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Economic growth 
and sustainable 
development

Economic growth can increase 
our material living standards 
but because it uses resources, 
it may cause environmental 
damage that lowers society’s 
wellbeing.

2.1 The meaning of living standards, 
economic growth, trade-offs and 
environmental sustainability

In order to understand some of the key concepts associated with the topic of economic 
growth, it is important to fi rst understand concepts such as living standards, trade-offs
and environmental sustainability.

Material living standards are helped by 
economic growth
Most people throughout the world would like to be better off and enjoy improved mat-
erial living standards. This means having higher incomes per person and being able to 
consume or purchase more goods and services. In poor countries, improvement in mat-
erial living standards may come from producing more food, vaccinations against pre-
ventable diseases like malaria, clean drinking water, and basic education and housing. 
In rich countries like Australia, we not only expect that these basic material needs will 
be met, but we also try to satisfy our virtually unlimited wants for consumer goods 
and services such as iPods, fashionable clothes, entertainment, travel, body make overs 
and the latest energy-devouring appliances. Whether we are talking about rich or poor 
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60 economics down under book 1

countries, strong economic growth is usually seen as the main way of improving our 
material living standards. Economic growth refers to increasing the level of national 
output or production between one year and the next, hopefully at a rate faster than the 
rise in population. 

Here, economic growth can be visualised using the production possibility diagram 
(PPD) we introduced in chapter 1 (pp. 0–0). As shown in figure 2.1 below, economic 
growth (producing more goods and services) is only achievable in the long term if 
there is an outward shift in the nation’s production possibility frontier (PPF). The PPF 
represents the country’s productive capacity or potential, dictated by our access to 
natural, labour and capital resources, and levels of efficiency. Growing the PPF enables 
more of society’s needs and wants to be satisfied, thus improving our material living 
standards.

production
of services

Annual

PPF
1

PPF
2

Annual
production
of goods

Ultimately, economic growth is only possible
when there is an increase in the size of
Australia’s production possibility frontier

(i.e. productive capacity).

Original productive
capacity (PPF1)
limits our rate of
economic growth.

A person’s slice of the ‘production or income pie’
before there is a rise in productive capacity (PPF1)

where economic growth is limited

A person’s slice of the ‘production or income pie’
after there is a rise in productive capacity (PPF2)

that allows for faster economic growth

New PPF involving
an increase in our
productive capacity,
makes strong economic
growth achievable.

But here lies a real dilemma as sometimes economic growth comes at a cost. 

Trade-offs associated with economic growth
While growing the economy brings benefits, especially in poor countries, have you ever 
stopped to consider the trade off (i.e. what is being given up or sacrificed, a cost or 
disadvantage)?
•	 For instance, does having even more goods and services available in rich countries 

actually make us happier and better off overall? 
•	 What have we given up (the opportunity cost) to achieve this material affluence? 
•	 What damage has economic growth inflicted on the natural environment, and has it 

contributed to global warming and climate change? 
•	 Can the rapid depletion of natural resources, which we have seen up to this point, keep 

going indefinitely? 
•	 Will the living standards of future generations suffer because of the choices we make? 

Indeed, the quantity of material possessions is not the only thing that affects the cur-
rent and future living standards of Australians. 

Figure 2.2 (p. 00) shows that society’s wellbeing is not influenced by only material 
considerations. Living standards are also affected by non-material aspects of our well-
being that influence the quality of our daily lives. Non-material living standards are 
not related to the quantity of material goods and services, and may vary from person 

FIGURE 2.1 Growing the size 
of the economy allows for 
higher average incomes per 
person and better average 
material living standards.

A trade off is a cost based on 
what has to be sacrificed or 
given up, following a decision or 
choice.

Non-material living standards 
are not related to the quantity of 
goods and services that we have 
but are elements of our wellbeing 
that affect the quality of our 
daily lives, and may perhaps 
involve levels of freedom, 
happiness, quality of family 
life, justice, amount of leisure 
time, crime, and the state of the 
natural environment.
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61chapter 2 Economic growth and sustainable development

to person. For example, non-material living standards might be affected by levels of 
freedom, happiness, job satisfaction, quality of family life, justice, amount of leisure 
time, crime rates, the state of the natural environment and pollution levels.

are affected by the amount or real value of
goods and services produced each year, since
this also affects the levels of national income
per person and consumption
rise when the economy gets bigger as a result of
economic growth and access to more resources
depend on whether the nation’s goods, services
and incomes produced each year, are shared or
divided up fairly evenly or unevenly
depend on whether there is in�ation (i.e.
generally rising prices), since this impacts on
the purchasing power of people’s incomes
are affected by the levels of employment (those
with jobs) and unemployment (those without
jobs and looking for them).

are related to the quality of our daily lives or
wellbeing, as affected by many factors other
than the quantity of material goods or services,
considered important by individuals
may be affected by the levels of, for example,

– personal happiness
– environmental health or pollution
– leisure time versus work
– job satisfaction
– crime, peace and violence
– family relationships and cohesion
– freedom — economic, social and
   political democracy
– absence of congestion or
– overcrowding. 

Material living standards . . .

In�uences on Australia’s overall living standards

Non-material living standards . . .

It is worth noting, too, that material and non-material living standards affect each 
other, in both positive and negative ways. For instance, accelerating economic growth 
can help promote our non-material welfare (e.g. increase life expec tancy, add to leisure 
time, allow for the enriching cultural experience of international travel, create many 
satisfying job opportunities, support creativity). However, as mentioned, growing the 
economy can also damage non-material aspects. In other words, there is a trade off. For 
instance, environmental damage and resource depletion may ultimately and dramati-
cally slow future economic growth and material wellbeing, as a result of accelerating 
CO2 emissions, global warming, rising sea levels, and severe weather events including 
storms, floods, fires and drought. In addition, government measures to reduce environ-
mental damage (e.g. the carbon tax) may also slow economic progress and material 
living standards.

Sustainable economic development
Growing concern about these trade offs associated with economic growth, gave rise to 
the concept of sustainable economic development. This concept is commonly defined as 
a method of expanding the economy’s pro duction levels to meet the needs for goods 
and services of the present population, without undermining the ability of future gen-
erations to meet their own needs. Another definition of sustainability is an economy 
where production is in equilibrium or balance with the environment and its ecological 
support systems. This chapter explores the issues of economic growth, its sustainability 
and impact on Australian living standards.

FIGURE 2.2 Influences on 
Australian living standards and 
wellbeing

Sustainable economic 
development is commonly 
defined as a method of 
expanding the economy’s 
production levels to meet the 
needs for goods and services of 
the present population, without 
undermining the ability of future 
generations to meet their own 
needs.
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62 economics down under book 1

FIGURE 2.3 People’s efforts to increase their material possessions can sometimes undermine 
society’s current and future non-material living standards. In recent times, for instance, economic 
activities in Queensland have had a detrimental impact on the health of the Great Barrier Reef, 
oceans and sea life, preventing current and future generations from enjoying nature’s beauty.

Try applied economic exercise 1, p. 00

2.2 The measurement of 
economic growth

As noted, economic growth exists when a country’s economy gets bigger over time. It 
occurs when there is a rise in the total volume of goods and services produced by a 
nation between one year and the next. Economic growth means that there are more 
goods and services being produced and made available for consumers. Furthermore, 
when output grows faster than the size of Australia’s population, there is a rise in the 
average level of per capita income or material living standards.

Nowadays, the most common indicator of the growth rate in national production 
is the annual percentage change in gross domestic product (GDP) or, more precisely, 
chain volume gross domestic product. Here, GDP statistics attempt to estimate the 
total annual value of goods and services produced or sold by a nation. To make one 
year’s GDP results comparable with another’s, the exaggeration of the value of pro-
duction caused by the effects of inflation or generally rising prices is removed sta-
tistically. The resulting measure shows changes in the volume of goods and services 
produced and is called chain volume GDP (or real GDP). GDP figures are prepared 
by the Australian Bureau of Statistics (ABS) every quarter (three-monthly intervals), 
and the four quarters may then be combined to calculate the annual rate of economic 
growth.

Limitations of GDP as a measure of production 
and living standards
For various reasons, GDP is not a totally accurate measure of the level of national pro-
duction. Here are just five of the many limitations or inaccuracies of these statistics that 
cause GDP to either overestimate or underestimate the actual value of national produc-
tion and, hence, material living standards.

GDP excludes most non-marketed production
Some non-marketed goods and services are not included in the GDP figure. For example, 
do-it-yourself home production such as painting, housework and gardening are not 

FIGURE 2.4 People seek to be 
better off through economic 
growth. Unfortunately, the 
world’s resources are scarce 
and increased consumption is 
not sustainable.

1 Explain the difference 
between material living 
standards and non-material 
living standards. Give 
examples of each.

2 What types of goods and 
services might make 
people better off materially 
in (i) rich countries and 
(ii) poor countries?

3 Explain what is meant by 
strong economic growth.

4 Using a hypothetical PPD, 
explain what is meant by a 
nation’s productive capacity. 
How does the growth in 
a country’s productive 
capacity allow for strong 
economic growth so that 
people in both rich and poor 
countries can increase their 
material living standards?

5 Is it possible to have strong 
economic growth without 
damaging the natural 
environment? In what ways 
is there a trade off between 
improvements in material 
living standards and society’s 
non material wellbeing?

6 Define the term sustainable 
economic development.
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63chapter 2 Economic growth and sustainable development

included. Production involved in the cash economy, such as work paid in cash and not 
declared to the tax department, is also excluded from GDP. In addition, production in 
the black market economy (for example, the production of illegal drugs) is not included 
in GDP. It is estimated that this non-marketed production could add 10–15 per cent to 
GDP if it were included.

GDP uses inaccurate ‘guestimations’ of some 
types of production
Because of the lack of an alternative, the value of some non-marketed production 
making up GDP has to be ‘guestimated’, or imputed, leading to inaccuracies. For 
example, the amount of farm production that is consumed on the farm and not sold, 
is estimated. To use another example, the annual value of accommodation provided 
by houses occupied by their owners, is also estimated. This leads to inaccuracy in 
 Australia’s GDP figures.

GDP fails to take account of negative externalities that lower 
non-material living standards
Negative externalities (environmental 
and other costs imposed on third parties 
that result from production and econ-
omic activity) are not taken into account 
in calculating GDP. For example, econ-
omic growth sometimes undermines 
our personal wellbeing (for example, 
through the loss of leisure time for fam-
ilies to spend together, increased stress 
levels and loss of job satisfaction due to 
pressure to be efficient) and destroys the 
natural environment (e.g. the depletion 
of environmental resources, generation 
of pollution, acceler ation of global 
warming and climate change). Because 
these costs are not subtracted from the 
annual value of pro duction, using GDP 
as a measure exaggerates our real living 
standards.

GDP needs to be adjusted to 
take account of population 
size
On its own, GDP takes no account of the 
number of people who have to share the 
nation’s production pie. So, to indicate whether society is becoming better off mat erially, the 
value of GDP needs to be divided by the number of people making up the total population. 
Here, annual GDP per capita (‘per capita’ means ‘per head’) is often quoted as a general 
indicator of average material living standards. It is calculated as shown in figure 2.6.

Average material living  
standards (Indicated by 
annual GDP per capita)

=
GDP ($millions)

Total population size (millions)

FIGURE 2.6 How GDP per capita is calculated

To illustrate, if Australia’s GDP for 2012–13 was equal to $1  525  441 million, GDP per 
head could be calculated by dividing the total GDP of $1  525  441 million by 22.917 million 
people in Australia to arrive at an average figure of around $66  563 per person per year.

GDP fails to take account of the way goods, services and 
incomes are distributed or shared
Having economic growth and a bigger GDP do not necessarily guarantee that people 
are better off. Material living standards are greatly affected by the way we share or 

Cash economy are the goods and 
services (e.g. performed by some 
tradespeople) that are produced 
and sold for cash, often outside 
official business records, to 
help minimise the payment of 
tax. The value of these items is 
usually not declared or included 
in official estimates of GDP.

Black market economy involves 
the production and sale of illegal 
goods and services (e.g. drugs, 
contraband). This is not included 
in official estimates of GDP.

Negative externalities are 
environmental and other costs 
imposed on third parties that 
result from the production, 
consumption and disposal of 
goods and services.

FIGURE 2.5 When more 
goods and services are 
produced involving 
manufacturing, mining, 
agriculture and the generation 
of power, more carbon 
emissions are released into the 
atmosphere, contributing to 
global warming and climate 
change.

GDP per capita is often used 
as a measure of a country’s 
average material living standards. 
It represents the total value of 
goods and services produced 
each year, divided by the number 
of people in the country among 
whom the goods and services 
are shared. It assumes that 
production is divided evenly.

1 What is economic growth?
2 How is the rate of economic 

growth measured statistically?
3 List and outline five 

important limitations or 
inaccuracies of using GDP 
statistics as a measure of 
national production and 
indicator of living standards.

4 What are negative 
externalities and how do 
these affect our wellbeing 
or living standards? How is 
global warming considered 
to be a negative externality?
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64 economics down under book 1

distribute the goods, services and incomes resulting from production. If a few people 
benefit because of great economic inequality, average material wellbeing is lower than 
if the production and income ‘cakes’ were divided or shared more evenly. As we shall 
see in chapter 4, Australia’s pattern of distribution is fairly uneven, at least prior to the 
government’s policies designed to redistribute incomes more fairly.

2.3 The business cycle and recent trends 
in Australia’s rate of economic growth

In all countries, the rate of economic activity or economic growth (usually measured 
by the annual percentage change in GDP) moves up and down in a wave-like manner. 

This is called the business 
cycle (also called the econ-
omic cycle) and is illustrated 
in figure 2.8 below. Indeed, 
the production cycle passes 
through five main phases or 
economic situations.

Let us take a closer look 
at the five main phases of 
the economic cycle shown in 
figure 2.8:
1.  The expansion or recovery 
    The expansion or recovery 
phase is where the level of 
GDP is rising and growth 
rates are quite fast (perhaps 
around 3.0 to 3.5 per cent 
or more per year). Here, it is 

common to see strong levels of spending, unemployment rates fall (i.e. the percentage 
of the labour force who are actively looking for work but cannot find a job drops) 
and inflation accelerate (i.e. the general rise in prices gets faster).

2. The peak (perhaps a boom)
 The peak phase occurs when GDP reaches its maximum level (i.e. the economy’s pro-

ductive capacity or limit) and the rate of growth usually starts to ease. If inflation or 
general prices are rising quickly (perhaps above 3 per cent a year) and unemployment 
rates are very low (perhaps below 4.5 or 5 per cent), this is usually called a boom (for 
example, between 2006 and mid-2008, and to a lesser extent 2010–11).

The business cycle diagram showing hypothetical changes in GDP
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long-term
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(trend growth
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productive
capacity)

Actual cyclical
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the short-
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economic
growth

Domestic economic stability (ideal)

Expansion
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(possible
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0

Contraction

Trough
(possible recession)

Peak (possible boom)

Years

The business cycle relates to 
rises and falls in the level of 
national production or economic 
activity over a period of time.

FIGURE 2.7 Australia’s rate of 
economic growth changes in a 
cyclical pattern with peaks and 
troughs in production. A boom 
in the mining sector increases 
economic growth in Australia.

An expansion is when the level 
of national production is rising 
between one year and the next.

A peak is when national 
production has reached its 
highest level.

A boom is when the level of 
economic activity is too high 
and the economy is overheating, 
resulting in inflation.

FIGURE 2.8 A diagram 
showing the business cycle
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65chapter 2 Economic growth and sustainable development

3.  The contraction or slowdown
 The contraction or downswing phase is where the rate 

of growth in GDP or production is slower. Typically, 
national spending levels are down, unemployment grad-
ually starts to rise and inflation eases.

4. The trough (perhaps a recession)
 The trough phase occurs when production reaches its 

lowest level, possibly involving negative rates of econ-
omic growth. If GDP actually falls over two consecutive 
quarters (i.e. a period of six months or more), this is 
called a recession (e.g. almost in 2008–09). Here, unem-
ployment rises (perhaps well above 5 or 6 per cent), 
while inflation slows (perhaps to less than 2 per cent). 
It is even possible that there may be generally falling 
prices or deflation. Additionally, in cases where the drop 
in production is really large, it is called a depression.

5. Domestic economic stability
 Domestic economic stability is the ideal economic pos-

ition for an economy to be in. At an average of around 
3.0 to 3.5 per cent a year, rates of national spending and 
econ omic growth are neither too fast (causing an in fla-
tionary boom) nor too slow (causing recession). Indeed, 
a central feature of Australian Government policy is to 
promote better living standards through the pursuit of 
the goal of strong and sustainable economic growth 
where GDP rises fairly steadily by an average of around 
3.0 to 3.5 per cent a year, over the economic cycle. This 
situation lies midway between the peak and trough, and 
is usually experienced temporarily as the economy passes through it on its way up or 
down in the business cycle. Here, unemployment is usually low (i.e. around 4.5 to 5 
per cent) and inflation is slow (i.e. prices rising by an average of about 2–3 per cent a 
year).
Figure 2.10 (p. 00) shows that Australia’s quarterly rate of change in GDP (i.e. 

calculated every three months) between 2002–03 and 2013–14, actually behaved in 
a cyclical way. With the help of the indicator table below the graph, see if you can 
spot any of the five economic situations (ie, peak/boom, slowdown, trough/recession, 
recovery, domestic economic stability) just mentioned. For instance, you may notice 
the following:
•	 Thanks to economic growth, the size of the economy got bigger throughout the 11 

year period covered by the graph. 
•	 While many economies in Europe, Asia and North America shrank into recession 

during the global financial crisis (GFC), the Australian economy saw positive rates of 
economic growth, albeit, fairly weak in quarters one and two of 2008–09.

•	During 2009–10–11–12, the graph shows that there was a strong recovery 
following the GFC, where overall, the annualised rates of growth strengthened, 
despite the adverse effects on production of cyclone Yasi and the Queensland 
floods in January 2011 which destroyed crops and infrastructure and reduced 
mining output; the Victorian floods in December 2010; the earthquakes in New 
Zealand; and the tsunami and Fukushima nuclear meltdown in Japan that slowed 
our exports.

