘Compak’ ‘CPAP’ and ‘Insight’ prac
ce 

exams.  In addi
on, follow the advice provided earlier in ‘Relevance of past VCAA examina
on ques
ons in light of the 

new study design’ and download past examina
ons from the VCAA website at h3ps://www.vcaa.vic.edu.au/assessment/

vce-assessment/past-examinations/Pages/Economics.aspx. When visi
ng the VCAA site, students should also download 

and read the  Economics External Assessment Report for the past four or Bve exams. The Report is wri<en following the 

assessment of the Bnal examina
on each year, and can be a valuable source of informa
on about common errors and 

areas of weakness on past examina
ons. It also provides sample student answers from past examina
ons.
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11.3 Preparing for the examina	on – in the examina	on

If students have heeded the advice provided in Sec
on 11.2 then they should be primed for a good performance.  

Students will now have 135 minutes of intense concentra
on ahead of them, 15 minutes of which is reading 
me and 

the remaining 120 minutes of wri
ng 
me.  

Reading �me

How students op
mise this 15 minute block is really a judgement call and what works best for some students, will not 

work for others.  One possible approach is to:

• read over the structured ques
ons rela
vely quickly and develop a general feel for what the ques
ons are asking

• read over them a second 
me, this 
me much more carefully.  During this 
me students should re-phrase the 

ques
ons and/or break the ques
on up into parts to ensure the ‘correct’ interpreta
on is uncovered

• priori
se the ques
ons according to the ease with which they can be answered and then (mentally) prepare 

responses or plans to answer the easiest ones Brst

• carefully read (and a<empt to answer) as many mul
ple choice ques
ons as 
me permits, without marking the 

examina
on paper or the answer sheet! 

Wri�ng �me

Timing

Use the mark alloca
on as a guide to how much 
me should be spent on each ques
on.  Given that students will have 

120 minutes in the examina
on to answer a total 80 marks worth of ques
ons, this means that the aim should be to 

spend approximately 90 seconds on each mark.

Mul	ple choice strategy

The Brst priority should be to correctly interpret the ques
on, which might require the highligh
ng of key terms.  Then 

students should seek to eliminate the least likely responses (usually two).  Then carefully discriminate between the 

remaining two op
ons.  In the event that there remains uncertainty, students should not labour on the ques
on for 

more than a few minutes.  Instead, it is recommended to indicate the ‘gut’ response on the paper and return to it either 

a5er the remaining MC ques
ons are complete, or a5er the structured responses have been wri<en.  Some
mes, the 

answer may become evident while preparing responses to the structured ques
ons (or during the comple
on of other 

MC ques
ons).  Students should always remember to return to unanswered MC ques
ons, and they should never leave 

MC ques
ons unanswered in VCE Economics because incorrect answers are not penalised!!  

Answering structured ques	ons

Students should familiarise themselves with the key instruc
onal verbs/command terms that may be contained in a 

structured ques
on. The complete list of terms can be downloaded at the VCAA website [h<ps://www.vcaa.vic.edu.au/

assessment/vce-assessment/Pages/GlossaryofCommandTerms.aspx] but those rela
ng to VCE Economics are likely to 

come from the following list:

analyse Iden
fy components/elements and the signiBcance of the rela
onship between them; draw out and relate 
implica
ons; determine logic and reasonableness of informa
on.

assess Make a judgment about, or measure, determine or es
mate, the value, quality, outcomes, results, size, 
signiBcance, nature or extent of something.

calculate Determine from given facts, Bgures or informa
on; obtain a numerical answer showing the relevant stages in the 
working; determine or Bnd (e.g. a number, answer) by using mathema
cal processes.

clarify Make a statement or situa
on more comprehensible.

compare Recognise similari
es and diNerences and the signiBcance of these similari
es and diNerences.

construct Make, build, create or put together by arranging ideas or items (e.g. an argument, artefact or solu
on); display 
informa
on in a diagramma
c or logical form.

contrast Show how things are diNerent or opposite.

deduce Draw a conclusion from given informa
on, data, a narra
ve, an argument, an opinion, a design and/or a plan.

deBne Give the precise meaning and iden
fy essen
al quali
es of a word, phrase, concept or physical quan
ty.   
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describe Provide characteris
cs, features and quali
es of a given concept, opinion, situa
on, event, process, eNect, 
argument, narra
ve, text, experiment, artwork, performance piece or other artefact in an accurate way.

discuss Present a clear, considered and balanced argument or prose that iden
Bes issues and shows the strengths and 
weaknesses of, or points for and against, one or more arguments, concepts, factors, hypotheses, narra
ves and/
or opinions.

dis	nguish Make clear the diNerences between two or more arguments, concepts, opinions, narra
ves, artefacts, data 
points, trends and/or items.

evaluate Ascertain the value or amount of; make a judgment using the informa
on supplied, criteria and/or own knowledge 
and understanding to consider a logical argument and/or suppor
ng evidence for and against diNerent points, 
arguments, concepts, processes, opinions or other informa
on.

examine Consider an argument, concept, debate, data point, trend or artefact in a way that iden
Bes assump
ons, 
possibili
es and interrela
onships.

explain Give a detailed account of why and/or how with reference to causes, eNects, con
nuity, change, reasons or 
mechanisms; make the rela
onships between things evident.

iden	fy Recognise and name and/or select an event, feature, ingredient, element, speaker and/or part from a list or 
extended narra
ve or argument, or within a diagram, structure, artwork or experiment.

interpret Draw meaning from an argument, point of view, descrip
on or diagram, text, image or artwork and determine 
signiBcance within context.

jus	fy Show, prove or defend, with reasoning and evidence, an argument, decision and/or point of view using given data 
and/or other informa
on. 

list Provide a series of related words, names, numbers or items that are arranged consecu
vely. 

outline Provide an overview or the main features of an argument, point of view, text, narra
ve, diagram or image.

state Give a speciBc name or value or other brief answer without explana
on or calcula
on.

The lower order ones include select, state, iden
fy, list, outline, describe and deBne, and a smaller number of marks are 

likely to be allocated to these types of ques
ons.  The remainder are higher order instruc
onal verbs and require more 

thought and detailed responses.  However, one should also be guided by the number of marks allocated to a ques
on 

and the lines provided.  Students can reasonably expect four lines to be allocated per mark and use this as a ‘rough’ 

guide to the expected length of responses.

Once students are conBdent that they have correctly interpreted the ques
on, they might like to jot down some key 

points before commencing their response.  This par
cularly applies to the ‘bigger’ ques
ons and can be in the form of a 

plan, or simply a list of the points to incorporate into the response.  It is important for responses to be wri<en in legible 

handwri
ng, with linked sentences and clear paragraph breaks.   There is no problem wri
ng below the lines and/or at 

the rear of the booklet (and making reference to this in the script).  It is best not to write your answers in pencil, and 

not to use unacceptable acronyms or nota
ons.  If students have un
dy handwri
ng when they write quickly, then they 

should be advised to slow down as assessors cannot award marks if they can’t read the script.  

Valuable websites to access informa	on rela	ng to economics
Economic Fundamentals website
www.economicfundamentals.com.au
Victorian Curriculum and Assessment 
Authority
www.vcaa.gov.au
Reserve Bank of Australia
www.rba.gov.au
Department of Treasury
www.treasury.gov.au
Commonwealth Budget
www.budget.gov.au
Commercial Teachers’ Associa
on
www.vcta.asn.au
World Trade Organisa
on
www.wto.org
Organisa
on for Economic Coopera
on 
and Development 
www.oecd.org
Australian Bureau of Sta
s
cs
www.abs.gov.au
The Guardian newspaper (Australia)
www.theguardian.com/au 

Produc
vity Commission
www.pc.gov.au
Romeo Salla’s site
www.economicstutor.com.au
The Age newspaper
www.theage.com.au
Parliament House 
www.aph.gov.au
Australian Chamber of Commerce and 
Industry
www.acci.asn.au
The Australian Stock Exchange
www.asx.com.au
The Australian Compe

on and Consumer 
Commission

www.accc.gov.au
Austrade
www.austrade.gov.au
Australian Council of Social Services
www.acoss.org.au

The Economist
www.economist.com
The Australian Financial Review
www.afr.com
Fair Work Australia
www.fwa.gov.au
Department of Home ANairs
www.homeaNairs.gov.au
Department of Climate Change, 
Environment, Energy and Water
h<ps://www.dcceew.gov.au/
John Ditchburn’s cartoons
www.inkcinct.com.au
Peter Nicholson’s cartoons
www.nicholsoncartoons.com.au
Ross Gi@n’s site
www.rossgi@ns.com
Trading economics
www.tradingeconomics.com/australia/
indicators

Mul	ple choice answers
Visit www.economicfundamentals.com.au for answers to mul
ple choice ques
ons from each of the 10 chapters.
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ABS Australian Bureau of Sta
s
cs.  The government body responsible for gathering and repor
ng 
sta
s
cal informa
on.

Absolute advantage Where a country is more eFcient than another country in producing all goods and services in the 
sense that it can produce more of every good or service using the same inputs as another country. 

Absolute poverty A situa
on where a person or a household has insuFcient income to purchase the basic necessi
es 
such as food, clothing and shelter.

ACCC See Australian Compe

on and Consumer Commission.

Accommoda
ve Monetary 
policy

When the RBA leaves the target cash rate unchanged during 
mes of stronger economic growth.  

Adverse selec
on A form of market failure (that is associated with asymmetric informa
on) where the seller knows 
more about the product than the buyer does. The uninformed buyer may therefore purchase 
adversely, resul
ng in an overalloca
on of resources to the produc
on of that good or service.

Aduenza The addic
ve pursuit of more and more goods and services.

Aggregate Demand Total expenditure on Australian made goods and services.

Aggregate supply The total value of goods and services available for sale in an economy in a given 
me frame.

Aggregate supply (AS) 
policies

Any government ini
a
ve that is designed to reduce the costs of produc
on and/or improve supply 
condi
ons for businesses.

AIRC See Australian Industrial Rela
ons Commission.

Alloca
ve eFciency A type of eFciency measured by how well resources are being allocated in the economy.  The most 
eFcient alloca
on 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.  If 
resources are allocated eFciently the goods and services will be made in the right quan

es and 
will generally go to those people who value them the most.

Annualised The process of conver
ng a monthly or quarterly Bgure into one that can be compared to annual 
Bgures.  For example, a quarterly rate of growth of 1% is mul
plied by four to provide an annualised 
rate of growth of 4% for that quarter.

Annualised rate of economic 
growth

The product of mul
plying the quarterly rate of economic growth by four.

Asymmetric informa
on A type of market failure where one party has greater informa
on than the other in an exchange.

Australian Compe

on 
and Consumer Commission 
(ACCC)

The government body responsible for policing the Trade Prac
ces Act (or compe

on policy) and 
whose role is to improve compe

on and eFciency in markets and to foster adherence to fair 
trading prac
ces.

Australian Fair Pay 
Commission (AFPC)

The government body set up under Workchoices to set minimum wages but now replaced by Fair 
Work Australia .

Australian Pruden
al 
Regulatory Authority (APRA)

The government body set up to supervise and regulate the Bnancial system (e.g. banks and credit 
unions).

Australian Workplace 
Agreements (AWAs)

Individual contracts governing wages and condi
ons and introduced as part of the Liberal 
Government’s Workplace Rela
ons Act in 1996.

Automa
c stabilisers In rela
on to budgetary policy, the changes to the budget that occur automa
cally with changes in 
the level of economic ac
vity.  Also referred to as the cyclical component of budget. Contrast with 
discre
onary stabilisers/structural component of the budget.

Average weekly earnings Gross (before tax) earnings of employees and derived by dividing total weekly earnings by the 
number of employees.

AWA See Australian Workplace Agreements.

Award system A feature of the highly ‘centralised’ system of industrial rela
ons that existed in the past where 
wages and condi
ons were determined predominantly by highly inPexible Awards.  

Awards Legal documents establishing the minimum wages and condi
ons that apply to various occupa
ons.

Balance of payments (BOP) A record of the Bnancial transac
ons between residents of Australia and residents of the rest of the 
world.  Includes the Current Account and the Capital and Financial Account.

Balanced budget See budget balance.

Barrier to entry Factors making it diFcult for Brms to commence opera
ons or enter an industry, such as large ‘set-
up’ costs, government regula
ons or the market power of incumbent Brms.

Basis points One hundredth of one percent.  For example, 100 basis points equals 1%.

Bonds Debt instruments issued by governments or corpora
ons.  The bond purchaser becomes the lender 
to the bond issuer.  

Boom A period of very high rates of growth in produc
on (or real GDP) that is likely to be unsustainable.

BOP See Balance of payments.

Bracket creep See Fiscal drag.

Budget balance When government revenue (or receipts) equals government expenses (or expenditure).
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Budget deBcit When government revenue (or receipts) is less than government expenses (or expenditure).

Budget outcome The outcome of the budget, either balanced, surplus or deBcit.

Budget surplus When government revenue (or receipts) exceeds government expenses (or expenditure).

Budgetary policy The manipula
on of the level and composi
on of Federal Government receipts and outlays in order 
to assist in the achievement of its economic and social goals for Australia.

Business An en
ty that provides a good or service for sales with the objec
ve of making a proBt.

Business conBdence The general business community’s percep
on of their future levels of sales and proBtability (also 
referred to as business sen
ment).

Business cycle The cyclical movement of economic ac
vity over 
me, with periods of above average rates of 
economic growth and periods of nega
ve or low rates of growth.  Also referred to as the economic 
cycle.

Business sen
ment See business conBdence.

CAD See Current Account DeBcit.

CAFA See Capital and Financial Account.

Capacity constraints Factors that prevent (or constrain) an economy from producing more goods and services, such 
as skills shortages and infrastructure bo<lenecks.  It typically occurs when the economy is at 
produc
ve capacity.

Capacity u
lisa
on The rate at which industries are producing in rela
on to maximum capacity.

Capital Resources which have been made by combining labour and natural resources to create a more 
sophis
cated input in the produc
on process (e.g. machinery).  Not to be confused with Bnancial 
capital.

Capital  expenditure expenditure involves the purchase of capital assets that will have ongoing beneBts into the future, 
such as defence equipment or infrastructure assets.

Capital Account A sub-account in the CAFA of the BOP and a rela
vely insigniBcant account covering capital 
transfers, the acquisi
on/disposal of non-produced, non-Bnancial assets, between residents and 
non-residents.  Is rarely referred to when discussing the goal of external stability.

Capital and Financial 
Account

The second of the two accounts in the BOP and made up of two sub-accounts, the Capital Account 
and the Financial Account. 

Capital inPow Funds entering the country in the form of either debt or equity.  It o5en refers to overseas par
es 
being a<racted to the rela
vely higher Australian interest rates and lending to Australians.

Capitalism An economic system where the majority of produc
ve resources are owned by private individuals 
and Brms.

Carbon Tax A tax on carbon emissions.  Once was introduced in Australia in 2012 but was repealed in 2014.

Cash Pows One of the monetary policy transmission mechanisms and refers to the cash available for spending 
following a change in interest rates (see discre
onary income).

Cash market The market for cash or the overnight money market.

Cash rate The price of cash in the overnight money market (or cash market).

Centralised system Used in rela
on to industrial rela
ons and refers to the inPexible system of wages determina
on 
where wages and condi
ons were determined predominantly by Awards and nego
ated by peak 
bodies such trade unions, governments and employer representa
ves.

Ceteris paribus La
n phrase meaning ‘all other things being equal.’  It is used in economics to isolate the cause and/
or eNect of a change(s) in variables.

Chain volume measure of 
GDP

An es
mate of real GDP in the economy.  In simple terms, it involves using prices from the previous 
period and applying them to current period volumes.

Classical unemployment When unemployment is caused by excessive labour costs rela
ve to labour produc
vity.

Climate change The signiBcant changes to the planet’s climate (e.g. global warming) as a result of excessive 
(carbon) pollu
on.

Collec
ve bargaining A type of wage nego
a
on where workers join forces and collec
vely nego
ate wages and 
condi
ons with employers.  See enterprise bargaining.

Commodity prices The prices for raw materials such as minerals and agricultural products.

Common Access Resources These are like public goods and include Bsh in the ocean, air and forests.  These goods not owned 
by anyone, usually do not have a market price and are therefore available to anyone even if they 
have not paid to use them.

Commonwealth Government 
Securi
es (CGS)

Government issued debt, typically in the form of government bonds.

Company taxes Taxes paid by corpora
ons.  Currently a Pat (propor
onal 30% of proBts for large companies and 
28.5% for smaller companies but will fall to 25% for all companies in the future if the 2016-17 
budget measures pass through the Senate.
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Compara
ve advantage A theory sta
ng that that a country should produce those goods and services where it is more 
eFcient at producing, rela
ve to another country.  That is, a country will trade where the opportunity 
costs of producing a good or service are lower than other countries.  

Compe

on and Consumer 
Act

Government legisla
on designed to promote compe

on and to prevent an
-compe

ve 
behaviour.  The Compe

on and Consumer Act (2010) replaced the Trade Prac
ces Act (1974).

Compe

on law See Trade Prac
ces Act (1974)

Compe

ve market Where all economic agents are price takers. No individual buyer or seller has the market power to 
inPuence prices.

Compe

veness The degree of compe

on that exists amongst diNerent producers (or sellers) of goods and services 
in their quest to increase market share.

Complement A good or service that tends to be consumed with another good or service (e.g. sugar is a 
complement for coNee).

Consumer conBdence Consumers’ general expecta
ons about future economic prosperity.

Consumer price index An indicator of consumer price inPa
on and measures the change in the prices of goods and 
services purchased by the average Australian household.

Consumer price inPa
on InPa
on as it relates to the costs of purchasing goods by consumers.

Consumer sen
ment See consumer conBdence.

Consumer surplus What consumers receive if they obtain the good or service for less than the maximum they are 
willing to pay.

Consumers Economic agents who purchase goods and services.

Consump
on expenditure Part of AD and deBned as the total value of all expenditures on individual and collec
ve consump
on 
goods incurred by resident households and non-proBt ins
tu
ons.

Contrac
on A downturn in economic ac
vity.

Contrac
onary policy A policy that is designed to constrain or restric
ve economic ac
vity. 

Core rate of inPa
on See Underlying rate of inPa
on.

Corpora
sa
on When a GBE is restructured to operate with the same disciplines and market pressures applying to 
private enterprises.

Cost of credit The cost of borrowing money and one of the monetary policy transmission mechanisms.

Costs of produc
on Those costs incurred by businesses in the process of producing goods and services.

Counter cyclical Commonly used in rela
on to the impact of government policies to describe those policy ac
ons 
that work against the current stage of the economic (or business) cycle.  For example, if economic 
growth is very high, the economy will be at or near the peak of the economic cycle and the RBA 
is likely to increase interest rates in order to ‘counter’ or reduce the strong growth.  Also used 
to describe economic variables that move in the opposite direc
on of economic ac
vity, such 
unemployment, which increases when economic ac
vity is low and vice versa.

CPI See Consumer price index.

CPI all groups excluding 
vola
le items

An inPa
on measure based on the normal CPI but excluding the ‘vola
le items’ of fruit and 
vegetables and fuel.  One measure of underlying inPa
on.  

CPI Weights A<ached to each CPI group of items to rePect their rela
ve importance to the typical Australian 
household.  

CPRS See Carbon Pollu
on Reduc
on Scheme

Credit growth The rate of growth of credit (loans) in the economy, with stronger growth both rePec
ng and 
contribu
ng to stronger economic ac
vity. 

credit ra
ng The degree of risk associated with foreigners inves
ng in a country’s assets, including property, 
shares and debt.  The higher a country’s credit ra
ng the more creditworthy (or Bnancially secure) 
it is considered in the global economy, making it more a<rac
ve for foreigners to invest in that 
country’s assets. Australia currently has a very high credit ra
ng of AAA.

Crowding In The opposite of crowding out.  Describes the process of budget surpluses resul
ng in lower interest 
rates and/or exchange rates which then s
mulates AD (via Consump
on, Investment and/or net 
exports) and economic growth.

Crowding out Describes the process of budget deBcits resul
ng in higher interest rates and/or exchange rates 
which then reduces AD (via Consump
on, Investment and/or net exports) and economic growth.

Current Account In the BOP and includes the receipts and payments of a ‘current ’ nature, as opposed to transac
ons 
of a ‘capital’ nature.  The account has four sub accounts.  Balance on Merchandise Trade, Net 
Services, Net income and Current Transfers.

Current Account DeBcit 
(CAD)

When total payments (or debits) in the Current Account of the BOP exceed total receipts (or credits).  
O5en expressed as a percentage of GDP, such as 3.5% for the Bnancial year ended 30 June 2009.

Current expenditure represents payments for goods and services that are consumed in the current budget period and 
which result in no ongoing beneBts into the future.  Contrast with capital expenditure.
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Current transfers Formerly part of the Current Account of the BOP that is made up of receipts in the form of foreign 
pensions, gi5s or other gratuitous payments minus payments such as foreign aid, gi5s, pensions 
and other gratuitous payments.  Now referred to as ‘Net Secondary Income.’

Cyclical component of 
budget

That part of the budget outcome that changes (or has changed) as a result of automa
c stabilisers.

Cyclical unemployment Unemployment that occurs when the economy is not opera
ng at its full capacity due to a deBciency 
of aggregate demand.

Debt The amount of money owing to lenders following the receipt of borrowed funds.  See net foreign 
debt

DePa
on A decrease in the average price level over 
me. The opposite of inPa
on.

Demand factor A factor that causes changes in economic ac
vity via its impact on AD.

Deregula
on The removal of regula
ons that impeded or hampered the eFcient opera
on of markets.