•	 During 2012–13–14, the rate of economic growth again appeared to slow, causing 
unemployment to rise.

•	 For the period, Australia’s GDP growth averaged about 3.0 per cent a year — a rate 
that was much faster than our 1.3 per cent annual rise in population size. As a result, 
each person, on average, could enjoy a larger slice of the production and income 
‘cakes’, strengthening material living standards by around 1.7 per cent a year.
While overall, the Australian economy has increased in size, figure 2.11 (p. 00) shows 

that some industries — such as mining, construction, finance and insurance, property 
and business services, health and retail — have contributed more to economic growth 
than others, like agriculture, where production has risen more slowly.

A contraction is when the level 
of national production is falling 
between one year and the next.

A trough is when national 
production has fallen to its lowest 
level in the economic cycle.

A recession is when the level 
of national production falls 
and there is a negative rate of 
economic growth measured over 
two or more consecutive quarters 
(6 or more months).

A depression is a big recession 
and occurs when the level of 
national production has fallen 
dramatically over a period of time.

Domestic economic stability 
is an ideal economic situation 
where there is simultaneously 
the achievement of a strong and 
sustainable rate of economic 
growth, low inflation and full 
employment.

FIGURE 2.9 Changes in the 
rate of economic growth have 
many impacts on Australia’s 
economy and the living 
standards of individuals.
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Australia’s quarterly rate of economic growth (3 monthly percentage change in chain
volume GDP, reference year 2011–12)

Quarter

Economic indicators
(annual) for Australia

2000–
01

2001–
02

2002–
03

2003–
04

2004–
05

2005–
06

2006–
07

2007–
08

2008–
09

2009–
10

2010–
2011

2011–
12

2012–
13

2013–
14

Rate of economic growth 
(percentage of GDP) 1.9 3.8 3.3 4.1 3.2 3.0 3.8 3.8 1.7 2.0 2.2 3.6 2.6 –

Rate of infl ation (June on 
June percentage change in CPI) 6.0 2.8 2.7 2.5 2.5 4.0 2.1 4.5 1.4 3.1 3.5 1.1 2.3 –

Rate of unemployment 
(annual per cent) 6.4 6.7 6.2 5.8 5.3 5.0 4.5 4.2 4.9 5.4 5.1 5.2 5.4 –

FIGURE 2.10 Australia’s business cycle is refl ected in changes in the rate of economic growth 
(GDP) and other economic variables.

Sources: Data for graph and table above were derived from ABS 5206.0 (Table 1).
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FIGURE 2.11 Some Australian industries have grown much faster than others.

Source: Data derived from ABS 1350.0 (table 1.3, various editions and 5206.0 (Table 4.5).

Try applied economic exercise 2, pp. 00–0

Try a report on an investigation 1, pp. 00–0

1 What is the business cycle 
(economic cycle)? Illustrate 
this on a fully labelled 
diagram.

2 Describe the economic 
features or characteristics 
(i.e. refer to levels of 
spending, GDP, inflation, 
unemployment) of each of 
the following situations found 
along the business cycle:
a Expansion
b Peak or boom
c Contraction
d Trough or recession
e Domestic economic 

stability.
3 What caused Australia’s 

rate of GDP growth (i.e. the 
level of economic activity) 
to be so weak in quarter 2, 
2010–11, or perhaps during 
quarters 1, 2 and 3 of 
2008–09?
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67chapter 2 Economic growth and sustainable development

2.4 Factors affecting Australia’s rate of 
economic growth

In this section, we will discover that there are two types of factors affecting Australia’s 
rate of economic growth.
1. Aggregate supply-side factors. Aggregate supply-side factors alter the resources avail-

able for production, along with business costs and profits, and the econ omy’s long-
term productive capacity or potential level of GDP.

2. Aggregate demand-side factors. Aggregate demand-side factors alter levels of national 
spending on GDP and the extent to which the economy’s productive capacity is actu-
ally used in the short term.

Let us now investigate these two sets of factors in detail.

Aggregate supply factors affect Australia’s 
potential rate of economic growth
Earlier (see chapter 1, pp. 7–8) we saw how the volume or quantity of productive 
resources and how efficiently these resources are used, ultimately determine a 
country’s productive capacity. This capacity is represented on a production poss-
ibility diagram by the PPF which shows the potential level of GDP or aggregate 
supply (AS). In other words, in the long term, Australia’s economically sustain-
able rate of economic growth is limited by our access to natural, labour and 
capital resources. If there is a rise in the volume of these resources or improved 
efficiency due to more favourable aggregate supply-side factors that firms regard 
as beneficial, the PPF will grow and shift outwards as shown in figure 2.12 below. 
Faster economic growth is then more sustainable because the country’s productive 
capacity is bigger.

The issue of productive capacity helps to explain why the economically sustainable 
rate of GDP growth in some countries like China is perhaps 8–10 per cent a year. By 
contrast, Australia can only sustain growth of around 3.0 to 3.5 per cent a year and in 
low-income economies in Africa, the figure can be even slower than 1–2 per cent (less 
than the growth in their populations). The point is that, without increased productive 
capacity resulting from the impact of favourable supply-side factors, economic growth 
cannot occur.

Annual
production
of services

Annual
production
of goods

Level of GDP
($ billions) and rate
of economic
growth

Years

A faster sustainable rate of economic growth

0

0 Original sustainable rate of economic
growth was slower when productive
capacity was smaller

A new faster
sustainable
rate of
economic
growth
following the
impact of
favourable
aggregate
supply factors
that grow our
productive
capacity

Economic growth increases the size of
Australia’s production possibility

frontier.

Original productive
capacity of the nation
before economic
growth occurs

New PPF after there
has been strong
economic growth
and the expansion of
productive capacity

 

Aggregate supply-side factors 
affect an economy’s productive 
potential and relate to the many 
conditions that influence the 
long-term willingness and ability 
or capacity of producers to make 
goods and services.

Aggregate demand-side factors 
affect the level of total spending 
on a nation’s goods and services, 
thereby affecting the short-term 
or cyclical level of economic 
activity.

Favourable aggregate supply-
side factors are those that 
grow an economy’s productive 
potential.

FIGURE 2.12 Growing the 
size of the economy’s 
productive capacity allows for 
better average material living 
standards.
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68 economics down under book 1

Over the years, there have been both favourable and unfavourable aggregate supply-
side conditions affecting Australia’s potential rate of economic growth, some of which 
are shown in table 2.1 below.

Let us now look more closely at some of these developments.

TABLE 2.1 Trends in some supply-side factors affecting Australia’s potential rate of economic 
growth

Some aggregate 
supply-side factors 
affecting Australia’s 
rate of economic 
growth

2003–
04

2004–
05

2005–
06

2006–
07

2007–
08

2008–
09

2009–
10

2010–
11

2011–
12

2012–
13

2013–
14

2014–
15

2015–
16

10 year 
average, 
2003–04 

to 
2012–13

Annual GDP growth 
(percentage change 
per year —reference 
year 2011–12) 4.1 3.2 3 3.8 3.7 1.7 2.0 2.2 3.6 2.6       3

1. Labour productivity 
(annual percentage 
change in GDP per 
hour worked) 2.2 0.9 0.7 0.9 0.7 0.6 1.9 -0.3 2.0 2.2       1.2

2. Labour force 
participation rate 
(percentage at June) 63.5 63.9 64.4 64.8 65.2 65.4 65.2 65.6 65.4 65.2       64.9

3. Labour force 
growth rate (annual 
percentage change) 1.3 2.3 2.2 2.2 2.2 1.8 2.1 1.8 0.7 1.3       1.8

4. Farm production 
volume index 
(1997–98 = 100 
points) 109 108 111 95 104 108 108 114 120 118       110

Sources: Data derived from RBA Statistics, ABS 6202.0, 5206.0, RBA statistics (Table G9).

Growing Australia’s productive capacity by developing our 
natural resources
There are many ways that Australia has increased the volume and efficiency of its 
natural resources, thereby growing our productive capacity, the size of the PPF and the 
potential rate of economic growth. 
•	 Exploration has led to many mineral discoveries such as gold, iron ore, bauxite, coal 

and uranium, as well as natural gas and oil. Recently we have seen the development of 
a minerals boom as new mining projects have been opened up.

•	 There has also been substantial development of land resources through scientific soil 
and pasture improvements, irrigation and better land management.

Growing Australia’s productive capacity by increasing our 
labour resources 
Australia’s labour resources (i.e. the labour force) provide the mental talents and physical 
power needed to expand our productive capacity and potential rate of economic growth. 
Over the years, the size and efficiency of our labour force has grown for several reasons:
•	 high levels of immigration, around 190  000 people per year (people coming into 

 Australia from overseas), with 70 per cent being classified as skilled migrants
•	 natural births
•	 an increase in the retirement age
•	 a rise in the percentage of adults participating or being involved in work
•	 increases in federal government spending on education (e.g. the schools building pro-

gram, the Australian Curriculum, and the ‘education revolution’. 
It is especially important that Australia seeks to grow its labour productivity or 
efficiency, because this means that a bigger GDP is produced per hour worked, thereby 
lifting our productive capacity, expanding the PPF and strengthening Australia’s sus-
tainable rate of economic growth. Unfortunately, as shown in figure 2.13 (p. 00), there 
has been a slowdown in labour productivity growth in more recent years.

In addition, figure 2.14 (p. 00) indicates that Australia’s productivity lags well behind 
that of some countries like Norway Ireland and the US.

Unfavourable aggregate supply-
side conditions are those that 
slow or reduce an economy’s 
productive potential.

Labour productivity relates to 
the efficiency of workers as 
measured by the value of GDP 
per hour worked.
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69chapter 2 Economic growth and sustainable development
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Trends in Australia’s average annual labour productivity
(GDP per hour worked)
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Growing Australia’s productive capacity through private 
investment to expand our capital resources
Economic growth is usually faster in countries that have high levels of investment 
spending in new plant and equipment like factories, mines, machinery and computers. 
New equipment used by firms usually incorporates the latest technology, thereby 
reducing production times and costs. In Australia’s case, private business investment 
spending has been partly financed by capital inflow from overseas and partly from 
local sources. By increasing the quantity and efficiency of a country’s capital resources, 
investment spending helps to boost productive capacity and aggregate supply, grow the 
PPF and raise the sustainable rate of economic growth.
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Growing Australia’s productive capacity through government 
investment in infrastructure
Federal, state and local governments in Australia (sometimes in partnership with private 
businesses) provide important infrastructure or capital resources needed to enable other 
businesses to produce goods and services, and expand their operations. Here, there are 
two important types of infrastructure:
•	 Economic infrastructure refers to the construction of railways, roads, port facilities, 

dams, power and improved communications, including the recent rollout of the 
National Broadband Network or NBN. 

FIGURE 2.13 Trends in 
Australia’s labour productivity

Source: Data derived from 
ABS 1350.0 and 5204.0.

FIGURE 2.14 International 
comparisons of Australia’s 
labour productivity

Source: Data derived from OECD 
Productivity Database.

Economic infrastructure is often 
provided by governments and 
includes dams, power, transport, 
communications, education and 
health. It creates an environment 
that directly encourages business 
expansion, and grows a nation’s 
aggregate supply or productive 
capacity. 
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70 economics down under book 1

•	 Social infrastructure includes the facilities needed for providing education and health, 
bringing benefits to both individuals and business. 
Without an adequate and efficient supply of infrastructure, local firms and the Aus-

tralian economy cannot grow productive capacity or the potential level of GDP. 
However, despite the growth in government investment spending on infrastructure over 
the past decade to 2014, the level has been inadequate. Some areas have been allowed 
to deteriorate. For example, serious infrastructure shortages or bottlenecks have devel-
oped in power, water, skilled education and transport. These have limited Australia’s 
sustainable rate of economic growth.

The negative impact of climate change and severe weather 
events on Australia’s productive capacity
Especially over the past six to eight years to 2014, severe weather conditions affecting 
Australian farming, mining and tourism have been unfavourable to aggregate supply. 
Our productive capacity, or PPF, has been limited greatly by persistent drought 
(2004–10 and in Western Queensland in 2013–14), fires, storms, cyclones and even 
floods (e.g. December 2010, January 2011 and January 2013). Evidence suggests that 
these severe weather events are the by-product of climate change resulting in part from 
various econ  omic activities emitting greenhouse gases that add to global warming.

 Many factors can affect labour efficiency 
including access to new, more efficient technology 
and capital equipment, the wage or pay system that 
is used to motivate personal effort, and the health, 
edu cation and skills of workers.

Growing productive capacity by 
government microeconomic policy or 
efficiency reforms
During the past two decades to 2014, the Aus-
tralian government has implemented many microe-
conomic policies. Microeconomic efficiency reforms 
are measures designed to cut production costs and 
improve our use of resources. If successful, they 
should allow for more output to be produced from 
the same inputs, thereby increasing productive 
capacity, aggregate supply, the PPF and the sustain-
able potential rate of economic growth.

Recent microeconomic efficiency reforms of the federal government include the following:
•	 Labour market reform. The wage system operating in Australia’s labour market has 

been changed or reformed and involves substantial labour market deregulation. Today, 
there are fewer workers covered by the traditional minimum wage system, where 
wages are regulated through a government institution called the Fair Work  Commission. 
Instead, these days, the wages of most employees are now decided through a decentral-
ised or deregulated system of enterprise agreements. These workplace agreements are 
made through negotiations between staff and their boss, on a firm-by-firm basis. Pay 
rises are more closely linked with worker efficiency or perfor mance, than under the 
traditional minimum wage system. This newer system helps to grow Australia’s pro-
ductive capacity or PPF far more effectively. 

•	 Promoting competition. Strong competition usually increases aggregate supply and 
grows capacity through improved business efficiency and cost cutting among rival 
firms. As mentioned in chapter 1, the ACCC (Australian Competition and Consumer 
Commission) has been set up to enforce the Competition and Consumer Act (before 
2010, the CCA was called the Trade Practices Act). These laws make anti-competitive 
behaviour, which leads to increased inflation, illegal. 

•	 Lower tax rates. Tax rates on personal incomes, company profits, capital gains and 
imports have been, and will be, cut to lower the tax burden on individuals and firms. 
For instance, an enquiry into Australian taxation recommended that company tax 
rates be lowered from 30 to 25 per cent — more in line with rates in similar countries 
overseas. It is argued that this reform to cut tax rates would help create greater finan-
cial incentives to work hard, expand businesses and improve efficiency. Greater effi-
ciency would then grow our productive capacity.

Social infrastructure is often 
provided by governments 
and includes the services of 
education and health. Indirectly, 
it creates an environment that 
encourages business expansion, 
and grows a nation’s aggregate 
supply or productive capacity.

FIGURE 2.15 As a result of 
cyclone Yasi and the 
Queensland floods in early 
2011, there was personal 
suffering and the rate of 
growth in Australia’s GDP 
slowed by one percentage 
point below what it would 
have been. For instance, less 
than perfect holiday weather 
reduced tourism, along with 
agriculture and mining 
production.

Labour market deregulation 
or reform has involved the 
introduction of enterprise 
bargaining in the 1990s and 
2000s, where wages are 
linked closely to increased 
efficiency rather than being set 
fairly uniformly by a central 
government authority.

Trade liberalisation involves 
a progressive reduction in 
the levels of protection of 
local industry from overseas 
competition, through the cutting 
of tariffs and signing free trade 
agreements with other countries. 
The aim is to increase efficiency 
by exposing our producers 
to stronger international 
competition from imports, and to 
grow the markets for our exports.
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71chapter 2 Economic growth and sustainable development

•	 Trade liberalisation. Trade liberalisation involves a shift towards free trade where there 
is reduced protection of local industry from foreign imports. This means cutting tariffs 
(the tax added onto the price of imports — the last reductions for some industries were 
in 2010, with more scheduled for 2015) and signing free trade agreements with other 
countries (where trade between nations, such as Australia and the US, occurs without 
tariffs). With less protection from imports, our resources are used far more efficiently, 
only producing those goods and services where Australia has the greatest cost advan-
tage. This helps to grow productive capacity and strengthen our sustainable rate of 
economic growth.

Aggregate demand factors affect Australia’s 
actual cyclical level of economic growth
When we see newspaper headlines about the latest recession or boom, we realise that 
Australia’s rate of economic growth can alter quite suddenly. This is often the result of 
changes in the decisions made by households, businesses, governments and people over-
seas about their overall level of spending on Australian-made goods and services, which 
is called aggregate demand. As we shall see, changes in spending on Australian-made 
goods and services, or aggregate demand (AD), decides the extent to which our nation’s 
productive capacity is actually used. To help understand the causes of this short-term 
instability as seen on the business cycle diagram (figure 2.8, p. 00), let us start by 
looking at the five-sector circular flow model representing the Australian economy.

The five sectors of the model show the key decision makers
As is evident in figure 2.16 below, it is easy to see how the five-sector circular flow 
diagram got its name. 

Flow 4 = production (i.e. supply) of goods and services (GDP)

Flow 1 = supply of resources to businesses Flow 3 = AD =
C + I + G + X – M

Flow 2 = total incomes paid (demand for resources)

Aggregate supply/ 
productive capacity is 
affected by:
 quantity and ef�ciency 

of all resources
 pro�tability
 production costs
 microeconomic policy
 wage costs
 cost of credit
 tax rates on �rms
 seasonal factors
 participation and strike 

rates.
 climatic conditions
 an ageing population.

Aggregate demand 
is affected by:
 consumer con�dence
 business con�dence
 disposable income
 interest rates
 population growth
 tax rates
 exchange rate for A$
 overseas economic 

activity
 government budget
 commodity prices
 savings levels.

FINANCIAL SECTOR

Private consumption spending (C)

INJECTIONS =
I + G + X

(act as an accelerator)

LEAKAGES =
S + T + M

(act as a brake)

GOVERNMENT SECTOR

OVERSEAS SECTOR

HOUSEHOLD SECTOR

Private investment
spending (I)

Government
spending (G)

Export
spending (X)

Private
saving (S)

Government tax
(T)

Import
spending (M)

BUSINESS SECTOR

Notice that this version of the circular flow model has two main sectors or parts:
1. The household sector

This sector includes around 23 million consumers or spenders, making up Australia’s 
entire population. Apart from making decisions about spending, these households 
also supply or sell resources to the business sector.

2. The business sector
The business sector consists of all types of firms (e.g. sole traders, partnerships, 
public companies) that supply or sell goods and services, using resources purchased 
from households. Businesses also make decisions about investment levels, production 
and how many staff to employ.

Additionally, the model has three lesser sectors:
3. The financial sector

The financial sector consists of organisations such as banks, building societies, the 
stock exchange and life insurance companies. These institutions collect or borrow 

1 What are aggregate supply-
side factors? 

2 Describe how any four of 
the following aggregate 
supply factors might affect 
Australia’s potential rate of 
economic growth and our 
level of productive capacity.
a Increased development of 

natural resources
b Drought, floods and 

severe climatic events
c A fall in the level of 

business investment 
spending

d A rise in the level of 
immigration

e Increased government 
provision of infrastructure

f A fall in labour productivity
g Government 

microeconomic efficiency 
reforms

FIGURE 2.16 The five-sector 
circular flow model of the 
Australian economy

The five-sector circular flow 
model is a diagram representing 
the various relationships that 
exist between the key parts or 
sectors making up an economy.

c02EconomicGrowthAndSustainableDevelopment.indd   71 05/09/14   7:06 AM

U
N

C
O

R
R

E
C

TE
D

 P
A

G
E

 P
R

O
O

FS



72 economics down under book 1

household savings from some indi viduals and lend them as credit to businesses 
wanting to expand through investment spending involving the purchase of new 
plant and equipment.

4. The government sector
The government sector includes the activities and decisions of the federal, state 
and local governments. It collects various types of tax revenue from those earning 
income and then uses this to help pay for government spending on the provision of 
goods and services for the community (e.g. public roads, health, education, transport 
and housing).

5. The overseas sector
The overseas sector involves spending by Australians on imports of goods and ser-
vices, and spending decisions made by overseas countries on our exports of goods 
and services.

The model’s four flows link decision makers
There are four main flows or streams that link these sectors of the Australian 
economy. 
•	 Flow 1

Flow 1 is the flow or supply of labour, capital and natural resources from the 
household sector to the business sector. Ultimately, a nation’s productive capacity 
or potential output or supply of goods and services is determined by the volume 
and efficiency of its pro ductive resources. As mentioned earlier, it is impossible for 
countries to produce more than their resources will permit. Hence, the expansion of 
resources is vital if the supply of goods and services produced in an economy is to 
grow between one year and the next.

•	 Flow 2
Flow 2 is the payment of total income (made up of wages, interest and rent) to 
households that sell resources. As such, it represents the demand by businesses for 
resources. The more resources bought by firms each year, the higher the total level 
of incomes. However, total incomes fall when there are fewer resources wanted or 
employed by firms.

•	 Flow 3
Flow 3 represents aggregate demand (AD) or total annual spending on Australian- 
made goods and ser vices. This reflects the spending decisions made by households, 
businesses and governments, both here and overseas. It is made up of expenditure 
components including private consumption spending (C), plus private investment 
spending (I), plus government consumption and investment spending (G), plus over-
seas spending on Australian exports of goods and services (X), minus Australian 
spending on imports of goods and services (M).

AD = C + I + G + X − M

In turn, AD is affected by the level of total leakages or the withdrawal of income (i.e. 
S + T + M), relative to total injections or additions to the spending stream (i.e. I + 
G + X). Leakages act like a brake and slow the economy, but injections work like 
an accelerator and speed up GDP or economic activity. Hence, decisions that raise 
leakages relative to falling injections slow C, and reduce AD. However, decisions that 
cause leakages to fall relative to rising injections, will tend to accelerate the level 
of AD.

•	 Flow 4
Flow 4 is the annual value ($) of a nation’s production or supply of goods and 
services. This is measured using gross domestic product (GDP). The level of GDP 
is taken as a general indicator of economic activity and growth in the Australian 
economy. It should also be noted that, according to this model, the values of these 
flows are equal. That is:

AD = C + I + G + X – M = GDP  = value of resources employed 
= total incomes paid

Income is the payment of money, 
generally to those who have sold 
productive resources to firms.

Aggregate demand (AD) is the 
total annual value of spending 
on Australian-made goods and 
ser vices, and is made up of C + I 
+ G + X – M.

Leakages are elements in the 
circular flow model (e.g. savings, 
taxes and spending on imports) 
that act like a brake and slow 
down the total value of spending 
in our economy.

Injections are elements 
in the circular flow model 
(e.g. investment spending, 
government spending and export 
spending), which act like an 
accelerator and add to the total 
value of spending on Australian-
made goods and services.
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73chapter 2 Economic growth and sustainable development

Using the circular flow model to explain changes 
in Australia’s rate of economic growth
The wonderful thing about the circular flow model is that it can be used to make pre-
dictions and understand econ omic relationships. It can also help you to understand 
why a nation’s growth in production (measured by GDP) goes up and down over time, 
creating the business cycle mentioned on p. 00. Let us see how it works.

How spending (AD) helps determine production levels (GDP)
It is possible to start our explanation at any point on the circular flow model. Again 
referring to figure 2.16 (p. 00), assume that AD or total expenditure on Australi-
an-made goods and services (flow 3) was originally equal to $1000 billion a year. It 
is logical that businesses would try to produce goods and services or GDP equal to 
$1000 billion (flow 4) to satisfy this demand. In order to do this, firms would need 
to purchase $1000 billion of resources supplied by households (flow 1). Businesses 
would also have to pay households $1000 billion in total incomes in exchange for 
these resources (flow 2). Households would then use most of their income for private 
consumption spending (C). This includes the purchase of food, clothes, holidays and 
health services. Alternatively, some income may be diverted into various leakages 
such as savings (S) in the financial sector, taxes (T) paid to the government sector, or 
spending on imports (M) through the overseas sector. Leakages act like a brake on 
the economy and slow total spending. Eventually, however, it is possible that these 
three sectors may re-inject spending back into the economy, thereby influencing the 
level of AD (flow 3). Injections here might include business investment spending (I), 
government spending (G) and overseas spending on our exports (X). These injections 
act like an accelerator to lift AD and speed up the economy. Our explanation has now 
examined all four flows making up the circular flow diagram. Even so, we have still 
not explained why the rate of economic growth or GDP (as a measure of economic 
activity) sometimes rises and falls in a cyclical fashion.

The business cycle in the level of GDP and rate of 
economic growth
We all know that if we take a period of time lasting several years, Australia’s econ-
omic conditions change. On the news, for example, there is often talk about booms, 
recessions and domestic economic stability. These econ omic situations occur when the 
pace or rate of economic growth or national production speeds up or slows down. 
Often economic growth changes in a cyclical way, as we saw illustrated on the business 
cycle diagram (see figure 2.8, p. 00). Using the circular flow model, we can now start 
to understand how these cyclical changes in the rate of economic growth could occur. 
Remember that the level of GDP (as a measure of econo mic activity) in the economy 
will remain steady, only if there is no change in the level of leakages relative to the level 
of injections.
Rising GDP, perhaps leading to a boom

In the short term, there is a cyclical rise in the level of GDP (flow 4) if the value of 
leakages (lower S + T + M) falls relative to injections (I + G + X). If this happens 
(continuing the numerical example used earlier), consumption expenditure (C) will 
rise, stimulating AD above its original level of $1000 billion, perhaps reaching $1200 
billion. Because the size of the flows making up the model are of equal value, GDP, 
employment of resources and incomes will also need to increase to help maintain 
equality. If the economy was already operating at or near its productive capacity, 
stronger AD may mean that spending will outstrip national production or aggre-
gate supply. Normally, this would cause widespread shortages of goods and services, 
leading to increased inflation. These signs are typical of a period of expansion or 
poss ibly a boom in economic activity (e.g. perhaps as seen in Australia between 2007 
and mid-2008, and to a lesser extent in 2010–11). A step-by-step explanation of the 
cause of booms, using the circular flow model as a guide to your thinking, is shown in 
figure 2.17 (p. 00).
Falling GDP, perhaps leading to recession

By contrast, a fall in the level of GDP (flow 4) or economic growth can reflect rising 
leakages and lower injections. This reduces consumption spending (C) and slows AD. 
Returning to our example, if AD fell from $1000 billion to, say, $800 billion, GDP would 

Inflation refers to a situation 
where most prices paid for a 
basket of consumer goods and 
services are rising over a period 
of time, causing a drop in the 
purchasing power of money. 
It may be the result of higher 
production costs or general 
shortages of goods and services 
due to too much spending.
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74 economics down under book 1

fall below the econ omy’s capacity, and employment of resources and incomes would also 
drop to restore equality between the various flows. Additionally, with slowing econ-
omic growth and activity, inflation is likely to fall because national production supplied 
exceeds the level of AD or spending, causing stocks of unsold goods to build up. To try to 
avoid this, firms would cut or discount their prices, slowing inflation. These are common 
signs of a slowdown (e.g. as in Australia 2008–09 and to a lesser extent in 2012–13) or 
possibly a recession. This step-by-step explanation of the cause of recessions, using the 
circular flow model to guide your thoughts, is summed up in figure 2.18 below.

Stronger demand-
side conditions, e.g.
• Higher consumer
   con�dence
• Increased business
   con�dence
• Rising overseas
   economic activity
• Weaker A$
• Lower interest rates
• Cuts in taxes
• Increases in
   government
   spending

Rises in the
components
making up AD
(i.e. C, I , G, net
X) or spending
on Australian-
made goods and
services means
that, overall, AD
(flow 3) tends to
increase.

When AD rises,
sales and new
orders increase.
However, stocks of
unsold goods and
services fall. With
falling stocks,
sometimes
widespread
shortages of goods
develop if the
economy is
operating close to
its productive
capacity. This could
lead to increased
in�ation.

Business firms
will try to expand
GDP (flow 4) to
replace falling
stocks. This normally
accelerates the
rate of economic
growth. However,
if there is no
unused capacity in
the economy,
shortages of goods
and services
(AD>AS) will only
lead to rising
prices and an
inflationary boom.

To try and lift
production,
firms will
generally
attempt to buy
or employ more
resources
including
labour. This
causes
unemployment
to fall and total
incomes to rise
(flow 2).

And so on
through the
circular flow
model.

FIGURE 2.17 How stronger demand-side factors speed up Australia’s rate of economic growth and 
activity

Weaker demand-
side conditions, e.g.
• Lower consumer
   con�dence
• Reduced business
   con�dence
• Falling overseas
   economic activity
• Rising A$
• Higher interest
 rates
• Rises in taxes
• Decreased
   government
   spending

Falls in the
components
making up AD
(i.e. C, I , G, net
X) or spending
on Australian-
made goods and
services means
that, overall, AD
(flow 3) tends to
drop.

When AD drops,
sales and new
orders fall. Stocks
of unsold goods
and services rise.
With rising stock
levels, sometimes
a glut or market
surplus develops,
so firms often cut
or discount their
prices. This slows
in�ation.

Business firms
will reduce their
output to avoid
excess stock levels.
GDP (flow 4) falls.
This slows the
rate of economic
growth. If GDP
falls over 6 or
more consecutive
months, this is
called a recession.

To try and
reduce
production,
firms will
employ fewer
resources
including
labour.
Unemployment
rises and so
total incomes
fall (flow 2).

And so on
through the
circular flow
model.

FIGURE 2.18 How weaker demand-side factors slow Australia’s rate of economic growth and activity

Ideal levels of GDP leading to domestic economic stability

Somewhere between the peaks in GDP on the one extreme, and the troughs at the 
other, lies the desirable economic situation called domestic economic stability or 
balance. Here, the level of AD is ideal and at a level that exactly matches the country’s 
productive capacity. Expenditure is neither too great, causing an inflationary boom, 
nor is it too small, causing a recession where there is high unemployment. In the above 
example, this situ ation might involve AD being equal to around $1000 billion per year 
(not $1200 billion, nor $800 billion).

However, even now, there are still unanswered questions. For instance, why do people 
change their spending levels in the short term, thereby causing AD and GDP to rise or fall?

Demand-side factors determine aggregate 
demand and GDP
In the short term, the spending decisions made by households, businesses and govern-
ments, both here and overseas, affect Australia’s level of AD. In turn, AD has a really 
important influence on our rate of economic growth and general economic conditions. 
Typically, these conditions change cyclically through periods of expansion, boom, 
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75chapter 2 Economic growth and sustainable development

contraction and recession. You may recall that when the level of AD rises there is a 
period of expansion in GDP leading to a peak or, perhaps, an infl ationary boom (as the 
economy is near its productive capacity or PPF as in 2007–08, and to a lesser extent 
in 2010–11). Here, prices usually are rising quickly due to general shortages of goods 
and services. By contrast, when the level of AD falls, there is a period of contraction or 
a slowdown in production leading to a trough (as in 2008–09 and to a lesser extent in 
2013–14) or, perhaps, a recession when unemployment rises.

Given the great importance of the level of AD as a determinant of short-term conditions 
and the rate of economic growth in Australia, it is vital that we now understand what 
causes AD (i.e. C + I + G + X − M) to rise and fall, resulting in the business cycle. Here, the 
key lies in knowing that various aggregate demand-side factors, both here and overseas, 
operate to infl uence the level of total spending on Australian-made goods and services. 
Statistics showing trends in various demand-side factors are summarised in table 2.2 below.

TABLE 2.2 Trends in some demand-side factors affecting Australia’s levels of AD and economic 
growth

Aggregate demand-side 
factors

2003–
04

2004–
05

2005–
06

2006–
07

2007–
08

2008–
09

2009–
10

2010–
11

2011–
12

2012–
13

2013–
14

2014–
15

2015–
16

10 year 
average, 
2003–04 

to 
2012–13

Annual GDP growth 
(percentage change per 
year — reference year 
2011–12)   4.1   3.2   3   3.8   3.7    1.7    2.0    2.2  3.6 2.6    3

1.  Consumer 
confi dence index 
(Westpac/Melbourne 
Institute) 116 117 106 108 103  87  115 109 96.1 101.8 105.8

2.  Business confi dence 
index — average of 
quarterly (NAB net 
balance)  11.1   6.7   7.1   7.1   0.7 –16.2  13.3    7.2  –0.2  –2.1    5.1

3.  Annual change gross 
disposable income 
(percentage change 
per year)   5.5   3.6   4.6   4.4   5.2   3.4   –0.3    6.9  4.5   0.6    3.8

4.  Offi cial interest 
rates set by the RBA 
(percentage at June)     5.25   5.5     5.75     6.25     7.25   3    4.5     4.75  3.5   2.75    4.85

5.  Underlying budget 
outcome ($ billions)   8  13.6  15.8  17.2  19.7 –27  –55 –48 –44 –18.8 –30.1  –11.9

6.  US growth in GDP 
(percentage change 
per year)   3.9   3.3   3   2   1.9  –3.4    0.3    1.9  2.8   1.4     1.7

7.  Exchange rate (TWI 
at June — 1970 = 
100)  59.1  64.5  62.2  68.9  73.4  64.1 67.7   77 76.5  73.9   68.7

8.  Population growth 
rate (percentage 
change per year)   1.2   1.2   1.3   1.8   2    2.1 1.6    1.4  1.5   1.8     1.6

Sources: Data derived from RBA Statistics; ABS 1350.0, 3101.0, 5206.0 (Table 3), 6457.0 (Tables 1 & 7); RBA statistics Tables D1, G12, G4. 
*Note: revised Treasury estimate August Economic Statement, 2013

The level of private consumption spending (C) as a part of AD
Households make expenditure decisions that affect AD and the rate of economic 
growth. Their level of private consumption spending (C) on food, clothes, electrical 
goods, entertainment and holidays, for example, is affected by changes in the following 
aggregate demand-side factors.
•	 Disposable income of households represents money available for spending after the 

payment of tax and the receipt of government welfare benefi ts. Rises in disposable 
income increase private consumption spending as in 2010–11–12.

•	 Consumer confi dence or the degree of optimism about future household incomes and 
employment prospects. Greater optimism often leads to stronger consumption 

This table is available 
in Excel format in your 
eBookPlus.

Searchlight ID: doc-0098

Private consumption spending 
(C) represents household 
spending that is designed to 
help satisfy our immediate 
needs and wants for goods and 
services (e.g. food, holidays and 
clothing).
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76 economics down under book 1

spending and reduced savings as in 2007–08, 2009–10–11 and 2012–13, while pessi-
mism slows consumption as in 2013–14.

•	 Interest rates received by households on their savings deposits or those to be paid on 
borrowed credit. Higher interest rates encourage savings and discourage borrowing to 
buy expensive consumer items such as a house or car, as seen during 2009–11.

•	 The rate of population growth that takes into account the excess of births over deaths 
and immigration levels. More rapid population growth as in 2012–13 often lifts 
consumption.

•	 Budgetary policies affect taxes and government spending. Cuts in personal income tax 
rates, as in 2012–13, increase disposable income and hence consumption.
Let us see how consumption expenditure is influenced by using an example. The level 

of C would tend to rise if consumer confidence strengthened, population size increased, 
income taxes were cut, or interest rates fell on borrowed credit used to purchase con-
sumer goods such as a new surfboard, computer or holiday to Queensland’s theme 
parks. Using the circular flow model to guide our explanation, it follows that higher 
C would then tend to stimulate AD, sales (while cutting unsold stock levels), GDP or 
economic activity, employment of resources, incomes and, perhaps, even the in  flation 
rate. In reverse, weaker aggregate demand-side con ditions would normally slow C, AD, 
GDP and the level of economic activity, perhaps leading to a recession.

The level of private investment spending (I) as a part of AD
Firms make expenditure decisions that affect AD and the rate of economic growth. 
The level of private investment spending (I) by businesses on new plant equipment such 
as computers, factory buildings and trucks, for instance, reflects the influence of the 
following aggregate demand-side conditions.
•	 Business confidence or optimism about future sales and profits of companies. Pessi-

mism leads to reduced investment spending on new plant and equipment, as followed 
the global financial crisis in 2008–09 and again in 2011–12–13.

•	 Interest rates charged by banks on loans to firms. Higher rates, as in 2009–11, tend to 
discourage investment spending on new equipment because it becomes dearer for firms 
to borrow and repay credit, while lower rates encourage investment spending as in 
2012–13–14.