DiNeren
ated products Products that are not homogenous or perfect subs
tutes for other products.  O5en diNeren
ated 
products are similar to other products, but are made to appear diNerent in some way via marke
ng 
(see product diNeren
a
on).

Diminishing marginal u
lity Occurs when the more of a good or service that is consumed per period, the smaller the increase in 
total u
lity (or sa
sfac
on) that is generated from the last unit.

Direct Ac
on The Coali
on Government’s policy to tackle climate change, involving the provision of grants/
subsidies to businesses for inves
ng in cleaner produc
on methods.

Direct investment Se@ng up a produc
on facility or controling 10% or more of a company’s shares in a foreign country.  
Typically a surplus for Australia, meaning that foreign en

es directly invest more in Australia than 
Australian en

es invest abroad.

Direct tax A tax paid directly by economic agents, normally based on the income they earn, such as income 
taxes.  Also see indirect tax.

Dirty Poat Colloquially, the RBA's manipula
on of the exchange rate via the buying and selling of AUD in the 
foreign exchange market.

Discouraged job seekers See Hidden unemployment.

Discre
onary income The disposable income available for consump
on following the payment of all ‘non-discre
onary’ 
or ‘non-avoidable’ expenditures such as those related to food, clothing and shelter.  Not to be 
confused with disposable income.

Discre
onary stabilisers In rela
on to budgetary policy, the deliberate policy decisions designed to change receipts or 
outlays in an eNort to inPuence economic ac
vity.  Contrast with automa
c stabilisers.

Disequilibrium When the market is in a state of excess demand or excess supply due to price being too low or too 
high..

Disguised unemployment See Underemployment.

DisinPa
on A reduc
on in the rate of inPa
on (dis
nct from dePa
on)

Disposable income The total income that households have received in exchange for their par
cipa
on in the produc
on 
process plus government transfers less direct (income taxes).  Also gross income less the direct 
taxes levied by governments.

Dividends The payment of proBt to shareholders.

Dumping The prac
ce of selling a good in a foreign market at a price below the costs of produc
on.  It is o5en 
done to eliminate compe

on.

Dynamic eFciency How quickly an economy can reallocate resources to achieve alloca
ve eFciency.  

Earned income Income represen
ng a reward to individuals for their physical contribu
on to the produc
on 
process, e.g. wages or salaries.  See unearned income.

Economic ac
vity Volume (or real value) of produc
on, employment, incomes and expenditure in an economy.

Economic agents Any en
ty, such as a person, household, government or business that makes economic decisions

Economic cost See opportunity cost.

Economic cycle See business cycle.

Economic development A term referring to improvements in the economic well-being of a na
on, including material and 
non-material factors such as growth in incomes and wealth, and access to health, educa
on and 
social advancement.

Economic growth An increase in the amount or level of na
onal produc
on that has occurred over 
me.  Most 
commonly measured by changes in the level of real GDP.

Economics A social science that studies the decisions made by individuals, businesses, governments and 
other groups about how scarce resources are allocated.

Economies of scale The volume that a Brm needs to produce so that it is able to eNec
vely cover its Bxed costs and 
operate at what is called the minimum eFcient scale.  See economies of scale beneBts.
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Economies of scale beneBts The beneBts that are enjoyed by Brms in terms of an increase in output (typically at high volumes) 
leading to reduc
ons in average costs.  It relates primarily to the fact that Bxed costs can be spread 
over a larger range of output.

Economy A place where scarce resources are allocated among compe
ng uses and goods/services are bought 
and sold.

Elas
c Refers to either the demand or supply curve where the responsiveness of demand (or supply) to a 
change in a variable (such as price) is high.

Emissions trading scheme 
(ETS)

A scheme designed to achieve the most eFcient reduc
on in carbon pollu
on by using market 
forces to place a price on pollu
on (e.g.carbon) and crea
ng incen
ves for producers to achieve 
the most eFcient forms of pollu
on abatement, and at the same 
me, provide incen
ves to invest 
in more renewable forms of energy. It works via governments alloca
ng a set number of emission 
permits to producers, who must not exceed this level of emissions without purchasing addi
onal 
permits on the open market from those Brms who have polluted below their quota (i.e. permit 
level).  

Employed To be employed for ABS purposes, one needs to be over 15 years of age and working more than one 
hour per week in return for some form of measurable remunera
on (such as wages).

Employer Nomina
on 
Scheme 

A scheme that enables employers to sponsor skilled workers for permanent residence in order to 
Bll vacancies in their business.

Employment The provision of labour resources to the business, government and/or not for proBt sectors.  

Enterprise bargaining A type of wage nego
a
on where workers join forces at a par
cular workplace (or enterprise) and 
collec
vely nego
ate wages and condi
ons with employers.  See collec
ve bargaining.

Entrepreneurship The skills of those individuals who combine our resources to produce goods and services.

Environment Protec
on and 
Biodiversity Act (1999)

The Federal Government’s central piece of environmental legisla
on designed to protect and 
manage Pora, fauna, ecological communi
es and heritage places.  

Environmental policies Policies that are designed to conserve the natural environment and/or minimise long term 
environmental damage that may be caused by nega
ve externali
es.

EPBC Act See Environment Protec
on and Biodiversity Act (1999).

Equilibrium price The price at which the quan
ty demanded is equal to the quan
ty supplied.

Equilibrium quan
ty Where the quan
ty demanded is equal to the quan
ty supplied (also see market equilibrium).

Equity Ownership of assets, such as shares.  For example, a shareholder has an equity interest in a 
company.  See net foreign equity.

Equity in the distribu
on of 
income’

The goal of ensuring that all Australians have suFcient income to purchase those goods and services 
that enables them to have a ‘digniBed’ standard of living; to avoid absolute poverty and to ensure 
that huge or obscene inequali
es in incomes are avoided.

Equivalised household 
income

Disposable income adjusted for the size and composi
on of households.

ESA See exchange se<lement accounts.

Excess demand Where the quan
ty demanded exceeds the quan
ty supplied (shortage).

Excess supply Where the quan
ty supplied exceeds the quan
ty demanded (surplus or glut).

Exchange rate The value of the Australian dollar when compared to another currency, or a basket of currencies of 
our major trading partners.  See Trade Weighted Index.

Exchange se<lement 
accounts ESAs)

Compulsory accounts held by all the commercial banks with the RBA to facilitate the transfer of 
funds between banks a5er se<ling amounts owing following interbank transac
ons.

Excludable In the context of goods and services, a supplier of the product can legally stop someone from 
consuming the product unless they pay the price oNered in the market.

Expansionary policy A policy that is designed to s
mulate or expand economy ac
vity.  

Exports Goods and services that are made in Australia and purchased by foreign residents.

External stability When Australia is able to meet its interna
onal Bnancial obliga
ons that result from transac
ons 
with the rest of the world, without jeopardising economic growth or other economic goals.  Requires 
that the CAD and NFD (or NFE) are manageable and sustainable over 
me.

Externality When a third party is aNected (either posi
vely or nega
vely) from a transac
on between two or 
more other par
es.  Externali
es can occur in the produc
on or the consump
on of a good and/
or service.

Factor income The total returns to factors of produc
on for the contribu
on to produc
on and includes earned 
and unearned income.

Fair Work Act (2009) An Act of parliament containing the detail rela
ng to Australia’s new industrial rela
ons system that 
superseded Workchoices.  

Fair Work Australia The government body that recently replaced several other agencies, including the Australian 
Industrial Rela
ons Commission, the Australian Fair Pay Commission and the Workplace Authority.

Final Income Social wage income plus produc
on (or indirect) taxes.
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Financial Account A sub-account in the CAFA of the BOP and the most important account within the CAFA as it 
eNec
vely records how Australia Bnances its CADs.  Records the inPows (credits) and ouWlows 
(debits) of debt and equity that relate to Australia’s net foreign liabili
es.  

Financial capital Funding or money that is typically used to Bnance the acquisi
on of assets.  Includes both debt and 
equity.

Financial obliga
ons Involves economic agents being contractually required to perform some act into the future as a 
result of a Bnancial (or interna
onal) transac
on.  For example, the decision by a company to issue 
debt in foreign markets will bring with it an obliga
on to repay the debt (and interest) into the 
future.  

Financial Sector That sector of the economy ac
ng as the intermediary (‘middle man’) between savers and investors 
(or lenders and borrowers).  It includes banks and other Bnancial ins
tu
ons.

Fiscal Consolida
on The government seeking to reduce the budget deBcit and return the budget to surplus, consistent 
with its medium term Bscal strategy.

Fiscal drag The process of inPa
on increasing nominal wages (as workers seek to protect real wages) and 
pushing some workers into higher marginal tax brackets.  This increases the ‘average’ rate of tax 
paid by taxpayers and boosts the real value of Federal Government revenue.

Fiscal outcome In rela
on to the government’s budget, revenue that has been earned over the relevant period 
minus expenses that have been incurred over the period.

Fiscal strategy In rela
on to budgetary policy, the government laying out a strategy for how it intends to meet 
its objec
ves or goals.  For example, the strategy for the 2009-10 budget was to ensure that the 
government could meet its current and future spending commitments.

Fixed rate loans Loans where the rate is Bxed (usually for a speciBed period) and not free to vary (com pare variable 
rate loan) over the life of the loan.

Foreign aid The payment of money or other assistance to less developed economies around the world.

Foreign currency speculators Investors who seek to proBt from buying currencies at one price and selling at a higher price.

Forward with Fairness See Fair Work Act (2009)

Forward guidance The RBA providing markets and economic agents in general with some level of certainty about the 
future direc
on of interest rates

Free rider An economic agent who receives the beneBt from a public good but does not pay for it.

Free trade Where na
on’s can engage in interna
onal trade without facing ‘protec
on’ or ‘trade barriers’ from 
other countries.

Free trade agreement An agreement between two or more countries whereby trade between the member countries 
occurs without (or with minimal) restric
ons

Fric
onal unemployment Where a person is unemployed for that period of 
me While they are moving from one job to 
another..

Fringe beneBts Non-monetary reward for contribu
on to the produc
on process, such as a company car, use of 
credit card, etc.

Fringe beneBts tax Tax applying on the value of any ‘fringe beneBts’  received by income earners.

Full employment That level of unemployment that exists when the government’s economic growth objec
ve is 
achieved and where cyclical unemployment is non-existent.

G1 Government current (consump
on expenditure) on goods and services that are not capital in 
nature.

G2 Government Investment Expenditure on goods that are of a capital nature.

GBE See Government Business Enterprise.

GDP See Gross Domes
c Product.

GDP per capita See GDP per person.

GDP per person GDP divided by the size of the popula
on (also referred to as GDP per capita).

Genuine Progress Indicator 
(GPI)

An indicator of na
onal well being that seeks to overcome the diFcul
es associated with the use of 
GDP as a measure of overall living standards for a na
on.  It takes into account a host of other factors 
not taken into account by GDP es
mates, such as the social costs associated with unemployment, 
crime, problem gambling, excessive work, natural resource deple
on and pollu
on.  

Gini coeFcient Derived from the Lorenz curve, a number between zero and one, providing an indica
on of the 
degree of inequality in the distribu
on of income.  As the coeFcient approaches zero, equality 
improves.

Global Financial Crisis (GFC) The crisis aNec
ng the Bnancial systems of many countries over 2007-8 caused by excessive 
(unsustainable) borrowing and lending and the large losses sustained by Bnancial ins
tu
ons once 
asset markets (e.g. property) crashed.  Resulted in huge reduc
on in global liquidity (lending) as 
Bnancial ins
tu
ons became much more risk averse.

Glut Where the quan
ty supplied exceeds the quan
ty demanded (surplus or excess supply).

GNE See Gross Na
onal Expenditure.
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Goods and services tax (GST) A broad-based consump
on tax introduced in Australia in 2000 and currently applied at a rate of 
10% on most goods and services.

Government An organisa
on made up of people who represent the interests of society (or cons
tuents) and 
govern a region (e.g. has responsibility for making and enforcing laws as well as the management 
of the economy).

Government Business 
Enterprise

A business owned and operated by the government (e.g. Australia Post).  Some
mes referred to as 
a Public Trading Enterprise.

Government Expenditure Expenditure by all areas of government (Federal, State and Local) and commonly broken up into 
G1 and G2.

Government failure The undesirable situa
on where government interven
on in the market leads to a less eFcient 
alloca
on of resources.

Government failure Where government interven
on fails to improve the alloca
on of resources or actually makes the 
alloca
on of resources less eFcient 

Gross Domes
c Product 
(GDP)

The Bnal market value of all goods and services produced in the Australian economy over a given 
period of 
me. It is the same as the total ‘value added’ during each stage of the produc
on process 
and is calculated every quarter by the ABS.

Gross income Private or market income in addi
on to the direct cash beneBts received from governments.

Gross Na
onal Expenditure Total expenditure by Australians on goods and services produced in Australia and the rest of the 
world.

Gross Na
onal Happiness 
(GNH)

GNH is a measure of living standards (or general happiness) used in Bhutan that incorporates the 
promo
on of sustainable development; the preserva
on and promo
on of cultural values;  the 
conserva
on of the natural environment and the establishment of good governance.

GST See goods and services tax.

Hard core unemployment Where a person is unemployed due to mental, physical or other characteris
cs that prevent them 
from receiving a job oNer.

Headline cash outcome In rela
on to the government’s budget, it is total cash received by the Federal Government less the 
total cash paid.  

Headline inPa
on See Headline rate of inPa
on.

Headline rate of inPa
on The rate of inPa
on as captured by price movements of all goods and services contained in the CPI.  

Henderson poverty line A benchmark level of income for various household sizes, below which, a household is considered 
to be living in rela
ve poverty.  

Hidden unemployment Poten
al workers who are excluded from unemployment sta
s
cs because they have become 
discouraged about their job prospects and are not ac
vely seeking employment.  Also referred to 
as discouraged job seekers.

Homogenous products Products that are essen
ally the same or undiNeren
ated.

House Price Index A price index that measures the change in housing prices over 
me.

Household income All current receipts, whether monetary or in kind, that are received by the household or by 
individual members of the household, and which are available for, or intended to support, current 
consump
on.

Human capital The skills embedded in labour.

Human Development Index A composite sta
s
c, that measures performance in three key dimensions of development – 
economics, health and longevity, and educa
on, and provides a superior measure of development 
to GDP or GDP per capita

Hurdle rate of return The rate of return required on an investment project or proposal in order to make it viable.  Used 
in rela
on to interest rates, where an increase in interest rates nega
vely impacts on Investment 
because the addi
onal servicing costs on any loan means that the expected rate of return on the 
project is more likely to be insuFcient.

Immigra
on When people enter and se<le in a country where they are not a na
ve.

Imported inPa
on InPa
on caused by rising prices of imports rather domes
c price pressures

Imports Goods and services purchased by Australians that are made overseas. Also a leakage from in the 
circular Pow model of income.

Income Money that is typically received on a regular or recurring basis (e.g. wages and salaries, investment 
returns, proBt shares, royal
es, or government pensions or allowances).

Income tax A tax that is paid to the government based on income earned.

Index numbers Used by sta
s
cians to provide a meaningful way to record movements in the price or value of 
items that are quite diverse in nature.  For example, the CPI or the TOT.

indirect tax A tax paid by economic agents via their purchases of goods and/or services (such as the GST).  See 
direct tax.

Industrial dispute When employees and employers are in dispute over the se@ng of wages and/or condi
ons at 
workplaces.
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Industry assistance The government providing some form of Bnancial (or other support) to local industries.

Industry policies Any government policy that seeks to promote the development of local industries.  A part of the 
government’s aggregate supply policies.

Inelas
c Refers to either demand or supply curve where the responsiveness of demand (or supply) to a 
change in price is low.

Infant industry argument Where rela
vely young industries are protected from low priced compe

on.  Once the local 
industry develops, the tariNs are then removed.

Inferior goods Goods whose demand will tend to decrease with an increase in disposable income.

InPa
on A sustained increase in the general or average price level over 
me.

InPa
onary expecta
ons The expecta
ons of future price increases by economic agents.

Infrastructure Capital items or networks that enable society (and economies) to func
on eNec
vely.  Infrastructure 
items like roads, telecommunica
on networks, ports and electricity grids provide the founda
on 
for economic ac
vity to take place.

Injec
ons an increase in funds Powing back into the core of the economy in rela
on to the circular Pow 
model of income.

Interest rates The cost of borrowing money.

Internal Stability A period of stable economic ac
vity that is characterised by healthy and sustainable rates of 
economic growth, full employment and low inPa
on.

Interna
onal 
compe

veness

The degree of compe

on that exists amongst diNerent countries.  An improvement in Australia’s 
interna
onal compe

veness means that Australian Brms or industries are producing goods and 
services at rela
vely lower prices or higher quality compared to compe
tors overseas.  Also one of 
the reasons explaining the downward sloping AD curve where higher prices on average will reduce 
the purchasing power of any given amount of savings. 

Interna
onal Investment 
Posi
on

See Net Interna
onal Investment Posi
on

Interna
onal transac
ons The receipt and payment of money for the sale and purchase and sale of goods and services 
(including labour and Bnancial capital) in interna
onal markets.

Inter-temporal eFciency How well resources are allocated over diNerent 
me periods.

Investment expenditure The purchase of new equipment and plant, buildings and vehicles, as well as the addi
on to 
inventories (or stock).  

Job vacancy rates The rate at which job vacancies exist in the economy – compared to previous periods.  An indicator 
of the strength of the jobs market, with high vacancies sugges
ng a 
ght or strong labour market.

Jobless growth Economic growth that occurs in the economy without any impact on employment given that growth 
has been fuelled by supply side improvements such as growth in produc
vity or par
cipa
on.

Keynesian These economists believe that AD does have a role to play in achieving strong and sustained 
economic growth because of price rigidity (‘s
ckiness’) in factor and product markets.  

Keynesian economics A branch of economics associated with a famous Bri
sh Economist, John Maynard Keynes (1883-
1946) who argued that governments had a crucial role to play in manipula
ng Aggregate Demand 
in order to ‘smooth the business cycle’ (e.g. s
mulate economic growth and reduce unemployment 
during economic downturns).

Labour Mental and physical eNort exerted by humans in the produc
on process.

Labour costs The cost to businesses of employing labour, including the wages or salaries paid to employees, plus 
any addi
onal costs associated with their employment, such as superannua
on, workcover, payroll 
taxes and sick leave.  

Labour force All those people aged 15 and over who are willing and able to work; it includes the employed and 
the unemployed.

Labour market deregula
on The general shi5 away from centralised system of industrial rela
ons to one that is less centralised 
or regulated, where wages and condi
ons are more closely 
ed to performance or economic 
condi
ons at workplaces.  Also see Labour market reform.

Labour market reform The process of restructuring the labour market to ensure that the system of industrial rela
ons is 
one that is consistent with a more eFcient alloca
on of resources.

Labour Price Index A price index that measures the change in the price of labour over 
me.

Land or natural resources Resources that occur in nature and that can be u
lised in the produc
on process to generate more 
elaborate products or consumed in their raw form.

Law of demand As the price of a product increases the quan
ty demanded will tend to decrease. Conversely if the 
price of the product decreases, the quan
ty demanded will tend to increase.

Law of supply As the price increases for a good or service there will generally be an increase in the quan
ty 
supplied.

Leakages Money that is diverted away from Consump
on in the circular Pow model of income.

Liquidity The supply of funds available in a par
cular Bnancial market.  Typically used with reference to the 
cash market and open market opera
ons (OMOs).
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LITO See Low income tax oNset.

Living standards The aggregate welfare of people in a country like Australia, made up of both material factors (such 
as access to goods and services) and non-material factors (such as quality of life).

Local content rules A form of ‘protec
on’ involving the requirement for goods or services produced in Australia to 
contain a speciBed percentage of Australian content.

Long run A period of 
me when all prices, including those in both product and factor markets, are fully 
Pexible. .  This contrasts with the short run when all prices are cannot adjust (i.e. are Bxed).

Looser monetary policy A decrease in the target cash rate by the RBA.

Lorenz curve A diagramma
cal representa
on of the degree of equity in the distribu
on of income.

Low income tax oNset (LITO) A government tax ini
a
ve to support low income earners by increasing their eNec
ve tax-free 
threshold above that which applies for other income earners.  

Luxury A good or service that is not a necessity and whose demand tends to increase as income increases 
to high(er) levels. 

Macroeconomics The study of the economy as a whole focusing on aggregate variables such as na
onal income, 
produc
on and expenditure (real GDP), inPa
on, unemployment, the current account deBcit and 
net foreign debt.  It is therefore concerned with the “big picture” of how the economy works and 
how the government may inPuence the level of economic ac
vity through the use of aggregate 
demand and aggregate supply side policies.

Marginal propensity to 
consume

Measures the change in consump
on that would result from a one dollar increase in income. (A 
number between zero and one).

Market Any place (which may or may not be a physical space) that allows buyers and sellers to interact 
and exchange goods and services.

Market capitalism A system where the market allocates resources based on the buying and selling decisions of 
consumers and producers and where the majority of produc
ve resources are owned by private 
individuals and Brms.

Market concentra
on The degree of compe

on in a market as measured by the number of Brms compe
ng and their 
respec
ve shares of the market.  High concentra
on in a market signiBes a small number of Brms 
controlling the market (see monopoly and oligopoly).

Market equilibrium When the demand for a good or service is equal to the supply of a good or service.

Market failure When an unregulated market is unable to allocate resources eFciently or where resources are 
allocated in such a way that na
onal living standards or welfare is not maximised.  It will result in 
an over alloca
on of resources to the produc
on of some goods and services and/or an under-
alloca
on to others.

Market income Also referred to as private income.  Income that is received in the market place primarily as a result 
of one’s contribu
on to the produc
on process (factor income), plus private transfers (e.g. child 
support payments).