•	 Company tax rates that must be paid on business profits. Lower tax rates, as originally 
promised for 2012, raise after-tax profits and encourage new investment spending 
designed to expand the business.
Here, an increase in the level of I could reflect stronger business optimism, reduced 

interest rates on credit borrowed by firms, lower company tax rates or very low levels 
of unsold stocks of goods. This would tend to lead to an expansion in AD and the 
rate of economic growth (GDP), where rising levels of economic activity would also 
help increase employment, incomes and perhaps inflation. In reverse, weaker aggregate 
demand-side conditions that slow I would also reduce AD, GDP and economic activity, 
leading to a contraction or slowdown.

The level of government spending (G) as a part of AD
Decisions taken by governments also affect AD and the rate of economic growth. The 
level of government spending (G) on the provision of community services (e.g. health, 
education and childcare) is influenced by the following demand-side developments.
•	 The level of unemployment. G often increases when the unemployment rate rises 

because, through this approach, the government can help lift the level of AD and per-
haps avoid recession, as demonstrated during 2008–10 and 2013–14.

•	 The level of inflation. G often decreases or slows when inflation is rising because this 
helps the government slow AD and reduce inflationary pressures as in 2007–08 and 
2011–12.

•	 The speed of population growth. G often rises faster when population growth is more 
rapid following a rise in the birth rate, a lower death rate or increased level of immi-
gration as in 2012–13.
So G might increase due to rising levels of unemployment (e.g. 2008–10 and 2013–14), 

falling inflation, generous election promises or a faster growth in our population size, 
thereby tending to increase AD, GDP (economic activity), employment and incomes. In 
reverse, events that reduce G also tend to cause a slowdown in the level of AD, GDP and 
economic activity.

Private investment spending (I) 
is spending by businesses on 
machinery and buildings (e.g. 
a tractor, a robot or a factory) 
used to help make other goods 
and services. It is designed to 
help expand a firm’s productive 
capacity by growing its physical 
capital resources.

Government spending (G) 
represents government outlays 
that are designed to help satisfy 
the needs and wants of the 
community and industry for 
goods and services (e.g. roads, 
schools, telecommunications).
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77chapter 2 Economic growth and sustainable development

The level of export spending (X) as a part of AD
Decisions made by consumers abroad also affect Australia’s AD and rate of economic 
growth. The level of export spending (X) by people overseas on Australian-made goods 
and services (e.g. cotton, wool, minerals, manufactured items and travel) is determined 
by changes in the following aggregate demand-side conditions.
•	 The exchange rate or the value of the A$ when swapped or converted into other cur-

rencies. A high A$, as in 2010–11–12, tends to slow exports because they become 
dearer, while a fall in the A$, as in 2013–14, makes exports cheaper, leading to increased 
sales abroad.

•	 Overseas economic 
conditions such as 
booms and rece-
ssions. A recession 
abroad (especially in 
China), as occurred 
following the global 
financial crisis in 
2008–09 and in 
2012–13–14, slows 
overseas spending on 
our exports, while a 
boom overseas tends 
to raise our exports.

•	 Natural disasters and 
severe weather events in Australia and overseas. Cyclone Yasi and the floods in Queens-
land and Victoria in late 2010, early 2011 and 2013 reduced our agricultural and 
mining production available for export, while the Japanese tsunami in 2011 slowed 
the demand for our exports.
This means that aggregate demand-side factors, including a fall in the A$, a boom 

overseas in nations with whom we trade (e.g. US, China, Japan), favourable climatic 
conditions in Australia for growing rural produce, and higher commodity prices 
received for our exports, would all tend to accelerate X, AD, 
GDP (econ omic activity), employment, incomes and perhaps 
inflation. By contrast, conditions that weaken X would tend to 
slow AD, GDP and economic activity.

The level of import spending (M)
Decisions made by local residents affect AD and the rate of 
economic growth. The level of import spending (M) by Austral-
ians (e.g. oil, computers, business equipment and overseas hol-
idays) reflects changes in the following aggregate demand-side 
conditions.
•	 The exchange rate or value of the A$ against other currencies. 

A fall in the A$ as in 2013–14, tends to make imports dearer in 
Australia, while a rise in the A$, as in 2010–11–12, tends to 
make imports cheaper and more attractive.

•	 Trends in local economic conditions. If there is confidence and 
a boom locally, this results in more imports, while a recession 
usually means lower imports.

•	 Consumer confidence and business confidence levels locally. 
Greater optimism, as in 2007–08 or 2009–10–11, results in more 
spending on imports of goods and services, while pessimism as in 
2013–14 lowers spending on imports.

•	 Our inflation rate relative to that overseas. Higher inflation at 
home makes overseas imports more attractive.
Remember that higher imports have a negative effect on 

AD and are subtracted from its value. Hence, conditions like 
a falling A$, a recession in our economy, higher prices paid 
for imports and weaker consumer and business confidence in 
Australia would all tend to slow M, allowing AD, GDP growth 
and economic activity to grow faster than otherwise. In reverse, 

Export spending (X) represents 
expenditure by people overseas 
on Australian-made goods and 
services, which is designed to 
help satisfy their needs and 
wants (e.g. wool, minerals, 
travel).

FIGURE 2.20 International 
trade involving the export and 
import of goods and services, 
has a major effect on Australia’s 
level of aggregate demand and 
rate of economic growth.

FIGURE 2.19 Following the 
2008–09 global financial crisis, 
there was a severe global 
recession that slowed 
overseas spending on 
Australian exports and hence 
our rate of economic growth. 

Import spending (M) is 
expenditure by Australians on 
foreign-made goods and services, 
which is designed to help satisfy 
our needs and wants (e.g. oil, 
electronics, travel).
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78 economics down under book 1

events that increase imports would tend to undermine spending on locally made items, 
slowing the level of AD, the rate of economic growth and pace of domestic activity.

•	 Try applied economic exercises 3, 4, 5, pp. 00–0

•	 Try folio of annotated media commentaries 1, p. 00

•	 Try class debate 1, p. 000

•	 Try the wall chart for display, pp. 000–0

2.5 Some benefits of Australia’s mostly 
strong economic growth

As we shall see below, there is little doubt that economic growth has helped Austral-
ians to enjoy better material living standards, and even improved some aspects of our 
non-material wellbeing. 

Economic growth creates more jobs and 
employment
Strong economic growth and rises in GDP create extra jobs, helping to keep unemploy-
ment rates at low levels. Indeed, one of the Australian government’s aims is to achieve 
the goal of full employment. This desirable situation occurs when unemployment is 
low, at around 4.5 to 5 per cent of the labour force. 

One benefit of strong economic or GDP growth of around 3.0 to 3.5 per cent a year, 
as illustrated in figure 2.21 below, is that it helps to generate fuller employment. Eco-
nomic growth means that firms usually need to employ more staff to lift production. 
Thanks to sustained growth, unemployment fell to a 34-year monthly low of only 3.9 
per cent in February 2008 and 4.9 per cent in early 2011. By contrast, when there is a 
slowdown or recession and economic growth is weak, cyclical unemployment soon rises 
(e.g. 1992–93 unemployment peaked at 11 per cent; following the slowdown starting 
in late 2008, Aus tralia’s monthly unemployment rate reached 5.8 per cent by late-2009; 
and again in February 2014 it reached 6.0 per cent.).
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How changes in Australia’s rate of economic growth can affect
the unemployment rate

Year

Unemployment
rate (percentage
of labour force)

Economic growth
rate (annual
percentage
change)

FIGURE 2.21 The relationship between Australia’s rate of economic growth and the unemployment rate

Source: Data derived from ABS 1350.0, 5206.0, 6202.0; RBA Statistics.

Economic growth increases personal incomes
In general, income is the reward earned by those individuals who sell resources to the 
business sector. Most people aspire to have rising incomes.

Strong economic growth usually helps to raise personal incomes because firms need 
to buy extra labour resources from households to lift their production levels. However, 
higher average incomes per capita are es pecially likely when there is a rise in the level 
of efficiency in the use of resources (producing more output per unit of input). This rise 
in real incomes or purchasing power of families means people can afford to buy more 
goods and services than previously. 

1 Draw and fully label a five-
sector circular flow model 
representing Australia’s 
economy.

2 Define each of the following 
terms used in the circular 
flow model:
a aggregate demand
b gross domestic product 

(GDP)
c leakages 
d injections
e household 

consumption spending
f business investment 

spending
g savings
h spending on exports
i spending on imports
j taxes
k government spending.

3 Using the five-sector circular 
flow model:
a What causes the level of 

economic activity to rise, 
perhaps leading to an 
inflationary boom?

b What causes the level 
of economic activity to 
fall, perhaps leading to a 
recession?

4 What are aggregate demand-
side factors? Define each 
of the following aggregate 
demand-side factors and 
explain how each could 
affect the level of AD:
a consumer confidence
b business confidence
c disposable income
d the exchange rate for the 

A$
e interest rates
f overseas economic activity.

The goal of full employment is 
an Australian government aim 
that involves having a low rate of 
unemployment of around 5 per 
cent of the labour force, who are 
looking for work but unable to 
find it.

Cyclical unemployment occurs 
in recessions as a result of lower 
spending on locally made goods 
and services. When spending 
slows, firms cut production 
and their demand for resources 
including labour, causing the level 
of cyclical unemployment to rise.
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79chapter 2 Economic growth and sustainable development

Another benefit of a growing economy is that there will 
be an increase in income or revenue collected by the 
federal government from personal income and other types 
of tax. This money can then become available to help the 
needy through the payment of cash welfare benefits (to the 
unemployed, families, sick, aged and veterans for example) 
and the provision of cheap or free community services 
provided by the government through the public sector (for 
example, public health, education, transport and housing). 
Economic growth makes these types of assistance more 
affordable and raises access to basic goods and services 
for the poor. By contrast, if economic growth is weak, sup-
porting the incomes of the neediest individuals becomes 
even less affordable and their living standards would fall. 

Economic growth can improve our 
international trading position
External or international trade involves Australia buying imports of goods and services 
from overseas, and selling our exports of goods and services abroad. Our export trade 
accounts for over 20 per cent of all production, income and jobs, so it is certainly very 
important for the economy. When the value of exports exceeds the value of imports, 
Australia has a trading surplus, but when imports exceed exports, there is a trade 
deficit. In addition to exports and imports, our international transactions involve the 
movement of money capital or investment into and out of the country. Incoming invest-
ment from overseas often helps to finance the expansion of Australian businesses and 
capital resources. It can help to make up for the lack of local savings and investment.

Economic growth can help strengthen Australia’s trading position and material living 
standards. A growing economy is able to produce more goods and services for export. 
This helps to pay for imports and helps to make our trading balance more favourable. 
Thanks to a growing economy, there are also attractive opportunities for foreigners 
who want to invest in local businesses and the share market. In turn, this helps to build 
up the economy’s capacity to lift production.

Economic growth can sometimes slow inflation
Inflation occurs when the prices of most goods and ser vices are rising. This is seen as 
very damaging for the economy and for many individuals. Indeed, the government tries 
to achieve the goal of low inflation where the general level of prices is rising slowly at 
an average inflation rate of around 2 to 3 per cent a year.

In those situations where economic growth is the result of better productivity or 
efficiency (i.e. making more output using fewer inputs of resources), then the rate of 
inflation should fall. This is because greater efficiency helps to lower pro duction costs 
for firms. With reduced costs and strong competition, rival businesses will lower their 
prices and should still make good profits. Cost inflation should slow.

Economic growth can improve material and 
non-material living standards
Material living standards depend on the volume and range of goods and services made 
available for each member of society. Often measures like GDP per person (Australia’s 
GDP divided by our population size), average income per person, average consumption 
per head of population, the number of cars per household or the level of calories of 
food intake per person are used to help measure average material living standards. So 
how might economic growth help lift our material living standards?

When the economy’s production grows faster than its population, there will generally 
be more goods and services on average for each member of society to enjoy. Average 
incomes and purchasing power rise. This should make society better off materially, 
assuming that having more possessions is better for us. Figure 2.23 (p. 00) shows that 
in most years, Australia’s rate of economic growth was faster than the rise in popu-
lation, so real incomes (i.e. purchasing power after allowing for inflation) per person 
rose in most years. However, notice what happened in 1990–92 and again in 2008–09 
when the rate of economic growth was negative or zero and, hence, slower than the rise 

FIGURE 2.22 When national 
production rises faster than 
our population, people enjoy 
higher incomes and 
purchasing power enabling 
them to buy more goods and 
services than previously.

Community services, such 
as health and education, are 
often provided free or at a low, 
subsidised price using tax 
revenue, so that everyone can 
have access to them, even the 
poor.

International trade involves 
countries selling their exports 
and buying imports of goods and 
services.

Trading surplus occurs when the 
total value of a country’s exports 
exceeds the total value of its 
imports over a period of time.

Trade deficit occurs when the 
total value of a country’s imports 
exceeds the total value of its 
exports over a period of time.

The government’s goal of low 
inflation is to have general prices 
for a basket of consumer goods 
and services in the economy 
rising slowly by an average of 
around 2 to 3 per cent per year.

Efficiency or productivity refers 
to the level of output of goods 
and services produced from a 
particular quantity of inputs or 
resources. Greater output gained 
from inputs usually means there 
has been a rise in productivity 
or efficiency and a fall in 
production costs.

Cost inflation is where prices for 
goods and services rise between 
one year and the next, due to 
rising production costs paid by 
firms.

Real incomes represent what 
money incomes will actually 
purchase after allowing for the 
effects of inflation or rising 
prices.
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in pop u lation. In these years, per capita GDP and incomes fell, suggesting that average 
material living standards probably declined.
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Relationship between the rate of economic growth and the rate of change in
material living standards (indicated by percentage change in GDP per capita)

Year

Rate of economic
growth (annual
percentage
change in GDP)

Rate of population
growth (annual
percentage
change)

Rate of change
in per capita
GDP/incomes
(annual
percentage)

Economic growth can sometimes help improve our non-material living standards and 
the quality of our daily lives. Think for a moment about the massive non-material benefits 
Australians enjoy, largely thanks to decades of strong economic growth. For example:
•	 By sacrificing some of our excess income, individuals have the possibility of gaining 

more leisure time and reducing the hours of work 
•	 We have an increased ability to enrich our lives and minds through the broadening 

experiences gained from international travel
•	 We have the resources and capacity to tackle environmental problems that currently 

reduce our wellbeing
•	 There is the opportunity to extend our life expectancy and improve the quality of life 

through improved health possibilities, care and nutrition
•	 Society can eliminate many physically demanding, boring and mind-numbing jobs that 

reduce work satisfaction
•	 There is the capacity to allocate resources to cultivate the arts, music and drama that 

enrich our lives and expand our possibilities.

Try applied economic exercise 6, p. 00

2.6 Positive and negative externalities 
associated with economic growth 
and their impact on Australia’s 
allocation of resources

We have seen that, in the long term, Australia’s economic growth has involved lifting the 
level of national output by gaining access to greater volumes of resources and by using 
resources more efficiently. In turn, lifting production has allowed us to create jobs, increase 
incomes and raise consumption, making us better off materially and even non-materially.

During this process of producing and consuming goods and services, various external-
ities (also called spillovers) arise. Externalities are simply costs or benefits for individuals 
or third parties who are not directly involved in the production or consumption of par-
ticular goods or services. These externalities can be positive externalities (the benefits 
spillover to third parties) or negative externalities (the costs spillover to third parties) 
that arise from our economic activities. Whatever type, externalities represent examples 
of market failure (which we discussed in chapter 1, pp. 00–0) where the market or price 
system causes some resources to be used or allocated inefficiently. Soon we will see that 
externalities cause some particular types of goods or services to be over-produced, while 
others will be under-produced. Let’s first look at negative externalities.

FIGURE 2.23 Relationship 
between Australia’s rate of 
economic growth and average 
material living standards

Source: Data derived from ABS 
1350.0, 5206.0, 3235.0. 

1 Select and explain how 
any three of the following 
might benefit from Australia 
having a strong rate of 
economic growth:
a material living standards
b non-material living 

standards
c jobs and employment
d incomes
e the inflation rate
f our international trading 

balance.

Externalities or spillovers 
are social or economic costs 
or benefits that are paid for 
or received by third parties. 
They arise from the economic 
activities (i.e. production or 
consumption) of others.

Positive externalities are benefits 
that arise during production 
or consumption of goods and 
services, which are enjoyed by 
people or third parties who are 
outside the particular economic 
activity.
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81chapter 2 Economic growth and sustainable development

The effects of negative externalities on how 
resources are used
Negative externalities, as discussed previously, are the 
unwanted social and/or financial costs of production 
or consumption of goods and services, which are 
transferred or spillover onto third parties not directly 
associated with the market transaction. For example, 
because most businesses that pollute the environ-
ment only take into account their internal costs, such 
as wage costs that directly affect them, and fail to 
include external costs that affect third parties, hence 
society’s living standards are reduced and too many 
resources are allocated to the production of harmful 
goods and services. This is because the profitability of 
such production will be artificially high, since some 
costs are being paid by the environment and by other 
individuals (both from current and future gener-
ations). Here, the price system has failed to register all 
the information needed by businesses and consumers 
to make good decisions and use resources to maxi-
mise our wellbeing.

One of the main negative externalities associated with economic growth is the 
destruction and depletion of environmental resources such as forests, rivers, oceans, 
ecosystems, bio diversity, non-renewable resources and air quality. These resources are 
overused and wasted since they are often regarded as being limitless. They are there for 
the taking and available free of charge. Their users often pass on their environmental 
costs for others to pay. By contrast, if these external costs were internalised and directly 
taken into account by businesses making decisions, profits in some areas would be less 
and production of damaging types of goods and services, lower. Scarce resources would 
be allocated or used differently, and general living standards would be higher. 

More specifically, and of growing concern in recent years, is the environmental 
issue of greenhouse gas emissions (for example, carbon dioxide and methane) into 
the atmosphere as a consequence of economic activity. These emissions are linked to 
climate change, global warming, rising sea levels and rogue weather events. As shown 
in figure 2.25 below, Australia’s emissions largely arise from producing electricity, trans-
port, manufacturing, mining and agriculture. 