Market socialism An economic system where the government owns most of the resources but markets determine 
what goods and services are ul
mately produced.

Market structure The way diNerent industries are organised in terms of the numbers and type of buyers and sellers 
and the condi
ons under which they exchange.  Market structures range from ones that are highly 
compe

ve (e.g. perfect compe

on) to ones that are highly un-compe

ve or highly concentrated 
(e.g. monopoly).

Market system A type of economic system that allocates resources based on the buying and selling decisions of 
consumers and producers. Prices give signals which inPuence the behaviour of these buyers and 
sellers.

Material living standards Living standards as measured by access to goods and services.

Means test Related to the provision of government beneBts where the receipt of such beneBts will only occur if 
the recipients’ level of income (or wealth) is below a benchmark level.  It is designed to ensure that 
support is only provided to those welfare recipients genuinely in need of support.

Measures of Australia’s 
Progress (MAP)

An indicator of na
onal well being that seeks to overcome the diFcul
es associated with the use 
of GDP (or real GDP per capita) as a measure of overall living standards for a na
on. It takes into 
account a host of other factors not taken into account by GDP es
mates, such as the social costs 
associated with unemployment or crime.  

Mergers and acquisi
ons When two or more Brms join as one (merger) or when one Brm purchases and controls another 
(acquisi
on).  These are some
mes prohibited under compe

on law if they substan
ally lessen 
compe

on in a par
cular market.

Microeconomic reform 
policies (MRPs)

Government reforms that seek to improve the structure and opera
on of markets (or industries) in 
an eNort to achieve a more eFcient alloca
on of resources.  

Microeconomics The study of the individual parts of the economy that interact to make up the whole economy.

Migrant transfers Part of the current account in the balance of payments that includes the receipt of funds when 
migrants se<le in Australia or the payment of support to the rela
ves of migrants.

Minimum wage The minimum  allowable rate of pay in Australia ($569.90 per week in 2010)
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Monetary policy A policy operated by the RBA on behalf of the government and involves the manipula
on of key 
Bnancial variables in the economy (primarily interest rates) in order to achieve speciBc economic 
goals and ul
mately improve the living standards or welfare for all Australians.

Monetary policy neutrality When monetary policy is neither in an expansionary or restric
ve phase.  The level for the target 
cash rate is neither expanding nor restric
ng economic ac
vity.

Monopolis
c compe

on An industry that is also highly compe

ve, with many similari
es to perfect compe

on, but 
products are not homogenous (i.e. they are diNeren
ated).

Monopoly An industry or market that is dominated by one seller of a product and the product does not have 
a close subs
tute.

Monopsony market A market situa
on where there is a single buyer for a product.

Moral hazard A form of market failure (that is associated with asymmetric informa
on) that occurs when 
economic agents adjust their behaviour to one that is less eFcient or favourable from society’s 
point of view. It typically occurs in insurance, where economic agents are somewhat insured 
against the risk of loss and then become less risk averse in their ac
ons because losses incurred 
are transferred to the other party (e.g. the insurer).

NAIRU Acronym for the Non Accelera
ng InPa
on Rate of Unemployment which involves the a<ainment 
of the lowest unemployment rate possible before inPa
on begins to accelerate (approximately 5% 
U/E).

Na
onal Compe

on Policy A MRP designed to increase compe

on and/or compe

ve pressures in the economy in order to 
raise produc
vity, reduce prices, and increase compe

veness.

Na
onal Reform Agenda State and Commonwealth government agreement  designed to undertake social and economic 
reform of the Australian economy. 

Natural rate of 
unemployment

The rate of unemployment that exists when economic growth is rela
vely strong (in the order of 
3-4% per annum) and cyclical unemployment is non-existent. See NAIRU and full employment.

Necessity A good or service that it is needed by consumers.

Nega
ve externality When the produc
on or consump
on of a good or service results in a cost to a third party not 
involved in the transac
on.  Some
mes referred to as ‘spillover’ costs or social costs of produc
on 
or consump
on.

Net exports Exports minus imports.

Net foreign debt (NFD) The net Bnancial obliga
ons Australians have to the rest of the world that stems from Australia’s 
‘total borrowing’ from overseas exceeding the ‘total lending’ to overseas.

Net foreign equity (NFE) Financial obliga
ons that stem from foreign ownership of Australian assets, such as property and 
shares, less Australian ownership of foreign assets.

Net foreign liabili
es The net value of Bnancial obliga
ons that Australia has to the rest of the world.  It includes net 
foreign debt (NFD) and net foreign equity (NFE).  

Net Interna
onal Investment 
Posi
on

The value of Australia’s net interna
onal Bnancial obliga
ons to the rest of the world.  This is made 
up of Australia’s stock of net foreign liabili
es (NFLs), which is made up of both net foreign debt 
(NFD) and net foreign equity (NFE). 

Net Primary income Part of the Current Account of the BOP that is made of receipts (credits) of income from holding 
foreign assets, such as dividends from shareholdings in foreign companies or interest repayments 
from foreigners, minus payments (debits) of income to service foreign liabili
es, such as dividend 
payments for foreign equity (e.g. proBts sent to overseas owners) and interest repayments for 
foreign debt.  In addi
on, it includes receipts or payments of income earned from interna
onal 
labour.

Net Secondary Income Part of the Current Account of the BOP that is made up of receipts in the form of foreign pensions, 
gi5s or other gratuitous payments minus payments such as foreign aid, gi5s, pensions and other 
gratuitous payments.  Formerly referred to as ‘Net Transfers.’

Net services Part of the Current Account of the BOP that is made up of services export receipts, such as the 
money received for the provision of educa
on to foreigners, minus services import payments, such 
as money spent overseas by Australian tourists.

New Classical These economists believe that, in the long run, the AS curve is ver
cal such that economic growth 
can only be achieved in the long run via an expansion in AS or produc
ve capacity.  

NFD See Net foreign debt.

NFE See Net foreign equity.

No disadvantage test Applied in cases where workers moved to AWAs and wages and condi
ons could not be worse than 
those oNered by the pre-exis
ng Award.

Nominal A given value unadjusted for any inPa
onary impact.

Non-depletable The consump
on by one person does not lead to a reduc
on in the amount available for other 
poten
al consumers.  Means the same as non-rivalrous.  This is the case for public goods, such as 
defence (same as non-rivalrous).



403

GLOSSARY OF TERMS

Non-excludable A supplier cannot stop a person from consuming/using the product (even if they have not paid).  
This is the case for public goods, such as defence.  It creates the free rider problem.

Non-rivalrous The consump
on by one person does not lead to a reduc
on in the amount available for other 
poten
al consumers.  Means the same as non-depletable.  This is the case for public goods, such 
as defence.  

Normal goods Goods whose demand will tend to increase with an increase in disposable income.

Normal proBt A proBt level that is just suFcient to provide incen
ve for exis
ng businesses to con
nue opera
ng.  
ProBts below this level are likely to encourage Brms to exit the industry.

Oligopoly An industry where a few (very large) Brms tend to dominate the industry in terms of market share 
and volumes sold and there is limited compe

on.

OPEC Organisa
on of Petroleum Expor
ng Countries.

Open market opera
ons 
(OMOs)

The process involved in the manipula
on of liquidity in the cash market by the RBA via the 
purchasing and selling of government securi
es (or repos)

Opportunity cost The value of the next best alterna
ve that is foregone whenever a choice is made.  Some
mes 
referred to as economic cost.

Overnight money market The market for overnight funds.  See cash market.

Parallel import restric
ons A form of ‘protec
on’ involving the preven
on of foreign businesses from producing and selling 
goods into Australia that are protected by Australian copyright laws.

Par
cipa
on rate The percentage of the total ‘working age’ popula
on (over 15) that is a member of the labour force.

Peak Oil The point of 
me when half the world’s oil supplies have been extracted.  A5er this point, it 
generally becomes more diFcult and more expensive to extract oil.

Pensioner and BeneBciary 
Living Cost Index

A price index that measures the change in the prices of goods and services most commonly 
purchased by pensioners. 

Perfect compe

on A market structure where there are many buyers and many sellers, homogenous products, freedom 
of entry and exit to the market, perfect informa
on, high mobility of resources and where producers 
seek to maximise proBt While consumers seek to maximise u
lity.

Personal income tax Taxes paid by individual income earners.

Phillips Curve A construct that highlights the trade-oN that some
mes exists between inPa
on and unemployment.  
When inPa
on increases in response to pressures from a growing economy, it is usually associated 
with lower unemployment.  Similarly, lower inPa
on that accompanies lower growth will usually be 
associated with higher unemployment as the low growth rates lead to job losses.  

Planned Capitalism An unusual economic system may evolve whereby the government directs the owners of produc
ve 
assets to produce certain goods and services.

Planned Socialism An economic system where the governments makes long and short-term plans about what to 
produce, how to produce it and who gains the produce a5er it is produced. However, the majority 
of produc
ve assets are state owned (owned by the people of the country collec
vely).

PorWolio investment Investment involving less than 10% control of a company and/or net debt Pows between countries.

Posi
ve externality When the produc
on or consump
on of a good or service confers a beneBt to a third party not 
involved in the transac
on.  Some
mes referred to as ‘spillover’ beneBts or social beneBts of 
produc
on or consump
on.

Predatory pricing The illegal act of charging low prices (usually below cost) in order to drive a compe
tor out of the 
market. Once the compe

on has been removed, the business is then free to charge excessive 
prices.

Preferen
al treatment A form of ‘protec
on’ involving government procurement policies providing local producers with 
a be<er chance of winning a government contract compared to foreign providers of goods and 
services.

Price ceiling Where the sellers of the goods or services are prohibited from raising their prices above a certain 
level

Price elas
city of demand The responsiveness of quan
ty demanded to changes in price.

Price elas
city of supply The responsiveness of quan
ty supplied to changes in price.

Price Poor Where the price oNered in a market is prohibited from falling below a certain level.

Price mechanism Refers to the way changing market condi
ons, and the resul
ng movement in rela
ve prices, 
coordinate the way resources are allocated within the economy.  

Price taking Where there are a large number of buyers and sellers in a market and each of them has li<le 
inPuence on the prices.  Occurs in compe

ve markets.

Private goods These are goods or services that are opposite in nature to public goods as they are both excludable 
and rival in consump
on.

Private income Also referred to as market income.  Income that is received in the market place primarily as a result 
of individuals supplying their labour (including entrepreneurship) to the business sector.

Priva
sa
on When a Government business Enterprise (GBE)is sold to the private sector.  
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Pro- cyclical Describes an economic variable that moves in the same direc
on as the change in the economic (or 
business) cycle.  For example, business conBdence increases when economic ac
vity is high.  Also 
used to describe government policies that inadvertently contribute to the movement in the current 
stage of the cycle.  For example, the opera
on of monetary policy can cause pro-cyclical changes in 
economic ac
vity given that it suNers from long impact lags. 

Producer price inPa
on InPa
on as it relates to business costs.

Producer surplus What producers receive if they are able to sell the product at a price above their economic costs.

Producers Economic agents who are involved in the produc
on process via the provision of goods or services.

Product diNeren
a
on The process of businesses (par
cularly under monopolis
c compe

on) seeking to make their 
unique in some respects such that consumers believe it is no (or less) subs
tutes.

Product markets Markets for products, as dis
nct from labour or factor markets.

Produc
on The process of conver
ng resources and inputs into goods and services or the total volume (or 
value) of goods and services produced over a given 
me period.

Produc
on possibility 
diagram

See produc
on possibility fron
er.

Produc
on possibility 
fron
er

A diagram illustra
ng the choices or op
ons available when deciding how to allocate scarce 
resources. Any alloca
on of resources to the produc
on of certain goods and services will mean 
that an alterna
ve combina
on cannot be achieved.  It is o5en used to illustrate the concept of 
opportunity cost.

Produc
ve capacity The point at which produc
on (or GDP) is occurring at the maximum level possible in an economy.

Produc
vity The volume of output (e.g. real GDP) that is produced from a given number of inputs (e.g. labour 
and capital resources).  It refers to how well our factors of produc
on combine to produce goods 
and services.  

Produc
vity Commission The government body that has an important role as an advisory body to the Government on 
microeconomic reform policies and regula
ons more generally.

Products Goods and services available for purchase in the market place.

ProBt When revenue (e.g. sales) exceeds expenses.

ProBt margin The diNerence between sales price and the cost price of a product (or the diNerence between sales 
revenue and a measure of costs).

Progressive tax A tax that collects propor
onally more from higher income earners compared to lower income 
earners.  It involves the rate of tax increasing as income increases.  For example, Australia’s income 
tax system is progressive in nature.

Property rights The formal and informal rules regarding the use, ownership, and transfer of property. In most 
countries, people have property rights over the things that ‘belong’ to them.

Propor
onal tax A tax that collects propor
onally iden
cal amounts from all income earners.  It involves the rate of 
tax remaining the same for all taxpayers.  For example, the company tax in Australia is a propor
onal 
tax of 30%. 

Protec
on ENorts by governments to protect local import compe
ng producers from the threat of imports.  It 
is commonly implemented via tariNs, quotas and subsidies.

Public goods Goods or services that are both non-excludable and non-rival (non-depletable) in consump
on. 
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.

Public Trading Enterprise See Government Business Enterprise.

Purchasing power The ability of cash, money or income to acquire goods and services.  This erodes over 
me with 
inPa
on.

Quan
ta
ve easing (QE) The process of the RBA purchasing government bonds (and/or other Bnancial assets) as a means 
of reducing longer term interest rates.  Typically used when monetary policy cannot be loosened 
further (i.e. when the oFcial cash rate is too low) and is similar to ‘prin
ng money’.  Used by the 
RBA between 2020 and 2022.

Quan
ta
ve 
ghtening (QT) The reverse of QE, where the RBA allows bonds to mature instead of reinves
ng the funds in the 
market or sells the bonds to market par
cipants.

Quarterly rate of economic 
growth

The rate of economic growth over one of the four quarters of the year, comprised of the March, 
June, September and December quarters.

Quotas A form of ‘protec
on’ involving controls or limits on the volume of imports entering the country.

Real A given value adjusted for any inPa
onary impact.  

Real Unit labour costs The average costs of labour (adjusted for inPa
on) divided by average labour produc
vity.

Recession A period of very low rates of growth in produc
on (or real GDP) and rela
vely high (or increasing) 
rates of unemployment.  It occurs at the lowest point in the business cycle and is ‘technically’ 
deBned as two periods of nega
ve economic growth.

Recovery A pick up (or return to normal) levels of economic ac
vity.
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Regressive tax A tax that collects propor
onally more from lower income earners compared to higher income 
earners.  It involves the rate of tax decreasing as income increases.

Rela
ve poverty A situa
on where a person or a household has a low level of income compared to other individuals 
or households in society or compared to a generally agreed standard.  See Henderson poverty line.

Rela
ve prices The prices of products rela
ve to other products.  Changes in rela
ve prices send clear signals to 
producers and consumers and therefore direct resources to their most proBtable ends.

Rela
ve scarcity A situa
on where resources are limited compared to the demands placed upon those resources via 
wants and needs.

Repurchase agreements 
(repos)

Contracts where the RBA will buy (or sell) a CGS at its current market price but then agrees to sell 
(or buy) the same CGS at an agreed price in the future.

Restric
ve policy A policy that is designed to constrain economic ac
vity (see contrac
onary policy).  Used mostly in 
rela
on to monetary policy eNorts to restrain AD.

Rivalrous Depletable in consump
on which means that consump
on by one person reduces the amount 
that is available for another person.  O5en used in the context of public goods which are rivalrous.

Savings Disposable income less consump
on expenditure. Also a leakage from in the circular Pow model 
of income

Scarcity See rela
ve scarcity.

Screening Related to asymmetric informa
on and is a way of dealing with adverse selec
on and involves the 
process of placing economic agents through a number of processes in order to glean informa
on 
that was otherwise unknown.  For example, Brms may also undertake psychological tests and trial 
periods to screen job applicants.

Seasonal unemployment Where a person is unemployed because their skills are only demanded during certain 
mes of the 
year.  

Short run A period of 
me when all prices, including those in both product and factor markets cannot adjust 
and are Bxed.  This contrasts with the long run when all prices are fully Pexible.

Shortage Where the quan
ty demanded exceeds the quan
ty supplied (excess demand).

Signalling Related to asymmetric informa
on and occurs when one economic agent passes on some valuable 
informa
on to another economic agent to assist decision making that relates to something that is 
otherwise unobservable.  For example, a job applicant may provide creden
als or qualiBca
ons to 
signal that they are of high ability.

Skilled migra
on The migra
on of individuals who possess skills that are valuable to the host economy.

Social BeneBts BeneBts enjoyed by a country that are non-economic in nature, such as the beneBts of educa
on 
that are related to posi
ve externali
es (re market failure) and the social harmony that may 
accompany a society with a more ‘equitable’ distribu
on of income.  See social costs.

Social costs Costs borne by a country that are non-economic in nature, such as the deple
on of natural resources 
related to nega
ve externali
es (re market failure) and the social unrest that may accompany a 
society with huge inequity in the distribu
on of income.  See social beneBts.

social science Social sciences focus on human behaviour and social interac
ons. Economics is an example of a 
social science

Social Wage Income Disposable income plus indirect government beneBts provided in the form of goods and services 
such public housing, educa
on, health and welfare.

Socialism An economic system where the majority of produc
ve assets are state owned (owned by the 
people of the country collec
vely) and therefore no one can beneBt excessively from producing 
goods and services.

Specula
on [foreign currency] A type of investment ac
vity where the investor (speculator) will purchase a 
par
cular currency if they believe that it is undervalued or sell if they believe it is overvalued.

Stability in the level of 
domes
c economic ac
vity.

See internal stability. 

Stability of the currency The RBA’s objec
ve to achieve low rates of inPa
on in the order of 2-3%, on average, over the 
course of the economic cycle.  

StagPa
on Periods of low economic growth, high unemployment rates and high inPa
on rates.

Sterilized interven
on When the RBA totally oNsets the impact on liquidity in the cash market following any interven
on 
in the foreign exchange market.

S
mulus package The delivery of budgetary policy ini
a
ves that are designed to s
mulate economic growth.  

Strong and sustainable 
economic growth

The highest growth rate possible, consistent with strong employment growth, but without running 
into inPa
onary, external pressures or environmental pressures.

Structural change Changes to the structure of industries (such as a greater ra
o of capital to labour employed).  
Normally is caused by changes in technology, or changes in market trends.

Structural component of 
budget

That part of the budget outcome that changes (or has changed) as a result of discre
onary 
stabilisers (i.e. deliberate policy decisions by the government.  Contrast with automa
c stabilisers/
cyclical component of the budget.

Structural reform see structural change.
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Structural unemployment Where the skills of the unemployed do not match the skills required by industry, resul
ng in 
unemployment.

Subsidies The government providing local producers with Bnancial or other forms of assistance. O5en 
considered a form of ‘protec
on’ 

Subs
tute A good or service that serves the same (or similar) purpose as another good or service (e.g. Coke 
and Pepsi are subs
tutes).

Superannua
on A form of re
rement savings that cannot be accessed un
l the re
rement of an income earner from 
the workforce.  This savings vehicle receives generous tax support from the Federal Government and 
employers are compulsorily required to contribute 9% of workers’ wages into their superannua
on 
accounts.

Supply factor A factor that causes changes in economic ac
vity via its impact on AS.

Surplus Where the quan
ty supplied exceeds the quan
ty demanded (excess supply or glut).

Sustainable development Development that meets the needs of the present without compromising the ability of future 
genera
ons to meet their own needs.

Target cash rate The RBA’s target level for the cash rate.   The RBA will operate in the cash market on a daily basis via 
OMOs to ensure that the actual cash rate is as close as possible to the target cash rate.

TariN A form of ‘protec
on’ involving a tax on imports.

Tax concessions The government providing taxpaying en

es with the ability to reduce their assessable income and 
tax liability.  Includes tax rebates or allowances provided by governments allowing businesses to 
reduce their eNec
ve tax liability.  A form of government assistance.

Taxes Money collected by governments, mostly based on the income earned by economic agents such as 
businesses and households.  Also a leakage from in the circular Pow model of income.

Technical eFciency When it is not possible to increase output without increasing inputs (resources). Therefore the 
most technically eFcient point of produc
on occurs where produc
vity is at a maximum and where 
average costs are at a minimum.

Technological eFciency See Technical eFciency.

Terms of Trade (TOT) A ra
o of Australian exports prices to import prices.  

The Balance on Merchandise 
Trade

Part of the Current Account of the BOP that is made up of merchandise export receipts (credits) 
minus merchandise import payments (debits), such as the sale or purchase of manufactured goods.

Tighter monetary policy An increase in the target cash rate by the RBA.

TOT See Terms of Trade.

Tradables (or tradeables)
sector 

That sector of the economy that competes against foreign produced goods and services.  It includes 
exporters and import compe
ng businesses.

Trade liberalisa
on The movement towards interna
onal trading rela
onships that are not subject to protec
onist 
policies.  Also deBned as any government policy ini
a
ve that is designed to promote free trade, or 
reduce restric
ons or barriers to free trade. 

Trade Weighted Index The value of the Australian dollar when compared to a basket of currencies of our major trading 
partners.

Traded goods sector See tradeables sector.

Transfer income Income that is transferred from one group to another, usually via the government.  Common 
examples include pensions and unemployment beneBts.

Transmission mechanisms The way that a change in interest rates aNects economic ac
vity.  There are Bve generally recognised 
transmission mechanisms.

Trickle down theory A theory sugges
ng that a way to boost economic growth in a country (and therefore living 
standards) is to minimise taxes on businesses and high income earners in order to promote 
eFciency and produc
vity gains.  By encouraging business and wealthy households to invest, 
greater volumes of goods and services can be produced at lower prices, resul
ng in increased 
employment opportuni
es for middle and lower classes, increasing their purchasing power and 
material welfare.