Our current failure to take negative externalities of some production into account 
means that, despite rising production levels, pollution problems for the community will 
become worse and our living standards will be damaged. Australians are among the 
worst polluters in the world and our gas emissions generated by economic growth are 
rising. This is shown in figure 2.26 (p. 00).

Greenhouse gas emissions could have catastrophic effects if left unchecked. For 
instance, Australia’s living standards would suffer if rising sea levels due to global 
warming led to extensive flooding in our capital cities and coastal towns; if fires 
and storms were to become more severe, there would be property damage and loss 
of life. If less rain fell, more farmland would become unproductive and the snowfields 
could disappear. Without the current inclusion of these external costs by decision 
makers and users of 
resources, production and 
emissions will go on una-
bated. The real challenge 
for governments is to find 
a mechanism or policy 
(such as introduction of 
a carbon tax or starting a 
carbon emissions trading 
scheme) designed to force 
businesses and house-
holds who contribute 
to these problems, to 

FIGURE 2.24 The expansion 
of industries that emit carbon 
and other pollutants results in 
negative externalities or 
spillovers, including climate 
change. Current and future 
generations will pay for these 
through lower future living 
standards.

Greenhouse gas emissions are an 
example of negative externalities 
and involve the release of carbon 
dioxide and other gases into the 
atmosphere by producers and 
consumers of particular types 
of goods and services. They are 
believed to accelerate global 
warming, increase severe weather 
events, damage public health 
and cause rising sea levels.

Agriculture, forestry and
�shing — 29.3%

Mining — 13.8%

Manufacturing — 27.7%

Electricity, gas and water — 8.0%

Construction — 0.4%

Commercial services — 12.2%

Transport and storage — 8.7%

Source: DCC (2008b): ABS (2007).

FIGURE 2.25 The main 
sources of Australia’s 
greenhouse gas emissions by 
industry

Source: Data is derived from The 
Garnaut climate change review, 

figure 7.15.
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82 economics down under book 1

internalise or pay the full cost of their decisions, thereby changing how our resources 
will be used in the future.

Australia’s rising greenhouse gas emissions (megatonnes CO2 equivalent)
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The effects of positive externalities on how 
resources are used
Positive externalities are the opposite of negative externalities. They represent the spill-
over of benefits to be enjoyed by third parties that result from the production and con-
sumption decisions of others. As with negative externalities, such benefits are external 
to the market or price system and are not taken into consideration by buyers or sellers 
of goods and services when decisions are made about how Australia’s resources are 
used. When particular goods or services are produced and others are consumed, any 
positive externalities (the spillover benefits) will be ignored by key decision makers who 
are largely guided by the benefits or satisfaction gained by them personally, and not 
by any external benefits that other third parties might enjoy. If external benefits were 
taken into account, production and consumption of these goods or services would be 
higher, and our resources better allocated.

There are numerous examples of positive externalities arising from economic 
activities where some benefit spills over for third parties to enjoy, for example:
1. The satisfaction gained by your neighbours when you paint your house or improve 

its appearance in some way. This might also cause others in the street to enjoy higher 
property values, even though they did not pay to improve your house. 

2. The production and consumption of education. Clearly, personal spending on edu-
cation provides benefits to individuals such as higher income and improved job 
opportunities. However, your spending on education also results in external benefits 
that spill over, to be enjoyed by the rest of society. For instance, the economy might 
greatly benefit from increased worker efficiency, greater innovation, lower crime rates 
and reduced government outlays on welfare payments to the poor.

3. Vaccinations, blood tests and chest X-rays. Again, the benefit is not limited to indi-
viduals directly involved with the market transaction. The whole community enjoys 
the spillover benefits and living standards are increased.

4. If a business buys and installs expensive equipment that reduces its pollution of the 
atmosphere. While there are internal costs to the firm, important benefits spill over 
for the community to enjoy, including a reduced incidence of breathing disorders, 
improved health for local residents, lower health costs for government and a reduced 
impact on climate change.
In all four cases, the exclusion by the market of these positive externalities means 

that fewer resources will be allocated to various areas of production than would other-
wise be the case. Here, decisions made through the market are distorted and this lowers 
our living standards. Fortunately, government policy decisions and intervention can 
help to correct some of the misallocation of resources caused by the market system.

FIGURE 2.26 Negative 
externalities involving 
increased greenhouse gas 
emissions result from 
Australia’s economic growth

Source: Data is derived from ABS 
4613.0 (released January 2010). 
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83chapter 2 Economic growth and sustainable development

•	 Try applied economic exercise 7, pp. 00–0

•	 A report on an investigation questions 2 or 3, pp. 00–0

•	 View DVDs, p. 000

•	 Try class debates 2, 3, 4, 5, 6, 7, p. 000

•	 An essay question 2 or 3, p. 000

2.7 Decisions made by households, 
businesses and governments affect 
Australia’s rate of economic growth 
and the environment

Each day, households, businesses and governments (both here and overseas) make 
decisions, spend money (i.e. AD = C + I + G + X − M) and undertake various econ-
omic activities. Generally, when choices are made that increase levels of household 
consumption, business investment, government or net export spending, the rate of 
economic growth tends to accelerate, creating various externalities and impacting on 
the environment.

The influence of households
As consumers, we all affect Australia’s rate of economic growth by our level of 
household consumption spending. For example, if we decide to buy chocolates, drive to 
the footy match, turn on a light switch, buy disposable tissues, go to the cinema, ski in 
Japan or add to our level of bank savings, this choice has a direct impact on AD and, 
hence, the level of GDP and economic growth (think of the circular flow model). 

Our decisions affect what firms produce and the use of renewable natural resources 
(productive inputs that can be replaced or regenerate fairly quickly; for example, some 
plants and animals) and non-renewable natural resources (resources like oil, that cannot 
be replenished). The decisions made also result in externalities and affect the health 
of environmental resources (communally used gifts of nature; for example, clean air, 
stable climatic conditions, areas of natural beauty, unpolluted oceans stocked with fish 
and a healthy stratosphere). However, the impact of household consumption spending

FIGURE 2.27 If the costs of 
carbon emission resulting 
from the generation of 
electricity using coal were 
internalised and paid by power 
companies and consumers, 
there would be increased 
benefits for the rest of society 
to enjoy.

1 What are externalities and 
why do they represent an 
example of market failure?

2 Explain the differences 
between positive 
externalities and negative 
externalities, giving clear 
examples of each.

3 Why do positive externalities 
cause some types of 
goods or services to be 
underproduced, lowering our 
living standards?

4 Why do negative 
externalities cause some 
types of goods and services 
to be overproduced, lowering 
our living standards?

Renewable natural resources are 
productive inputs, such as some 
plants and animals, that can 
be replaced or regenerate fairly 
quickly.

Non-renewable natural resources 
are productive inputs, like oil, 
that once used up, cannot be 
replaced.

Environmental resources are 
the communally owned gifts 
of nature; for example, clean 
air, stable climatic conditions, 
natural beauty spots, unpolluted 
oceans stocked with fish and a 
healthy stratosphere.
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84 economics down under book 1

does not stop here because there is the matter of disposing 
of waste once it is no longer useful. This has also become a 
massive problem because landfill space is limited and pol-
lutants from rubbish tips find their way into the atmos-
phere, soils and waterways. It is frightening to think that 
everything that has ever been produced by people even-
tually becomes waste. How sustainable are the decisions 
that households are making and will future generations 
have the same opportunities to enjoy reasonable living 
standards?

The influence of businesses
Business firms also make many decisions affecting the 
rate of economic growth. For example, will they under-
take business expansion through increased investment 
spending on new plant and equipment? This has an impact 

on the levels of AD (AD = C + I + G + X − M) in the circular flow model, as well as on 
 Australia’s level of productive capacity. This affects growth of GDP, employment, incomes 
and material living standards. There are also decisions made by firms about what renew-
able, non-renewable, environmental and other resources they will use to produce the 
goods and services wanted by households. Will businesses grow their production and will 
this have negative externalities and adverse impacts on non-material living standards?

Overall, business firms often tend to downplay negative externalities including en viron-
mental concerns, because to do otherwise would mean higher costs and lower profits. They 
attempt to reassure both governments and the community that their activities are not cre-
ating significant damage. They usually tend to reject the need for direct government envi-
ronmental regulations or intervention in the market, instead promoting their commercial 
interests through organisations such as the Minerals Council of Australia, the National 
Association of Forest Industries, and the Business Council of Australia. In recent times, 
for instance, forest industry groups have conducted a campaign to extend logging licences 
in state forests and to build a pulp mill in Tasmania, while miners pushed for additional 
uranium and other mines, and for increased mining in Kakadu National Park.

The influence of the Greens and conservationists
The Australian Conservation Foundation, the Wilderness Society and Greenpeace are 
three pressure groups that seek to influence the decisions made by households, businesses 
and governments. They aim to heighten community awareness about negative externali-
ties, environmental matters and various economic activities such as whaling, over-fishing, 
the use of long-line nets, the dangers of nuclear power, excessive logging, the adverse 
effects of mining, and the need to expand and protect our national parks and heritage 
areas. In addition, the Greens and some independents have often sought election to 
federal and state seats based on their environmental policies. Indeed, starting in 2010, the 
minority Gillard government relied on votes from these groups to achieve a majority in 
the Lower House, in exchange for action on the environment, including the introduction 
of a carbon tax that commenced in July 2012. In contrast, during the September 2013 
election, the Coalition promised to scrap the carbon tax and replace it with an incentive 
based, ‘Direct Action’ policy. After lengthy debate and opposition, the carbon tax was 
abolished early in July 2014, but as yet, legislation has not been passed to allow for the 
implementation of the Federal government’s proposed Direct Action policy. 

Government policies can affect the rate of 
economic growth
Already we have mentioned in passing that the Australian government wants to grow 
the economy. Its target or goal of strong and sustainable economic growth is to see GDP 
rise by an average of perhaps 3.0 to 3.5 per cent a year. Rates above this often cause the 
economy to overheat (suffer from shortages of goods and services, and inflation) because 
there is insufficient productive capacity available and aggregate supply is limited. Rapid 
growth also greatly accelerates environmental damage. However, slower rates of economic 
growth below this 3.0 to 3.5 per cent range mean there is unused productive capacity. 
Here, GDP is rising too slowly to maintain full employment and improve living standards.

FIGURE 2.28 Are you an 
ethical consumer? Ethical 
consumerism occurs when the 
consumer intentionally 
purchases products and 
services that are made 
ethically. The rise of fair trade 
products, such as this KitKat, 
is one such example, showing 
the influence consumers can 
have on the production 
process. Fair trade aims to 
help producers in developing 
countries achieve better 
trading conditions and 
promote sustainability.

1 Explain how the 
consumption or spending 
decisions made by you and 
other Australian households 
might affect:
a the rate of economic 

growth
b the state of the 

environment.
2 How might decisions made 

by business firms about 
new investment and the 
production of particular 
goods and services affect:
a the rate of economic 

growth
b the state of the 

environment.

The goal of strong and sustainable 
economic growth is an Australian 
government objective involving 
the fastest possible rate of growth 
in national production each year 
that does not undermine the 
achievement of other government 
goals such as low inflation, or 
jeopardise the living standards 
of future generations by creating 
environmental and other problems.
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85chapter 2 Economic growth and sustainable development

As we shall now see, the Australian government uses 
both aggregate demand and aggregate supply policies 
to help promote a sustainable rate of economic growth, 
and avoid both inflation and unemployment.

Australian government policies to 
regulate Australia’s level of aggregate 
demand and economic growth
Macroeconomic or aggregate demand policies involve 
government measures to regulate the level of spending 
on Australian goods and services (i.e. AD = C + I + G 
+ X − M). These strategies are used in a way designed 
to help flatten out the severe ups and downs in the 
business cycle. This stabilising approach is illustrated in 
figure 2.30.

There are two types of macroeconomic policies that 
can be used to promote a steadier rate of economic 
growth.

Monetary policy

Monetary policy involves the Reserve Bank of Aus-
tralia (RBA) using changes in interest rates to control 
spending and regulate the level of economic activity 
and GDP. Here, interest rates represent the cost to 
firms and households for borrowing credit. Alterna-
tively, people with savings deposits in a bank account 
also receive interest as a reward. By changing interest 
rates, the RBA can regulate how much money is saved, 
borrowed and spent using countercyclical policy. With 
this in mind, the RBA can push down interest rates to stimulate borrowing and 
spending (an expansionary policy to lift AD, as in 2008–09 and 2011–12–13–14) if 
there is a recession or downturn in the rate of economic growth. By contrast, when 
spending and activity are running too strongly, causing an inflationary boom, rises 
in RBA interest rates are the way to go (i.e. a more contractionary policy as in, for 
example, 2002–08, and a loss expansionary policy between 2010–11 and 2012–13).

Budgetary policy

The federal treasurer introduces budgetary policy each year. It involves changing 
rates of tax (e.g. personal income tax, company tax on profits, the goods and ser-
vices tax, excise tax on alcohol, tobacco and petrol), along with levels of govern-
ment outlays (e.g. on welfare benefits, health, education, defence, communi cations 
and industry assistance). Since taxes are a leakage in the circu lar flow model and 
government outlays are an injection (see p. 69), the budget can alter AD and, hence, 
the short-term rate of economic growth. When the budget is used as a stabiliser of 
the business cycle, measures are applied in a countercyclical way. Thus, in a period 
of recession where low spending causes a drop in the rate of economic growth, the 
treasurer could cut tax rates or increase budget outlays to encourage more spending 
(an expansionary budget deficit; for example, $54 billion in 2009–10 following the 
global financial crisis in 2008–09). In reverse, if the pace of economic growth was 
too high and the economy was overheating leading to an inflationary boom, rises in 
tax rates and reduced government outlays should cool econ omic activity (contrac-
tionary budget surpluses; for example, in 2007–08 of $19 billion or cutting the size 
of the budget deficit from $55 billion to an estimated $18 billion between 2009–10 
and 2012–13).

Australian government policies to promote aggregate supply 
and economic growth
Aggregate supply policies, especially government microeconomic reforms, have been 
widely applied to improve efficiency in the use of Australia’s resources. Higher effi-
ciency means getting more output from the same inputs, thus growing aggregate 
supply. Higher ef ficiency also reduces production costs, raises profits and encourages 

FIGURE 2.29 Pollution of the air damages our non-material living 
standards, and if it leads to global warming and severe weather 
events, might also slow the rate of economic growth.
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Ideal sustainable rate
of economic growthContractionary policies used 

to slow AD/GDP during 
in�ationary booms

Expansionary policies used to lift 
AD/GDP during recessions and 
unemployment

Business
cycle

FIGURE 2.30 How 
macroeconomic policy can 
help to stabilise or flatten out 
the business cycle 

Aggregate supply policy, 
including microeconomic 
reforms, involves government 
cost-cutting measures to help 
improve efficiency in Australia’s 
use of scarce resources, so that 
more GDP can be produced from 
the same resources.

Monetary policy involves the 
Reserve Bank of Australia (RBA) 
using changes in interest rates 
to help stabilise the level of total 
spending, economic activity and 
GDP.

Interest rates are the price or cost 
of borrowing credit from banks.

Countercyclical policy involves 
changing government polices to 
increase total spending during 
a downturn, and decrease total 
spending during an upturn so as 
to help promote better economic 
stability by ironing out the ups 
and downs in the levels of AD 
and economic growth.

Expansionary policy involves 
measures by the government 
designed to boost spending in 
the economy.

Contractionary policy involves 
measures by the government 
designed to slow spending in the 
economy.

Budgetary policy involves the 
federal treasurer using changes in 
the level of taxes and government 
outlays to help regulate the level 
of total spending, economic 
activity and GDP.
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86 economics down under book 1

firms to expand output. This improves the capacity of the economy to produce goods 
and services, and lifts the potential or sustainable rate at which economic growth can 
occur.

Many federal government microeconomic efficiency reforms have been applied 
recently, including:
•	Cutting tax rates. Between 2000 and 2012, the government reduced tax rates on 

personal incomes, company profits and capital gains from the selling of assets 
such as shares and property. Lower tax rates help encourage greater personal 
effort by individuals. They also improve business profits and encourage invest-
ment in new technology and equipment. As a result, these reforms should help 
increase efficiency, lift productive capacity and boost the potential rate of econ-
omic growth.

•	 Deregulation of the labour market. Market deregulation involves gradually reducing 
the government’s interference in various markets. Perhaps the best-known example is 
the deregulation of the labour market. Essentially, this has involved a shift from the 
government-regulated minimum wage system for setting pay and conditions, to the 
widespread use of enterprise bargaining. In the latter case, wages are set through nego-
tiations between workers and their boss, on a firm-by-firm basis. Pay levels are related 
to a worker’s productivity or efficiency so, unlike the old system, there is now a greater 
incentive to work hard. In all cases, the main aim of market deregulation is to increase 
the level of market competition and efficiency. In turn, greater efficiency slows pro-
duction costs and grows the economy’s potential GDP.

•	 Promotion of greater competition. The government has introduced reforms to stimu-
late the level of competition or rivalry between firms in the setting of prices. This 
should force businesses to cut costs by better efficiency levels. Improved efficiency 
enables greater output from the same inputs. In this area, government measures have 
included bolstering the power and profile of the Australian Competition and Con-
sumer Commission (ACCC). As discussed, this organisation is responsible for 
enforcing the Competition and Consumer Act (CCA) of 2010 (formerly called Trade 
Practices Act or TPA). The CCA makes it illegal for firms to collude using strategies 
to push up or fix prices, or limit competition. So activities such as price fixing, collu-
sive bidding, market zoning, price leadership and interlocking directorships are all 
outlawed because they reduce business efficiency and productive capacity, and worsen 
the inflation rate (see chapter 1, p. 20). 

•	Tariff cuts. Tariffs are an indirect tax that is added onto the price of imports. 
Tariffs limit competition from imports, reduce local efficiency, increase production 
costs for other local industries and slow the potential rate of econ omic growth. 
Since the early 1970s, the federal government has progressively reduced tariffs 
protecting local firms. Figure  2.31 (p. 85) shows that general tariff rates have 
gradually fallen from a high of 38 per cent in the late 1960s, to less than 5 per 
cent since 1996. Higher tariff rates applying in special industries (e.g. textiles, 
footwear, clothing, automobiles) have also been reduced greatly from a peak in 
the mid-1980s. In addition, further tariff cuts occurred in 2010 and more are 
scheduled for 2015. The lowering of government tariff protection means that only 
efficient firms will survive and resources will be allocated to those areas where 
Australia has a cost advantage in production. Greater efficiency should lift the 
potential rate of economic growth.

•	 National infrastructure projects. Especially in the last five years to 2013, there was 
increased federal government spending on national infrastructure projects. Govern-
ment budget spending on highways, rail links, port facilities, telecommunications 
including the National Broadband Network (NBN), water supply, the power grid, and 
education and training facilities help to grow the quantity and efficiency of Australia’s 
capital resources. This helps encourage business expansion, the growth in Australia’s 
productive capacity and PPF, and the potential rate of economic growth.

•	 Immigration policy. In recent years, the federal government has actively promoted 
quite high levels of immigration, of around 190  000 migrants a year, especially those 
with wanted skills that are in short supply. This policy helps reduce labour shortages 
and thus increases both the quantity and efficiency of Australia’s labour resources. In 
turn, a bigger and more skilled labour force helps to grow our PPF and the sustainable 
rate of economic growth.

Market deregulation is the 
reduction of unnecessary 
government controls and 
restrictions limiting competition 
and efficiency in various markets.

Tariffs represent a form of 
industry protection and involve 
taxes added onto the price of 
imported goods designed to 
make them more expensive than 
the locally produced item.

1 Explain how the Australian 
government might use 
budgetary policies and 
monetary policies to affect 
the cyclical rate of economic 
growth and promote 
economic stability during:
a a recession where 

economic growth 
has slowed and 
unemployment is rising

b an inflationary upswing 
or boom where economic 
growth is too fast.

2 Explain how the Australian 
government might use the 
following aggregate supply-
side policies to increase 
the economy’s productive 
capacity and potential rate 
of economic growth.
a Cuts in tax rates
b Market deregulation
c Privatisation
d Tariff cuts and trade 

liberalisation
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1968–69

36General manufacturing tariff(%)

Passenger motor vehicles tariffs (%)
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Agricultural tariffs (%)
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FIGURE 2.31 How the Australian government has changed tariffs protecting local industry

Sources: Data derived from various publications and articles including AGPS, Industry Commission, Productivity 
Commission, Financial Review, Trade Policy Review 2002, Report by the Department of Foreign Affairs and Trade 

2002, Budget papers 2008–09 (Statement 5, p. 3 and Statement 6, p. 11) and other sources.

International cooperation between governments can affect 
economic growth and the environment
Internationally, governments have worked together to promote economic growth and 
improve the environment.
International government cooperation to promote global economic growth

The governments of some nations work together to influence the world’s rate of economic 
growth. In the recent global financial crisis (GFC) and recession during 2008–10 (initially 
caused by greed and unsound lending practices by banks and others at the high-risk end 
of the home mortgage market in the US), there was substantial inter national cooperation 
to tackle the problem. With recession (i.e. negative economic growth) at that time and 
shrinking GDP in many key economies in 2009 as shown in figure 2.32 (p. 86), govern-
ments in the US, Australia, UK, Germany, Italy, France, China, Japan and elsewhere dis-
cussed the problem and all adopted expansionary monetary and budgetary policies.

These policies sought to lift AD and restore financial, consumer and business confi-
dence. Measures included cutting income tax rates, boosting government spending on 
building public infrastructure (highways, schools, ports, dams, rail links, telecommuni-
cations), and increased cash handouts to families and those on welfare. Official interest 
rates were also slashed dramatically to very low levels (almost zero per cent in the US, 
Japan and UK) and other measures were adopted to encourage bank lending. 

The work of the G20 is another example of international government cooperation to 
promote global economic growth. The G20 was formed in 1999, made up of the finance 
ministers from each of the top 20 trading econ omies including Australia and the Euro-
pean Union. At the G20 Summit held in London on 15 March 2009 the finance minis-
ters tried to deal with the most serious economic downturn since the Great Depression 
(1929–34) through the following measures:
•	 stimulating global spending
•	 closer monitoring and some re-regulation of financial markets
•	 establishing better ways to deal with toxic or bad debts
•	 increased financial support for the International Monetary Fund (IMF) to help the 

G20 support troubled countries. 
More recently, in mid-2011 and in 2012, major European leaders got together to 

again provide extra finance to the Greek government to help it meet its spending com-
mitments, and avoid even harsher financial measures that may have caused the Greek 
economy to slide deeper into recession. This came on top of special credit arrangements 
extended to several other European nations to help rescue them from deteriorating 
economic conditions following the global financial crisis.

G20 is an international group 
formed in 1999, made up of the 
finance ministers from each of 
the top 20 trading econ omies, 
including Australia and the 
European Union. The group’s aim 
is to deal with economic issues 
of common concern to members. 
In recent years, this has involved 
developing strategies to deal 
with the GFC, global financial 
instability and high levels 
of government debt in some 
countries. 
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FIGURE 2.32 International comparisons of the effect of the global financial crisis (GFC, 2008–09) 
on the real GDP of different countries in 2009

Note: The key on the left of the map shows the annual percentage change in GDP by country. Countries shown in 
brown are in recession (i.e. 2 or more consecutive negative quarters of GDP growth).

Source: Wikipedia, the free encyclopedia, using data derived from the CIA Factbook for GDP by country, 2009. 
Map copied directly from en.wikipedia.org/wiki/File:GDP_Real_Growth.svg. See also en.wikipedia.org/wiki/

Financial_crisis_of_2007%E2%80%9308

There is also international cooperation through the World Trade Organization (WTO). 
This is an insti tution originally set up in 1995 to promote free trade as a means of accel-
erating global economic growth. Here, countries are encouraged to reduce their levels of 
tariff protection (i.e. trade liberalisation). It is argued that removing tariffs encourages 
countries to use resources more efficiently. They will only produce those goods and ser-
vices where they have the greatest or comparative cost advantage. Removing tariffs helps 
to promote economic globalisation where national borders no longer restrict the free 
movement of goods, services and money capital. Globalisation accelerates the expansion 
of exports and, hence, allows for faster rates of economic growth, both nationally and 
internationally.

The influence of government on 
environmental issues
In the years to 2014, much alarm has been expressed about negative externalities 
associated with economic growth and worsening environmental issues such as:
•	 rising greenhouse gas emissions including CO2
•	 global warming (a rise in average world temperatures of up to 6.4 degrees Celsius by 

2010 above 1990 levels)
•	 destruction of the ozone layer
•	 extreme weather events including prolonged drought, floods and bushfires
•	 melting of the polar ice caps
•	 rising sea levels (by between 0.5 to 1.0 metres) endangering island and coastal 

communities
•	 acid rain (where carbon and other emissions into the atmosphere cause rain to become 

dangerously acidic)
•	 deteriorating air quality
•	 deforestation
•	 lack of healthy environmental river flows
•	 toxic substances entering our food chain
•	 waste disposal issues
•	 destruction of biodiversity (where some plant and animal species become extinct).

World Trade Organization (WTO) 
is an international insti tution 
originally set up in 1995 to 
promote free trade as a means 
of accelerating global economic 
growth and development.

Comparative cost advantage 
involves nations specialising in 
the production of those particular 
goods and services where they 
have the greatest cost advantage 
or least cost disadvantage in 
production.

Economic globalisation involves 
the creation of one large 
international market where 
goods, services and money 
capital are free to flow across 
national borders.

1 Explain how each of the 
following environmental 
policies might reduce 
environmental problems 
associated with economic 
growth.
a The carbon tax
b Promoting renewable 

energy
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89chapter 2 Economic growth and sustainable development

In addition, we now know that environmental damage causes great loss of life, 
damages the economy through reduced production (for example, farm, mine and export 
output) and weakens the government’s financial position through lower tax revenue 
and the need for higher government spending on infrastructure and assistance to those 
affected. Clearly, failure to adequately respond to this harm, threatens our survival and 
undermines our living standards. 

As a result of growing concern, a range of environmental policies has been intro-
duced, both by the Australian government and through international government 
cooperation. These measures are designed to help reduce environmental damage and 
global warming resulting from economic activities. 

International cooperation to protect the environment — the 
Kyoto protocol
Early in 2008, the Australian government signed the Kyoto agreement. This is an inter-
national agreement initiated in 1997 through the United Nations aiming to stabilise 
the concentration of greenhouse gases in the environment, which are adding to climate 
change and global warming. By 2011, over 190 countries supported the agreement, but 
a notable exception was the United States. In order to reach targets under this agree-
ment, several countries already have, or plan to have, a carbon tax including Denmark, 
Finland, Germany, Italy, the UK, South Africa and India. Some even have emissions 
trading schemes (see later explanation, p. 00).

From Australia’s point of view, signing this accord initially committed us to limiting 
our greenhouse gas emissions for the period 2008–12, to a target of 108 per cent of the 
1990 emissions level. It is then up to our government to work out ways of achieving 
the target. Current modelling suggests that this outcome should be attainable. However, 
the challenge will be far more difficult in subsequent periods to 2020 and 2050, when 
the government initially agreed to a 60 per cent cut. Achieving these reductions cannot 
be done without a range of government environmental policies.

The Australian government’s environmental policies
Australia’s annual carbon emissions per person are the highest in the world (27.3 
metric tons of CO2 per person per year). This contributes disproportionately to global 
warming and extreme weather events. With this thought in mind, Australian govern-
ments have recently attempted to respond to this worrying situation, mostly with 
limited success, through three environmental policies, the last of which is expected to 
be implemented sometime during 2014. All three policies have sought to reduce carbon 
dioxide (CO2) emissions, climate change, global warming and extreme weather events.
1. The proposed Carbon Pollution Reduction Scheme (CPRS) 
 The idea of the Carbon Pollution Reduction Scheme (CPRS) was first floated in the 

Garnaut Climate Change Review in 2008 and was favoured by the Rudd Labor 
government. Essentially, it sought to reduce emissions by putting a price on the release 
of carbon into the atmosphere, by businesses. This scheme involved the government’s 
sale of one pollution permit for each tonne of CO2 emissions. By making it more 
expensive and less profitable for firms to generate greenhouse gases, businesses would 
change their decisions and switch to cleaner products and technologies, thus reducing 
market failure involving negative externalities in the form of climate change. 

  In this scheme, it was proposed that the exact cost or price of permits would be 
decided by the forces of demand and supply in a carbon emissions market. Here, the 
carbon price would move up and down, mainly as a result of changed conditions of 
demand by polluters. In the end, with an election looming, lack of numbers to pass 
the legislation in the Upper House and uncertainty surrounding this complex scheme, 
the Rudd government’s carbon emissions trading scheme (ETS) failed to get parlia-
mentary approval. 

2. The introduction of a carbon tax 
 With support from the Greens and Independents, the minority Gillard Labour govern-

ment decided to introduce a carbon tax from July 2012, following the successful 
passing of the Clean Energy Act (2011). The tax is a far simpler way to put a cost or 
price on carbon emissions by firms, than the CPRS or an ETS, and it should also help 
to reduce negative externalities or market failure. However, the coverage of this tax 
is quite narrow. It is only paid by Australia’s 500 worst-polluting companies (typi-
cally in generating electricity, waste disposal by councils, and in steel and aluminium 

Environmental policies 
are measures adopted by 
governments designed to reduce 
environmental damage caused by 
the production, consumption and 
disposal of goods and services.
The Kyoto agreement is a 1997 
international treaty, signed by 
Australia in 2008. It commits 
Australia to limiting its carbon 
emissions for the period 
2008–12 to 108 per cent of the 
1990 emissions level.

The Carbon Pollution Reduction 
Scheme is an emissions trading 
scheme that was proposed by 
the Rudd government as a way of 
reducing emissions by allowing 
the cost of pollution permits 
to be decided in the market by 
demand and supply.
A pollution permit is sold by the 
government and would need to 
be purchased at the going price 
by firms that generate carbon 
emissions.
A carbon emissions trading 
scheme puts a price on carbon 
emissions by allowing this to be 
decided by demand and supply for 
pollution permits in the market.

A carbon tax simply puts a cost 
or price on carbon emissions 
of firms producing goods and 
services. The aim is to change 
decisions and encourage a switch 
by producers and consumers to 
cleaner, and eventually cheaper, 
energy alternatives such as wind, 
solar, hydro and perhaps nuclear 
power on which there would be 
no carbon tax.
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90 economics down under book 1

smelting). The starting price for the tax was $23 for each tonne of carbon emissions. 
This cost was then planned to rise annually by 2.5 per cent until 2015, when the then 
government hoped to introduce the CPRS or ETS. 

  The carbon tax was also designed to affect the behaviour of consumers who would 
be encouraged to reduce their consumption of now more expensive, environmentally 
dirty goods and services, switching instead to cleaner substitutes (e.g. electricity gen-
erated from wind, hydro or solar) on which there was no tax. So while the carbon 
tax helps to promote new green industries and a more efficient use of resources in the 
long term, unfortunately, it is a regressive tax for lower income earners who faced the 
burden of higher prices for electricity, transport, food and other goods and services. 
Although low income earners and some overseas trade exposed exporting businesses 
were partly compensated for higher prices by receiving a cut in their rate of income 
tax (paid out of the $7 billion in government revenue from the sale of the pollution 
permits) or other offsets, this compensation aspect greatly reduced the effectiveness of 
the tax in changing household and business behaviour towards greener alternatives.

3. The proposed ‘Direct Action’ climate change policy of the Coalition
 During the September 2013 election, the Coalition under Mr Abbott, promised to 

abolish the carbon tax and the Clean Energy Act, abandon the planned move to an 
emission trading scheme (ETS) scheduled for 2015, and introduce a new Direct Action 
climate change policy. Achieving this requires the passage of the Clean Energy Leg-
islation (Carbon Tax Repeal) Bill, through both houses of parliament. In July 2014, 
this legislation finally passed the Upper House and so the carbon tax has now been 
abolished. However, the legislation allowing for the introduction of Direct Action 
policy has not yet been passed by the Senate.

  Although some of the finer details are still being thrashed out, essentially, the Direct 
Action Policy appears to involve two main parts:
•	 First, the use of financial incentives or the carrot, for firms to reduce their emissions. 

This is centred around:
– establishing a $1.55 billion (over four years) Emissions Reduction Fund (ERF) to 

direct money to genuine, new projects that will reduce emissions in Australia
– encouraging firms to bid for money under a reverse auction process, where the 

lowest cost applications for reducing emissions will win grants projects from 
increasing energy efficiency in manufacturing and buildings, to planting trees.

•	 Second, there is the stick or requirement for businesses to have emissions below a 
current set baseline. Indeed, some companies are already subject to annual reporting 
of their emissions, which for most, will become their baseline after the new scheme 
commences (assuming the legislation finally passes the Upper House at some stage). 
Firms exceeding their baseline could be required to purchase carbon credits or off-
sets from the carbon market, where the price would be set by the operation of 
demand and supply for credits.

 Additionally, other, less dramatic environmental strategies are planned by the Abbott 
government, including the development of carbon capture and soil storage, that is 
claimed to also improve soil quality, the establishment of a Green Army involving 
15  000 people in local communities to clean up and enhance the environment, the 
enhancement of natural water supplies and reduced reliance on water desalination 
plants that are energy intensive, a review of the current 20 per cent renewable energy 
target, and streamlining the environmental approval process for business.

  Critics of the Direct Action policy claim it may end up being more expensive and 
less effective than the proposed ETS in meeting the Kyoto emissions targets, to which 
Australia agreed (i.e. a 5 per cent reduction in our carbon emissions by 2020). In 
addition, some businesses feel that the incentives appear insufficient to be worthwhile. 

•	 Try the multiple-choice test, pp. 00–00

•	 Try terminology revision 1, 2, 3, pp. 00–0

•	 Try applied economic exercises 8, 9, 10, pp. 00–0

•	 Try folio of annotated media commentaries 2, p. 00

•	 Try reports on an investigation 2, 3, pp. 00–000

•	 Try economic simulation activity — role play, p. 000

•	 Try an essay p. 000

Direct Action climate change 
policy is the initiative that 
has been proposed by the 
Abbott government, planned 
to commence in 2014, 
although it is still awaiting final 
parliamentary approval. Amongst 
other things, it involves reducing 
carbon emissions by offering 
financial incentives or payments 
to firms who successfully bid for 
a share of money for effective 
projects, along with setting 
baseline levels of emissions for 
relevant businesses. 

1 How has international 
cooperation helped to 
achieve the following? 
a Promote economic growth
b Protect the environment
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91chapter 2 Economic growth and sustainable development

In order to satisfactorily complete VCE Economics Unit 1, 
Part 1, the teacher must decide whether the student has 
demonstrated the achievement of the specifi ed key 
knowledge and key skills for Outcome 2. The teacher’s decision 
should refl ect results from school-based assessment. Generally, 
this should take place as part of the normal teaching and learning 
program. In addition, most assessment will be completed in 
class under a limited time frame. With this in mind, teachers 
may select from an appropriate range of tasks provided on the 
following pages.

Multiple-choice test questions

Using the multiple-choice answer grid (below), select the letter 
(A, B, C, D) that represents the most appropriate answer for each 
question by marking it with a tick (✓).

Answer grid

Question A B C D

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Question A B C D

26

27

28

29

30

31

32

33

34

35

Question 1
In an economy, economic growth always occurs when:
A there is more spending on goods and services between one year 

and the next.
B there is more production of goods and services between one year 

and the next.
C there are more resources available between one year and the 

next.
D business activity is steady between one year and the next.

Question 2
Concerning GDP (chain volume) as a measure of economic 
growth or the size of the economy, which statement is generally 
false?
A It measures the annual value of most goods and services 

produced.
B In the circular fl ow model, it can also be estimated by measuring 

AD or the total incomes paid to producers.
C It has had to be adjusted to help remove the effects that infl ation 

has on the value of production.
D Its value includes all goods and services produced in the country 

(including washing the dog, home-grown vegetables, trade in 
illegal guns) and it makes a downward adjustment to allow for 
negative externalities.