Trimmed mean An underlying measure of inPa
on calculated by measuring the price changes of all CPI items but 
removing the top 15% of goods and services whose prices increased the most and the bo<om 15% 
of goods and services who prices decreased the least.  

Trough A period of very low rates of growth in produc
on (or real GDP) or the lowest point in the business 
cycle.  See recession.

Underemployment The underemployed are those individuals that are classiBed as employed, but who are at least 
partly unemployed in the sense that they would prefer to be working more hours than they are 
currently working.  Also referred to as disguised unemployment.

Underlying cash balance In rela
on to the government’s budget, the headline cash outcome, but excluding Future Fund 
earnings and ‘net cash Pows from investments in Bnancial assets for policy purposes.’
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Underlying rate of inPa
on Some
mes referred to as the core rate of inPa
on.  The rate of inPa
on that provides the best 
indicator of the predominant price pressures exis
ng in the economy.  Commonly measured by the 
RBA’s trimmed mean and weighted median measures.  See also CPI all groups excluding vola
le 
items.

Underu
lisa
on rate Adding the unemployed to the underemployed and dividing by the size of the labour force.  It 
represents the propor
on of the total labour force that is ‘underu
lised.’

Unearned income Income represen
ng a reward for providing resources other than labour, e.g.  dividends and interest 
(see Earned income)

Unemployed When someone is over 15, without work or working for less than one hour per week, and ac
vely 
looking for (more) work.

Unemployment rate The percentage of the labour force that is unemployed.

Unfair dismissal laws Laws protec
ng employees from being unfairly dismissed.  Revised unfair dismissal laws involve 
employees of some small businesses (less than 15 employees) being unable to rely on these laws 
for protec
on in certain circumstances.

Unit labour costs The average costs of labour divided by average labour produc
vity.  See real unit labour costs.

variable rate loans Loans where the rate is not Bxed but instead can vary over the life of the loan in line with changes 
in both economic condi
ons and monetary policy more generally.

Wage Price Index An index containing the average price of labour across the economy. 

Wage price spiral The cycle of higher prices (or inPa
on) that causes an increase in nominal wages (as workers seek 
to protect their real wage) that in turn causes higher business costs and higher prices.

Wealth eNect One of the reasons explaining the downward sloping AD curve where higher prices on average will 
reduce the purchasing power of any given amount of savings.  Also one of the Bve transmission 
mechanisms of monetary policy where a change in interest rates will impact on AD.

Weighted median An underlying measure of inPa
on calculated by measuring the price changes of all CPI items and 
then using the price change that sits in the middle of the range.

Workchoices The Liberal Government’s Workplace Rela
ons Amendment Act (2005) that was designed to 
further decentralise the industrial rela
ons system, with AWAs as a key feature.
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A
abnormal proBts  23
Accelerated deprecia
on allowances  

278, 358
accomoda
ve stance  312
Adam Smith  3
adverse selec
on  88
aduenza  114
ageing popula
on  30, 361
Aggregate demand  126

Business conBdence  130
Consumer conBdence  130
Disposable income  129
exchange rate  130
Factors inPuencing AD  129
Government Expenditure  127
Interest rates  129
Net Exports  128
Private Consump
on Expenditure  126
Private Investment Expenditure  127

Aggregate Demand (AD) curve  137
interest rate eNect  137
Interna
onal compe

veness  137
wealth eNect  137

Aggregate demand and supply factors 
inPuencing growth

Clima
c condi
ons  205
Consumer and business conBdence  

199
Crude oil costs  192, 203
Interest rates  197
Labour costs  202
Overseas rates of economic growth  

200

produc
vity  200
Quality of factors of produc
on  192, 

200

technological change  200
Aggregate Demand factors - inPuencing 

economic growth  193
Aggregate Supply  132

Changes in the general level of prices  
132

Clima
c condi
ons  135
costs of produc
on  133
Exchange rates  135
New Classical view of AS  132
Produc
vity growth  134
quality factors of produc
on  133
quan
ty of the factors of produc
on  

132
Technological change  134

Aggregate Supply (AS) Curve  138
Aggregate Supply (AS) Curve

The Keynesian AS curve  138
Aggregate supply policies  334

aims  334
deBni
on  334
short term supply shocks  342
to achieve economic goals and   

 living standards  340
to Bght stagPa
on  342

Alloca
ve eFciency  12, 69, 372
Annualised growth rate  151
apprecia
on  241
Asset Recycling Fund (ARF)  353
Asset values or asset prices channel  310
Asymmetric informa
on  88

adverse selec
on  88
government regula
on  89
insurance  89
moral hazard  89

Australian Compe

on and Consumer 
Commission  392

Australian Government Securi
es  285
Automa
c and discre
onary stabilisers  

268
automa
c stabilisers  284
Automa
c stabilisers  268

B

Balance of payments  218, 255, 256
Balance on Goods and Services  218
Balance on Merchandise Trade (BOMT)  

218
Capital Account  221
Capital and Financial Account  221
Current Account  218
Demand for the Australian dollar  238
Net Primary Income  218
Net Secondary Income  219
Net services  218
Supply of the Australian dollar  239

Balance on Goods and Services  218
Balance on Merchandise Trade  218
Balance on Merchandise Trade (BOMT)  

218
Boom  124
Bo<lenecks  352
Bracket creep  184, 270
Budgetary policies to inPuence aggregate 

supply  344
Investment in infrastructure  350
R&D tax incen
ves  349
Research and development grants  347
Spending on training and educa
on  

344
subsidies  353

Budgetary policies to inPuence aggregate 
supply and economic goals  344

Budgetary policy  262
Budgetary policy and equity  262
Budgetary policy and living standards  

280
Budgetary policy and low inPa
on  277
Budgetary policy - objec
ves  262
Budgetary policy - weaknesses  294
Budget deBcit  270, 272, 274, 275, 278, 

297
Budget deBcit and Commonwealth Gov-

ernment debt  285
Budget- Bnancing  273
Budget outcomes  266, 270
Budget parameters  283
Budgets - expansionary vs contrac
on-

ary  272
Budget surplus  268, 272, 275, 276

Business conBdence  130
business cycle  123
Business tax changes  289

C

CAFA  221
Capacity constraints  342
Capital  6
Capital Account  221
Capital and Financial Account  221
Capital inPow  187
Carbon tax  377
Cash Pows channel  309
Causes of inPa
on  182
Ceteris Paribus  4
Chain Volume Measure of GDP  150, 152, 

317
Circular Pow model of income  120

Injec
ons  121
Leakages  121

Classical unemployment  202
Climate change  374

Clima
c condi
ons  36, 135, 205, 254
Clima
c or geopoli
cal events - aNec
ng 

EG  205
coincident indicators  316
Common Access Resources  94

Examples  94
Government interven
on  95
Sustainable development  94

Commonwealth Government Securi
es  
285

compara
ve advantage  252, 370
Compara
ve advantage  254
compe

on reforms  335
compe

ve advantage  214
Compe

ve markets

Alloca
ve eFciency  69
dynamic eFciency  70
Features of compe

ve markets  68
Inter-temporal eFciency  70
produc
vity  69
technical eFciency  69

Compe

veness  186, 187, 190, 209, 235, 
246, 248, 251, 265, 310, 319, 373

Compe

ve neutrality  335
Complementary products  29
Complements  29

Consumer and business conBdence  199
Consumer conBdence  30, 130, 199, 208, 

209, 317, 318, 324
Consumer Price Index (CPI)  177

CPI all groups excluding vola
le items  
179

Consumer price inPa
on  176
Consumer surplus  23
Consump
on Expenditure  126
Contrac
ng out  335, 350
Contrac
on  124
Core rate of inPa
on  179
Corpora
sa
on  335
Corridor system  303
Cost inPa
on  182
Cost of credit channel  309
Costs of produc
on  35, 133, 202
Counter-cyclical  317
Credit  218
Credit ra
ng  243, 244, 274
Crime rates  117
Crowding in  275
Crude oil costs  203
Currency specula
on  243
Current Account  218
Current account deBcit  225

Cyclical component of the CAD  226
Structural causes  225
Current Account - deBned  218

Current expenditure  264
Current transfers  219
Cyclical component of the budget  268
Cyclical component of the CAD  226
Cyclical unemployment  159, 168

D

Debit  218
Debt and economic ac
vity  143
decentralisa
on  335
DePa
on  176
Demand inPa
on  182
Demand side factors

consumer conBdence  30
demographic change  30
disposable income  27
Interest rates  28
popula
on growth  30
preferences and tastes  29
price of complements  29
price of subs
tutes  29
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Demographic change  30
Department of Industry Innova
on and 

Science  354
Deprecia
on  241
Depression  124
Deregula
on  335
Digital economy  134
Diminishing marginal u
lity  4, 113
Direct taxes  263
Dirty Poat  252, 313
Discouraged job seekers  163
Discre
onary income  28
Discre
onary stabilisers  268, 284
Disguised unemployment  163
DisinPa
on  176
Disposable income  27, 129
Distribu
on  6
Downturn  124
Dynamic eFciency  12, 70

E

Ease of exit and entry  23
Economic agents  6
Economic costs  176
Economic eFciency  12
Economic growth  149

Aggregate demand and supply factors 
inPuencing growth  193

Why Australia pursues economic 
growth  154

Economic shocks  204
Economic systems  4
Economies of scale  214
ENec
ve rate of assistance  370
EFciency 12

Alloca
ve eFciency  12
Dynamic eFciency  12
Inter-temporal eFciency  13
Technical (or produc
ve) eFciency  12

EFcient alloca
on of resources  158, 186
EFcient outcomes  159
Emissions Reduc
on Fund  375
Enterprise  6
Enterprise bargaining  186
Entrepreneurship  6
Environmental policies  374
Environmental quality  115
Erosion of purchasing power  184
Exchange rate  130, 198, 238, 246

and the terms of trade  243
apprecia
on  241
deprecia
on  241
Determina
on of  239
eNects of a change in the exchange 

rate  246
Growth in na
onal spending  244
Microeconomic demand/supply factors  

244
Overseas rates of growth  244
Rela
ve interest rates and capital Pows  

242
Rela
ve rates of inPa
on  243
Supply of the Australian dollar  239
Winners and Losers from a high Austra-

lian dollar  265
Exchange rate channel (transmission 

channel)  309
Exchange rate interven
on  313
Exchange rates  135
Exchange se<lement account (ESA)  302
Export development grants  355
Exports  214
Externali
es  78

Government interven
on: Nega
ve 
externali
es  84

Government interven
on: Posi
ve 

externali
es  80
Nega
ve externali
es in produc
on  82
Posi
ve externali
es in consump
on  