Question 3
The Australian government seeks to achieve the goal of a strong 
and sustainable rate of economic growth. This is currently defi ned 
as an annual long-term rise in GDP averaging around:
A 1–2 per cent
B 2–3 per cent
C 3–3.5 per cent
D above 4–5 per cent.

Question 4
From fi gure 2.33 (p. 00), which of the following is incorrect 
concerning Australia’s rate of economic growth (measured by the 
annual percentage change in GDP)?
A Economic growth and activity generally moved in a cyclical 

pattern.
B The government’s target range for economic growth was generally 

achieved during the years shown.
C There is no evidence that there may have been a recession 

during this period.
D There were at least two major slowdowns in the rate of economic 

growth over the period shown.
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Question 5
Which one of the following would have an effect on the rate of 
economic growth that is different to that of the other three?
A The government announces a cut in income tax.
B Households feel pessimistic about future employment prospects 

and fear that they may soon become unemployed.
C The rate of economic growth in the United States and Japan 

strengthens, combined with a lower exchange rate for the A$.
D Interest rates fall following an announcement by the RBA.

Question 6
Given the following 
hypothetical data in table 2.3 
below, predict what may soon 
happen to the country’s rate 
of economic growth. Assume that, currently, the country has been 
enjoying a 3.6 per cent annual rate of economic growth with fairly 
low unemployment.

TABLE 2.3 Hypothetical data relating to percentage changes in 
AD for a country

Component of AD
Annual percentage 

growth last year
Annual percentage 

growth this year

C 5 1

I 4 2

G 2 1

X 7 4

M 9 9

A The rate of economic growth will probably tend to accelerate.
B It is impossible to predict anything about the rate of economic 

growth.
C The rate of economic growth will probably tend to slow.
D There will tend to be a boom.

Question 7
Referring again to table 2.3 and the two-year trend in the 
components of AD (C + I + G + X − M), which one of the 
following causes is most likely to be a correct explanation?
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Annual changes in Australia’s rate of economic growth (1990–91 to 2012–13)

Year
FIGURE 2.33 Trends in Australia’s rate of economic growth (percentage change in GDP)

S ource: Data derived from ABS 5206.0.

Weblinks

A Businesses became more optimistic about sales and profi ts.
B Economic activity overseas must be rising.
C There is a slower rate of rise or even a fall in household 

disposable income.
D The government has recklessly increased budget spending on 

public works and community services such as health and 
education.

Question 8
In the long term, an economy needs more than just 
increased spending to accelerate its rate of economic growth. 
Which of the following is not a correct explanation of this 
statement?
A Strong spending or AD cannot make an economy grow any 

faster once it has reached its productive capacity or potential 
GDP.

B The lack of access to extra resources restricts production levels 
and economic growth in some economies.

C Some economies cannot lift the growth in output because of low 
effi ciency in production.

D In the long term, spending is always too low for the economy to 
fully use its capacity.

Question 9
Which of the following developments would tend to affect 
Australia’s long-term rate of economic growth in a different way to 
that of the other three?
A The use of genetically modifi ed crops by farmers
B Successful measures to help drought-proof Australian farmers
C Legislation that lowers the minimum retirement age for workers
D Legislation that raises the minimum school leaving age to 

17 years

Question 10
Which of the following would not tend to lift Australia’s long-term, 
sustainable rate of economic growth?
A A fall in the female participation rate in the labour force
B Government microeconomic effi ciency reforms including 

deregulation of the labour market and the encouragement of 
savings to provide cheaper fi nance to help increase the level of 
business investment

C The adoption of best work practice by local fi rms, managers and 
employees

D Encouragement of mineral exploration and R&D
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Question 11
Concerning the effects of economic growth, which of the following 
is false?
A Economic growth usually causes cyclical unemployment to fall 

as economic activity rises.
B Economic growth that emphasises greater effi ciency and cost 

cutting by fi rms, can lead to higher structural unemployment in 
the short term.

C Without special government policies, such as progressive income 
taxes or welfare benefi ts for the needy, there is the danger that 
economic growth may increase inequality in personal income levels.

D Strong economic growth that results in a rise in household 
income may reduce spending on imports of goods and services, 
possibly improving our trade balance with overseas nations.

Question 12
Increased economic growth:
A can cause the economy to overheat, leading to infl ation.
B need not cause infl ation if there have been rises in worker 

effi ciency and lower production costs.
C can cause negative externalities such as reduced leisure time, 

traffi c congestion, urban overcrowding and waste disposal 
problems for cities.

D All of the above may result.

Question 13
Expansionary government macroeconomic or aggregate demand 
policies are most likely to increase the rate of economic growth when:
A there are high levels of unemployment and unused productive 

capacity in the economy.
B there is a boom.
C there is infl ation and the economy is overheating.
D the economy is operating at its ideal level of economic activity 

and is at its productive capacity.

Question 14
Which of the following government policies would help most to 
increase the rate of business investment spending (I) and hence AD?
A A higher rate of personal income tax
B A reduction in the rate of tax on company profi ts from 30 to 25 

per cent
C An increase in the GST from 10 to 20 per cent
D A rise in the top effective rate of capital gains tax from 22.25 to 

44.5 per cent of the gains

Question 15
Microeconomic reforms or aggregate supply policies can help to 
increase the rate of economic growth by:
A reducing incentives to business
B increasing the output of goods and services gained from each 

unit of resources used in the economy
C neither A nor B 
D both A and B.

Question 16
Which of the following is not primarily a microeconomic or 
aggregate supply policy designed to promote economic growth?
A Cutting the rates of personal and company tax to increase 

incentives
B The government adopting an expansionary budgetary and 

monetary policy to lift spending
C Measures enforced by the ACCC to promote greater competition 

among fi rms operating in various markets
D Trade liberalisation involving tariff cuts and the adoption of 

reduced protection

Question 17
In the long term, tariff reductions may help to strengthen 
Australia’s economic growth by:
A forcing local fi rms to cut costs and become more competitive 

with imports
B making it cheaper for local fi rms to import necessary equipment 

(e.g. tractors, robots, materials) needed for production

C improving effi ciency in the way resources are used or allocated, 
shifting resources into areas of competitive cost advantage.

D All of the above may apply.

Question 18
The level of private consumption spending (C) and the rate of 
economic growth are likely to fall if there was a:
A rise in consumer confi dence
B fall in household savings
C rise in household income
D rise in government taxation.

Question 19
The level of private investment spending (I) and rate of economic 
growth would tend to increase if there was a:
A rise in business confi dence about future sales
B rise in interest rates on bank loans to businesses
C fall in business profi ts
D rise in the rate of company tax on fi rms.

Question 20
The value of spending on Australian exports (X) is likely to rise if:
A there was a recession overseas
B they became cheaper or more competitive for overseas buyers
C the exchange rate for the A$ rose or became dearer against 

overseas currencies
D there was a drought or fl oods in Australia that destroyed our 

crops.

Question 21
Which statement about AD is most correct?
A Aggregate demand is the total of all types of spending in 

Australia represented by C + I + G + X + M.
B C represents private household consumption of, for example, 

take-away food, shelter, cars, holidays and clothes.
C I represents business spending, which would rise if business 

confi dence fell.
D If AD rose, GDP would fall.

Question 22
Concerning the fi ve-sector circular fl ow model of the Australian 
economy, which statement about the value of aggregate demand 
and GDP is true? The values of aggregate demand or GDP equal:
A the total value of S + T + M
B the total value of C + I + G + X − M
C the total value of C + I + G + X.
D None of the above totals is correct.

Question 23
Using table 2.4, which of the following statements about AD in 
the Australian economy in 2011–12 and 2012–13 is incorrect?

TABLE 2.4 Estimates for the Australian economy between 
2011–12 and 2012–13

Component

Values ($ billions)

2011–12 2012–13

 Private consumption (C)
Savings (S)
Private investment (I)
Tax revenue (T)
Government outlays (G)
Imports (M)
Exports (X)

799
106
341
216
341
318
316

839
97

358
234
342
319
301

A AD was higher in 2012–13 than in 2011–12.
B AD was equal to $1478 billion in 2011–12 and was 

$1521 billion in 2012–13.
C AD in 2012–13 may have refl ected increased consumer 

confi dence on levels that existed in 2011–12.
D The value of net exports over the period 2011–12 to 2012–13 

changed from −$2 to +$18 billion thereby tending to slow AD 
and reduce the rate of economic growth.
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B because the recycling of waste by households and fi rms has been 
inadequate.

C because population pressures and materialism mean more 
production is necessary.

D All of the above are correct.

Question 31
Which of the following government measures would be least 
effective in helping to combat environmental problems?
A Government taxes imposed at higher rates on single-use 

disposable products
B Building a new freeway to carry more cars
C Improving public transport quality, reliability, speed, coverage 

and comfort
D Encouraging businesses to use more modern, non-polluting 

production methods by providing tax incentives, and charging 
companies that emit CO2

Question 32
Which of the following is not a weakness of using GDP per 
head as a measure of a nation’s total welfare or overall living 
standards?
A The value of some production, such as home duties, and the 

output of the cash and black market economies is excluded, 
making GDP an underestimation of the economy’s real level of 
output.

B GDP makes no proper allowance for changes in the number of 
hours worked and the amount of time that parents have left over 
after work to spend with their children.

C Only the direct costs of production are taken into account, rather 
than considerations such as the full impact on the quality of the 
natural environment.

D All of the above are relevant problems or weaknesses.

Question 33
Which of the following is most likely? If AD consistently grows at 
a faster rate than the economy’s productive capacity, then:
A infl ation will probably rise.
B unemployment will rise.
C GDP will rise in proportion.
D None of the above will occur.

Question 34
Concerning the business cycle, which statement is least correct?
A A period of expansion is normally associated with falling 

employment.
B Domestic economic stability usually occurs when there is low 

infl ation (an average of around 2–3 per cent a year) and low 
unemployment (around 4.5–5 per cent of the labour force), and 
strong and sustainable economic growth (a rise in GDP of about 
3–3.5 per cent a year).

C A recession is a small depression where output falls over six or 
more consecutive months.

D Infl ation slows during a contraction.

Question 35
Which of the following would be least likely to grow productive 
capacity and aggregate supply in the long term?
A Ongoing reductions in tax rates
B Restrictions on the level of foreign investment in, and ownership 

of, Australian industry
C Promotion of workplace or enterprise bargaining as the system 

used to determine workers’ pay (as opposed to the minimum 
wage system)

D Encouraging greater competition and cost cutting among rival 
fi rms in an industry

Terminology revision

1. Select the most frequently used terms for chapter 2 from the 
following list. Write out brief and accurate defi nitions of these 
using the Economics dictionary as a guide. Alternatively, try 

Question 24
Again using the data contained in table 2.4 (p. 000), which 
statement about leakages and injections is true?
A The total value of leakages fell over the period between 

2011–12 and 2012–13.
B The total value of leakages increased from $640 billion in 

2011–12 to $650 billion in 2012–13.
C The total value of injections fell in 2012–13 relative to the total 

value of injections in 2011–12.
D None of the above statements is true.

Question 25
Which of the following would be least likely to increase a 
country’s rate of economic growth?
A Increased investment levels and the expansion of capital 

resources
B Farming methods resulting in better soil management and 

fertility
C Increased concern over environmental matters and 

Aboriginal land claims (which have reduced access to natural 
resources)

D The accelerated application of new technology in industry

Question 26
The household and business sectors both interact with the natural 
environment. Which of the following is an incorrect assessment of 
this relationship?
A The household sector uses air, water and energy from the natural 

environment.
B Eventually, the household and business sectors dispose of waste 

and garbage into the environment, more or less equal in weight 
to all the goods ever produced.

C The production of more goods and services always helps improve 
both material and non-material living standards.

D In promoting economic growth, it is important for both 
households and businesses to realise that environmental 
resources such as air and water are not ‘free goods’ 
and that the world must reduce its waste of these things.

Question 27
Economic growth often results in:
A a fall in the quality of air, the extinction of native plants and 

animals, and the destruction of healthy rivers and oceans.
B greater consumer choice, better health and longer life 

expectancy.
C the growth of cities and of urban problems such as traffi c 

congestion and waste disposal.
D All of the above.

Question 28
Which statement is most correct? ‘Environmental resources’ 
include:
A all the gifts of nature as well as those provided by people.
B minerals.
C forests.
D air, oceans and the stratosphere.

Question 29
A negative externality is best illustrated by which of the following 
examples?
A You clean up and beautify your front garden that is seen from the 

street.
B The club near your house runs its noisy and unruly venue each 

Friday and Saturday night until 3 a.m.
C A bauxite mining company restores a damaged mine site and 

replants the native vegetation.
D You pay for the cost of repairing the inside of your house.

Question 30
Environmental problems have become more severe:
A because fi rms seek to maximise profi ts, minimise costs and 

exploit natural and environmental resources for which they are 
not currently charged a price.
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constructing a crossword 
using some of the key words 
from the list below. Here, 
you will need to write out 
defi nitions for the clues 
across and down. This task is fun and made easy if you use a 
program called Puzzlemaker.

Use the crossword weblink to help you create your puzzle.

aggregate 
demand-side 
factors

consumption 
spending

free trade leakages

aggregate 
demand-side 
policies

GDP living standards

aggregate 
supply-side 
factors

circular fl ow 
model

goal of 
sustainable 
economic 
growth

macroeconomic 
policies

aggregate 
supply policies

contraction government 
spending

market 
deregulation

Australian 
Competition 
and Consumer 
Commission 
(ACCC)

deregulation of 
markets

greenhouse gas material living 
standards

business cycle disposable 
income

household 
sector

microeconomic 
policies

business 
confi dence

domestic 
economic 
stability

income 
distribution

macroeconomic 
policies

budgetary policy economic 
growth

infl ation monetary policy

boom exchange rate infrastructure negative 
externalities

business sector expansion interest rates non-marketed 
goods and 
services

Competition 
and Consumer 
Act (CCA)

effi ciency injections non-material 
living standards 
or wellbeing

carbon tax enterprise 
bargaining

investment 
spending

overseas sector

exports imports

consumer 
confi dence

fi nancial sector Kyoto 
agreement

population 
growth

production 
possibility 
diagram

recession tariff unemployment

production 
possibility 
frontier

savings total incomes  trade off

productive 
capacity or 
aggregate 
supply

trade 
liberalisation

purchasing 
power

superannuation tax

positive 
externalities

sustainable 
development

Weblinks

2. Match the correct terms below to complete the fi ve defi nitions 
that follow. You may use each term only once.

Effi ciency 
in using 
resources

Aggregate 
demand 

(AD)

The goal of a strong 
and sustainable rate 
of economic growth

Gross 
domestic 
product 
(GDP)

Economic 
growth

1. .  .  . occurs when there is a rise in the level of goods and services 
produced by a country between one year and the next.

2. . . . measures the annual value of goods and services produced by 
a country and it indicates the size of the economy.

3. . .  . is where the government wants to see GDP grow by a rate that 
is not too fast causing infl ation and environmental damage, or too 
slow causing recession and unemployment. The ideal range is an 
average rate of around 3–3.5 per cent a year.

4. .  .  . is where more output can be produced from the available 
inputs or resources.

5. .  .  . represents the total annual value of spending on Australian-
produced goods and services by households, fi rms and 
governments, both here and overseas.

Applied economic exercises

Question 1
A Carefully defi ne the meaning of living standards, noting its two 

main parts or sections.
B In general, what is the main requirement for continued increases 

in material living standards in the long term?
C Classify each of the following events into those that are likely to 

affect material living standards and those that are likely to affect 
non-material living standards. Indicate the likely direction of 
change (i.e. an increase or decrease).

Item or event

Affects either material or 
non-material living standards, 
and the likely direction of change

 1.  Your boss gets you to work 
more unpaid overtime.

 2.  Higher levels of GDP per hour 
worked

 3.  Population densities in 
capital cities rise.

 4.  Due to a new freeway, the 
time taken to go to work falls.

 5.  New mineral resources are 
discovered and mined.

 6.  There is a rise in the minimum 
wage to around $622 per week 
as in 2013–14.

 7.  Crime rates soar.

 8.  Infl ation falls to low levels.

 9.  The minimum age for voting 
is increased to 25 years.

10.  Welfare benefi ts are 
abolished.

D What are the main types of relationships that exist between 
improvements in material and non-material living standards? Is 
there a trade off?

Question 2
Examine fi gure 2.34 (p. 00) showing quarterly (three-monthly 
intervals) percentage changes in Australia’s rate of economic 
growth, as indicated by GDP.
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Australia’s quarterly rate of economic growth 2002–03 to 2012–13 (percentage change in chain
volume GDP — reference year 2011–12)

Quarter

A How would you describe the behaviour of the graph’s line over 
the period shown?

B Again using fi gure 2.34, in which quarter(s) of which fi nancial 
year was Australia’s rate of economic growth:

 (i) strongest (perhaps corresponding with a peak)
 (ii) weakest (perhaps corresponding to a trough)?
C Technically, was there a recession during the period covered by 

the graph? Explain your answer.
D Giving reasons, how successful do you think the Australian 

government was in achieving its goal of a strong and sustainable 
rate of economic growth?

Question 3
A What is meant by a nation’s productive capacity?
B Using the top section of table 2.5 below, carefully draw and fully 

label a hypothetical production possibility diagram for a country 
(with a graph layout similar to that shown on p. 00) that can only 
produce goods or services. On this diagram, mark in the original 
PPF (i.e. PPF1).

TABLE 2.5 Production possibilities for a hypothetical country

Original production possibilities for the country

Type of production

Production 
possibility

A

Production 
possibility

B

Production 
possibility

C

Production 
possibility

D
Original annual 
production of services

300 200 100 0

Original annual 
production of goods

0 300 500 600

New production possibilities for the country following certain 
developments

Type of production

New 
production 
possibility

A

New 
production 
possibility

B

New 
production 
possibility

C

New 
production 
possibility

D
New annual 
production of services

350 250 150 0

New annual 
production of goods

0 350 550 650

FIGURE 2.34 Australia’s quarterly rate of economic growth 2002–03 to 2012–13 (percentage change in chain volume GDP — reference 
year 2011–12)

Source: Data derived from ABS, 5206.0. See also Excel tables, Table 2, www.abs.gov.au/AUSSTATS/abs@.nsf/DetailsPage/5206.0Dec%
202013?OpenDocument
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FIGURE 2.35

C Suppose that certain events occurred that changed the 
production possibilities, as shown in the lower section of 
table 2.5. Draw and label a second, new PPF (PPF2). Referring to 
this diagram, identify and briefl y explain two important sets of 
factors that would allow the country’s production levels to grow 
over a period of time, creating a bigger PPF.