79
research and development  79

F

Factors of produc
on  5, 154
Fair Work Australia  392
Financial capital Pows  215
Bscal consolida
on  274, 275, 284
Fiscal drag)  184, 270
Fiscal policy  262
Fiscal strategy  281
Floa
ng exchange rate  252
Forward guidance  306
Fracking  51
Free rider problem  76
Free trade agreements  370
Fric
onal unemployment  159, 171
Full employment

cyclical unemployment  159
disguised unemployment  163
fric
onal unemployment  159
hard core unemployment  159
hidden unemployment  162
measurement  161
natural rate of unemployment  158
seasonal unemployment  159
structural unemployment  159
underemployment  163
underu
lisa
on rate  163
unemployment rate  162

G

GDP at current prices  150
GDP sta
s
cs  150
Global economic shocks  204
Goods and services tax (GST)  263
Government capital (or investment) 

expenditure  264
Government consump
on or current 

expenditure  264
Government debt  285
Government Expenditure  127
Government failure  97

moral hazard  101
price controls  97
subsidies  100

Government (infrastructure) Investment  
288

Government interven
on  280
Government interven
on: Public Goods  

77
Government regula
ons - aNec
ng EG  

205
Gross Domes
c Income  234
Gross Domes
c Income (GDI)  234
Gross Domes
c Product (GDP)  150
Gross Na
onal Happiness  231

H

Hard-core unemployment  171
Headline cash balance  266, 282
Headline inPa
on  179
Headline rate of inPa
on  179
Hedonic treadmill  114
Hidden unemployment  162
Homogenous goods 22
House Price Index  180
Housing aNordability  291, 292, 295
Human capital  338
Human capital Pows  215

I

Immigra
on policy  361
ageing popula
on  361
and Aggregate Supply  364
full employment  365
migra
on program  366
par
cipa
on rates  361
price stability  365
strong and sustainable economic 

growth  364
Impact lag  293
Imports  214
Income  3
income recession  157
indirect taxes  263
InPa
on  176

causes of  182
consequences of  184
factors aNec
ng  182
inPa
onary expecta
ons  310
measurement  177

InPa
onary expecta
ons  310, 315
InPa
onary expecta
ons  315, 316, 319
Infrastructure Australia  350
Injec
ons  121
Interest rate eNect  137
Interest rates  28, 129, 185, 186, 187, 

197, 208, 209, 256, 257, 265, 273, 
275, 297, 300, 304, 308, 309, 310, 
315, 319, 324, 327, 328, 329

Interna
onal compe

veness  129,186, 
187, 190, 209, 215, 246, 248, 251, 
265, 310, 319, 371

and macroeconomic goals  253
availability of natural resources  252
compara
ve advantage  252
deBni
on  251
exchange rates  252
produc
on costs  251
produc
vity  251
rela
ve inPa
on rates  253

Interna
onal trade  214
and living standards  214
compe

ve advantage  214
Bnancial capital Pows  215
human capital Pows  215
in goods and services  214
Interna
onal transfers  216

Interna
onal transac
ons  214
Interna
onal transfers  216
Inter-temporal eFciency  13
Investment Expenditure  127
Invisible hand  3

J

JobKeeper wage subsidy  289
jobless growth  253
JobMaker Hiring Credit  289
JobTrainer Fund  289

L

Labour  5
Labour costs  202
Labour force  161

discouraged job seekers  163
hidden unemployment  162
par
cipa
on rate  162
par
cipa
on rate + unemployment rate 

rela
onship  165
unemployment rate  162

Labour market  49, 163, 190
Lagging indicators  316
Land or natural resources  5
Law of demand  24
Law of Supply  33
Leading indicators  316
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Leakages  121
Life expectancy  116
Liquidity management  303
Literacy rates  117
Living standards  3, 113

Access to goods and services  113
Crime rates  117
Environmental quality  115
Factors aNec
ng living standards  113
Life expectancy  116
Literacy rates  117
Material living standards  113
Non-material living standards  113
Physical and mental health  116

Low income tax oNset  280
Luxury car tax  85, 264

M

Macroeconomic  2

Macroeconomic analysis  112
Macroeconomics  112

Mankiw’s principles  3
Marginal propensity to consume  30
Market  22

changes in supply and demand  42
demand  24
disequilibrium to equilibrium  41
equilibrium  40
perfect markets  22
rela
ve prices  47
supply  33

Market capitalist economy  10
Market equilibrium  40
Market failure  75

Asymmetric informa
on  88
Common Access Resources  94
Externali
es  78
Public Goods  75

Material living standards  73, 113
Medium term strategy (of budgetary 

policy)  262
Microeconomic reforms  335
Microeconomics 2, 22
Migra
on program  366
Minimum wage  98
Models of AD and AS

Aggregate Demand (AD) curve  137
Aggregate Supply (AS) Curve  138
Changes in AD and AS  140

Modern Manufacturing Fund (MMF):  
376

Monetary policy
neutral cash rate  311
accomoda
ve stance  312
and employment  319
and living standards  319
and price stability  300, 314
and stronger economic growth  319
deBni
on  300
EG and FE  319
living standards  319
loosening  307
objec
ves  300
se@ngs  311
stance  311
strengths  323

ghtening  307
transmission mechanism  308
weaknesses  324

Moral hazard  89, 101
Mul
plier eNect  169

N

NAIRU  159, 189
Natural rate of unemployment  158, 159

Natural unemployment  170
Need  5
Nega
ve externali
es in produc
on  82
ega
ve externality  78
Neoliberal model  3
Net Exports  128, 214
Net foreign debt  229
Net foreign equity  229, 256
Net foreign liabili
es  222
Net goods  218
Net income  218
Net Primary Income  218
Net Secondary Income  219
Net services  218
Neutral cash rate  311
New Classical view of AS  132
NFD  187, 256, 317, 318
Nominal GDP  150
Nominal interest rates  185
Nominal interest rates (versus real)  185
Nominal wages  190, 270
Non Accelera
ng InPa
on Rate of Unem-

ployment  159
Non-excludable  76
Non-material living standards  113
Normal goods  27

O

Opportunity cost  9
Overseas rates of economic growth  200

P

Paper wealth  310
Par
cipa
on rate  162
Peak in business cycle  123
Pensioner and BeneBciary Living Cost 

Index  180
Perfect compe

on  22
Personal income taxes  263
Personal tax cuts  288
Phases of the mining boom  237
Phillips curve  161, 163
Physical capital  338
Policy interest rate corridor  303
Popula
on growth  30
Posi
ve externali
es in consump
on  79
posi
ve externali
es in produc
on  347
Posi
ve externality  78
Pre-emp
ve approach (monetary policy) 

316
Pre-emp
ve monetary policy  316
Preferences and tastes  29
Price controls  97
Price elas
city of demand  52

Factors aNec
ng PED  54
SigniBcance of PED  53

Price elas
city of supply  57
Factors aNec
ng PES  58
SigniBcance of PES  57

Price mechanism  48
Price stability  176

Measurement  177
Target or goal  176

Price taking  22
Private beneBts  78
Private Consump
on Expenditure  126
Private Investment Expenditure  127
Priva
sa
on  335
Pro-cyclical  317
Producer Price Index  180
Producer surplus  23
Produc
on possibility diagram  9
Produc
on process  150, 373
Produc
ve capacity  149, 155, 194, 209, 

235, 265, 277, 278

Produc
ve eFciency  12
Produc
vity  36, 192, 200
Produc
vity Commission  392
Produc
vity growth  36, 134, 149, 155, 

208, 257
Product markets  22
Progressive tax  263
Propor
onal tax  263
Protec
onism  100
Public goods

free rider problem  76
Government interven
on  77
Government interven
on: Public Goods  

77
non-excludable  76
non-rivalrous  76

Public Goods  75
Purchasing power  69, 129, 176, 180, 184, 

185, 186, 187, 190, 234, 270, 319, 
373

Q

Quality of factors of produc
on  133, 192, 
200, 338

Quan
ta
ve easing  306
Quan
ta
ve 
ghtening  306
Quan
ty of the factors of produc
on  132
Quotas  369

R

Ra
onal economic decision making  4
RBA charter  301
RBA underlying (trimmed mean)  179
RBA underlying (weighted median)  179
R&D tax incen
ves  349
Real GDP  317, 318
Real interest rate  185
Real wage  176, 184, 186, 190, 270
Recession  124
Recovery  125
Recycling Modernisa
on Fund (RMF):  

376
Regimen (CPI)  177
Regressive tax  263
Regulatory and pricing reforms  335
Rela
ve inPa
on rates  253
Rela
ve interest rates and capital Pows  

242
Rela
ve prices  47

labour markets  49
price mechanism  48
resource alloca
on  47

Rela
ve rates of inPa
on  243
Research and development grants  347
Resources  5
Ricardian equivalence theory  295
Rivalrous  75

S

Savings and Investment channel  309
Seasonal unemployment  159, 171
Short term supply shocks  342
Social costs  78
Social science  1
Specula
on  243
Specula
ve investment  185
StagPa
on  125, 342
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Exam Preparation LecturesExam Preparation Lectures

The lecture programs run for three and a half hours and are presented exclusively by experienced teachers who 
have years of experience assessing �nal examinations.  The programs are designed to show students how to 
apply their knowledge of the course in the examination in a way that enhances examination performance and 
impresses the examiners.  Each program will include:

• strategies to interpret questions accurately
• strategies to structure responses in a concise and e cient way
• analysis of sample responses 
• emphasis on the common errors to avoid
• tips and tricks to employ to increase e ciency and time management
• strategies to unpack the most di cult parts of the course
• strategies to incorporate relevant and contemporary information into responses.

All participants are provided with notes to complete during the program and there will be opportunities to quiz 
our experienced examination assessors at the conclusion of the program.

  Commerce Presentations & PublicationsCommerce Presentations & Publications

    VCE PROGRAMS 

Book online at www.commpap.com

Economics Tutor App

Don’t forget to download the smartphone app ‘Economics Tutor’. The app contains more than 1000 multiple choice 
questions and hundreds of short answer (�ll the gap) questions across the following 15 key topics: 

• Introductory concepts
• Market Mechanism
• Price Elasticities 
• Market Structures 
• Market Failures
• Macro activity/Eco growth
• In$ation 
• Employment & Unemployment  
• External Stability 
• Income Distribution 
• Fiscal/Budgetary policy  
• Monetary Policy 
• Aggregate Supply Policies 
• Policy Combinations 
• Course Revision 

The revision available in this app is broken down into short, time-e2cient chunks and comes complete with test statistics 
and graphs. The number and range of questions makes this app an ideal companion for Economics students. There’s no 
need to ever waste time when travelling to or from school, or when out and about with a few minutes to spare. Use that 
time to test your understanding of the course and learn as you go!! Completing all of the questions and heeding the advice 
provided in the explanations is one sure way to improve your grasp of the concepts in this subject. If you are having trouble 
understanding how the market mechanism works, or what is meant by relative prices, or you simply need more practice 
handling questions related to the external sector, the Economics Tutor App will provide you with loads of support. It is one 
investment you can’t a7ord to pass up! And de�nitely worth the opportunity cost!
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