D For each of the headlines in table 2.6 (p. 00), explain how the 
supply-side factor or event could affect Australia’s productive capacity 
and potential rate of economic growth in the long term.
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TABLE 2.6 Supply-side events affecting Australia’s longer-term 
rate of economic growth

Supply-side factor, event or 
newspaper headline

Defi nition of the supply-side 
factor (where appropriate) 
and explanation of the 
impact on Australia’s rate of 
economic growth

 1.  Australian worker productivity or 
effi ciency reaches a new record 
low.

 2.  New oil and gas discoveries are 
made in SA to rival those of the 
North-West Shelf.

 3.  Genetically modifi ed (GM) sheep 
double wool production per 
sheep.

 4.  Severe fl oods in Eastern 
Queensland and Victoria in 
2010–11 and 2013, and 
drought in Western Queensland 
2012–14.

 5.  Expenditure on new capital 
equipment and buildings 
reaches an all-time high.

 6.  Australia’s overall participation 
rate in the labour force rises 
from 65 per cent to over 68 per 
cent.

 7.  Bass Strait oil and gas reserves 
run out.

 8.  Soils in the Murray River region 
become salinated and useless.

 9.  Foreign investment in Australian 
industry rises.

10.  Mining in Kakadu causes 
environmental damage and 
discourages tourism in the region.

11.  New technology reduces power 
costs and increases productive 
effi ciency.

12.  Australia’s population rises to 
26 million people.

13.  A carbon tax is introduced to 
help slow greenhouse gas 
emissions and global warming.

Question 4
The following subset of 37 short questions requires that you 
provide concise answers. These are to help sharpen your 
understanding of the nature and workings of the fi ve-sector 
circular fl ow model of the Australian economy.

Understanding the � ve-sector circular � ow model and the main 
in� uences on economic conditions
 1. Draw and fully label the fi ve-sector circular fl ow model.
 2. What are the main economic functions of the household sector?
 3. What are the main functions of the business sector?
 4. What are the main functions of the fi nancial sector?
 5. What are the main functions of the government sector?
 6. What are the main functions of the overseas sector?
 7. Who are the suppliers of resources?
 8. Who are the buyers of resources?
 9. How are the suppliers of resources rewarded for their efforts, 

skills and risk?
10. Who are the demanders of fi nished goods and services?
11. When do wants become an actual demand for goods and 

services?

12. How might households dispose of the income they receive?
13. What are the main general determinants of the level of C?
14. What are leakages?
15. How is the impact of leakages different from that of injections?
16. Why might household saving levels change from one period of 

time to the next?
17. What factors affect the level of imports?
18. Under what circumstances might governments increase tax 

leakages relative to government spending?
19. Defi ne what is meant by AD.
20. What are the immediate determinants of the level of AD?
21. List six reasons why AD may rise or fall.
22. What are three main economic effects of a rise in AD by 

$100 million for an economy that has unemployed resources 
or unused productive capacity?

23. What is the immediate effect of a decision by the business 
sector to increase its production or supply of goods and 
services?

24. What is the main cause of increased incomes?
25. What may cause some people to receive no income at all?
26. Why might there be reduced employment of resources and 

rising unemployment in an economy?
27. What are the effects on the economy of AD rising faster than 

the productive capacity of the country?
28. What is the impact on AD of a rise in imports?
29. Give three reasons why businesses might decide to increase 

their investment spending.
30. What three specifi c events could increase exports?
31. What three specifi c events could increase imports?
32. Give three specifi c reasons why households may cut their 

consumption expenditure.
33. Give two specifi c reasons why a government may lower 

government spending.
34. According to the model, what is the general cause of a 

contraction or recession in economic activity (GDP)?
35. According to the model, what is the general cause of an 

expansion in economic activity (GDP)?
36. According to the model, what can be said about the values 

or size of the fl ows of AD, GDP and total incomes in an 
economy in a given year?

37. What is the name of the fl ow that measures the general level 
of economic activity in a country’s economy?

Question 5
A ‘The level of aggregate demand helps to determine the rate of 

economic growth and the extent to which the economy’s 
productive capacity is actually used.’ Defi ne what is meant by 
the term aggregate demand (AD).

B What is the business cycle? Show this diagrammatically, 
labelling all information.

C Carefully complete table 2.7 below summarising the main 
differences between the three different economic situations (i.e. 
a boom, recession and domestic economic stability) found on the 
business cycle diagram. Where possible, add typical statistics for 
the indicator in each economic situation.

TABLE 2.7 Summary table comparing various economic 
conditions 

Indicator of the 
economic 
situation

1. Domestic 
economic 
stability 2. Boom 3. Recession

Level of AD

Level of GDP 
and rate of 
economic growth
Unemployment 
rate (percentage)
Infl ation rate 
(percentage)

c02EconomicGrowthAndSustainableDevelopment.indd   97 05/09/14   7:07 AM

U
N

C
O

R
R

E
C

TE
D

 P
A

G
E

 P
R

O
O

FS



SCHOOL ASSESSMENT TASKS AND LEARNING ACTIVITIES

98 economics down under book 1

D Use the fi ve-sector circular fl ow model of the economy to help 
you predict in a logical and step-by-step way, the likely effects of 
the 12 economic events (see box below) on the short-term or 
cyclical levels of:
(i) AD.
(ii) infl ation or generally rising prices.
(iii) GDP and the rate of economic growth.
(iv) employment or unemployment of resources.
(v) incomes.
Start each answer with a brief defi nition of the italicised 

term (see the Economics dictionary), and then go on to give 
your reasons. In answering the question, remember that many 
of the listed events change the size of fl ow number 3 (i.e. AD) 
and so (in order) the next fl ow to be affected is fl ow number 4, 
then fl ow number 1 and then fi nally, fl ow number 2. Before 
completing this task read the sample answer provided to guide 
you in your response (horizontal arrows have been used indicating 
‘lead to’ and vertical arrows either mean ‘increase’ or ‘decrease’). 
Notice how the explan ation works its way around the circular 
fl ow model in a forward direction. You may also fi nd it useful 
to review fi gures 2.17 and 2.18 (p. 00) before starting your 
responses.

Events affecting aggregate demand, economic growth and 
the economy
 1. Consumer confi dence weakens dramatically as in 

2008–09, 2011-12.
 2. Household disposable income rises more quickly as in 

2007–08, 2010–11–12.
 3. There is a slowdown overseas in China as in 2013–14.
 4. The exchange rate for the A$ rises or appreciates against 

other currencies as in 2005–08 and 2010–11–12.
 5. Interest rates fall on credit borrowed by business 

fi rms from 7.25 to 3.0 per cent as in 2008–09 and 
2012–13–14.

 6. Business stocks of unsold goods fall unexpectedly to very 
low levels as in 2007–08.

 7. There is a widespread drought in rural Australia as in 
2002–09 and Western Queensland in 2013–14.

 8. Between 2005 and 2014, there are a number of free 
trade agreements signed that abolish tariffs on goods 
imported from overseas.

 9. To stage the World Soccer Cup in Melbourne, which 
would attract many local and overseas tourists, several 
billions of dollars of investment in building facilities 
would be required.

10. You decide to spend your week’s wages on a night 
out in Melbourne and reduce your level of savings by 
$450.

11. In 2011–12, the federal government announced that it 
will introduce a new tax (mining resource rent tax) on 
the profi ts earned by large mining companies.

12. Australian households try to increase their levels of 
savings as between 2008–09 and 2013–14.

SAMPLE ANSWER: Predict the likely economic effects on 
Australia’s economy of a strong fall in the level of business 
confi dence.
Defi nition: Business confi dence relates to the general level of 
business optimism or pessimism about its future sales and 
profi ts. This affects businesses’ investment decisions.
Step-by-step explanation: If there was a collapse in business 
confi dence, fi rms would be pessimistic and feel that their 
future sales and profi ts will fall →↓ investment spending (I) 
by fi rms on new plant and equipment since there would be 
no need to expand their capacity →↓AD or total spending on 
Australian-made goods and services (fl ow 3) because I is one of 
the injections in the economy →↓ in the rate of growth in 

national output or GDP produced by Australian businesses 
(fl ow 4) because sales are falling and unsold stocks 
rising →↓ amount of resources needed or employed by 
Australian fi rms (fl ow 1), thus decreasing employment and 
increasing the level of unemployment →↓ total incomes paid 
to Australian households (fl ow 2) and reduced material living 
standards.

Question 6
A There are many benefi ts that result from strong rates of 

economic growth. Explain how you would expect a rise in 
Australia’s rate of economic growth from –1.5 per cent to 
3.5 per cent a year, to benefi t each of the factors listed in 
table 2.8.

TABLE 2.8 The benefi ts of stronger economic growth 

Aspect of the economy

Explanation of the effects of 
stronger rates of economic 
growth 

1.  The rate of unemployment 
and cost to the government of 
paying unemployment 
benefi ts

2.  The average level of personal 
income per person

3.  The amount of government 
income tax revenue collected

4.  The level of exports available 
for sale abroad

5.  Australia’s balance of 
international trade

6.  Our rate of infl ation 

7.  Material living standards (as 
indicated by average GDP or 
consumption per head per 
year)

8.  The likely level of non-
material wellbeing or quality 
of life

Question 7
A Giving examples, explain what is meant by externalities.
B What is the difference between positive externalities and 

negative externalities? Giving examples, explain how the 
existence of externalities means that resources are not 
allocated in ways that maximise the living standards of 
Australians. They cause some types of undesirable goods or 
services to be over-produced, while other desirable things are 
underproduced.

C Negative externalities often arise out of our economic activities.
 (i) What is meant by negative externalities?
 (ii) What types of negative externalities are likely to result from 

the economic activities listed in table 2.9?

TABLE 2.9 The nature of negative externalities

Type of activity
The resulting negative 
externality

 1.  Wood chipping in the Otways 
and north-east Victoria

 2.  Paper manufacture in 
Burnie, Tasmania

 3.  Construction of a new 
freeway in Melbourne
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Type of activity
The resulting negative 
externality

 4.  Opening of Sydney’s new 
airport

 5.  A passenger smoking a cigar 
on a fl ight to Perth

 6.  Leaving an electric light on 
all day in your bedroom

 7.  Driving instead of walking to 
the corner shop

 8.  Off-road four-wheel driving 
and trail motorbike riding

 9.  Disposing of household rat 
poison down the sewer

10.  Holding a wild and noisy 
party at your house this 
Saturday night

(iii) If negative externalities were fully taken into account by 
decision makers, what effect should they have on the 
production levels of those particular types of goods or 
services that cause these cost spillovers? Explain your 
reasons.

D ‘Dramatic increases in carbon emissions are a threat to human 
survival.’
(i) Explain the nature of this threat.
(ii) Examine fi gure 2.36 below showing the main sources of 

Australia’s carbon emissions. Using the fi rst graph, what 
types of economic activities in Australia contribute most to 
our greenhouse gas emissions (especially CO2)?

Agriculture, forestry and
�shing — 29.3%

Mining — 13.8%

Manufacturing — 27.7%

Electricity, gas and water — 8.0%

Construction — 0.4%

Commercial services — 12.2%

Transport and storage — 8.7%

Source: DCC (2008b): ABS (2007).

Stationary energy Fugitive emissions Industrial processes

Waste Transport Land use, land-use
change & forestry

Agriculture

0

1990
emissions

2006
emissions

100 200 300
MtCO2-e

400 500 600

FIGURE 2.36 Contributions to Australia’s greenhouse gas 
emissions (CO2) by industry and emissions sector

Source: DCC (2008b).

(iii) Using fi gure 2.36, the second graph, which compares 
Australia’s CO2 emissions in 1990 with those in 2006, 
what is the main type of economic activity that accounts for 
most of the rise in recent times? How many megatonnes of 
CO2 did that industry emit per year in 2006?

(iv) Which industry or activity has reduced its carbon emissions 
most over the period 1990 to 2006?

E Some of our non-renewable natural resources are running out 
because of economic growth and a fi nite earth. Depending partly 
on the decisions we make as consumers, future generations will 
probably have reduced access to resources. Classify each of the 
products in table 2.10 below as to whether they are produced 
mainly using renewable (R) or non-renewable (NR) natural 
resources.

TABLE 2.10 Classifying types of resources used in production

Type of product
Classifi cation of resources 
(R or NR)

 1. Nylon shirt

 2. Plantation pine coffee table

 3. Petrol (crude oil)

 4. Gas made from corn or sugar 
cane

 5. Solar or wind power

 6. Woollen jumper

 7. Steel framing for a house

 8. Plastic ruler

 9. Cement

10. Sardines from the Atlantic Ocean

F One problem of economic growth is that environmental resources 
are overused and may become exhausted. What are 
environmental resources? Give examples of these and explain 
why environmental resources may be seriously depleted or run 
out.

G If successful action is not taken to reduce greenhouse gas 
emissions, outline two important ways in which global warming 
might reduce Australia’s economic growth and material living 
standards.

Question 8
A Defi ne what is meant by the government’s goal of a strong and 

sustainable rate of economic growth.
B What are macroeconomic or aggregate demand policies 

and how can these be useful in helping the government 
achieve a rate of economic growth averaging around 3–3.5 per 
cent a year?

C List and outline the main differences between monetary and 
budgetary policies (as two means of stabilising the level of 
economic growth).

D Referring to fi gure 2.34 (p. 00) in question 2, how would you 
expect the RBA to change the level of interest rates during 
quarters 1 and 2, 2008–09 or in 2012–13? Step through your 
reasoning to justify your answer.

E Again referring to fi gure 2.34, how would you expect the 
treasurer to change the levels of taxes and government 
spending during the budgets of 2007–08 or 2011–12? Explain 
your reasoning.

Question 9
Defi ne the term microeconomic or aggregate supply-side policy. 
For each microeconomic reform or aggregate supply policy listed 
in table 2.11 (p. 00), outline the nature of the government’s 
policy change and then explain how it should increase Australia’s 
productive capacity and lift the sustainable speed limit at which 
the economy can grow.
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Aggregate supply policy or microeconomic 
reform Outline the nature of the government’s reform

Explain how the policy may help to increase 
aggregate supply and the potential rate of 
growth in Australia’s GDP in the long term

1.  Lower rates of personal and company tax 
(tax reform)

2.  Privatisation of government business 
enterprises

3.  Labour market reform involving enterprise 
bargaining

4.  Promotion of greater competition in 
markets

5.  Trade liberalisation including tariff cuts

6.  Policies such as a carbon tax to reduce 
carbon dioxide and other pollution

Question 10
A Complete table 2.12 below that outlines two key actions 

households and businesses might each take to reduce their 
greenhouse gas emissions.

TABLE 2.12 Decisions or actions that can be taken to reduce 
greenhouse gas emissions

Actions to reduce greenhouse gas emissions by households or 
consumers

1.

2.

Actions to reduce greenhouse gas emissions by businesses

1.

2.

B What is a carbon tax? Explain how a carbon tax could work to 
help reduce the level of carbon emissions (as an area of market 
failure) and the contribution of economic activity to global 
warming.

A folio of annotated media 
commentaries using print or 
electronic materials

Question 1: Trends, causes and effects 
of economic growth
Collect several media articles (e.g. from newspapers, magazines 
or the internet) about economic growth. Annotate and use these 
articles to analyse at least one of the following topics related to 
economic growth and use this to create a class presentation or 
write a brief report.
•	 Trends in statistics. Using a graph or statistics, report on the 

latest trends in Australia’s quarterly (three monthly) rate of 
economic growth, or that for a country overseas (e.g. US, Japan, 
China).

•	 Causes of recent trends. You may look at trends in the fi gures for 
economic growth and then try to explain their causes (i.e. 
demand-side or supply-side causes).

•	 Effects of economic growth. Look at the latest good or bad 
economic and non-economic effects of the change in the rate of 
economic growth.

•	 Government policies. Discuss the strengths and weaknesses 
of specifi c government policies that have been used to 
help infl uence the rate of economic growth and the environment.

Question 2: Sustainable economic 
growth and the environment
Collect any three media or newspaper articles about the issue 
of sustainable economic growth and the environment. Use this 
information to report on some of the following:
•	 the latest trends in environmental developments, including 

greenhouse gas emissions or alternative power generation (see 
also the Australian Bureau of Statistics data)

•	 the causes of recent trends in environmental issues
•	 the effects of environmental developments on our living 

standards
•	 government policies to reduce environmental problems.

A report on an investigation

Question 1: What is the current and 
future state of the Australian economy?
Background
Some economists believe that in the years to mid-2008, the 
Australian economy experienced many of the basic characteristics 
found in periods of boom. However, in late 2008 and 2009, 
there was a sharp contraction and there were signs that we were 
heading for a recession. More recently between 2010–11 and 
2011–12, there was a general recovery in national production, 
although, there was growing uncertainty and a slowdown in 
2012–13–14.

Outline of the task
Prepare a brief report (working individually or in pairs) on the 
current and future state of the Australian economy. This report 
could be presented in written form or as PowerPoint to the class. 
See if you can identify and explain at least four important signs 
or statistical indicators of the recent economic situation. In 
order to prepare the report, you will need access to up-to-date 
statistical data for each indicator that should be converted into 
graphs, each accompanied by a comment that interprets what 
the data shows about the current state and direction of the 
economy.

Resources
There are several sources of data available. Often quarterly 
or monthly data is most useful for spotting changes in the 
economy’s direction, since it is more up-to-date. For instance, you 
might try the following resources:
•	 The Australian Bureau of Statistics (ABS) has free online 

statistical resources available. Go to the homepage and check 
out the menu on the top left column.

TABLE 2.11 How government aggregate supply policies may affect Australia’s rate of economic growth
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•	 The Reserve Bank of Australia (RBA). See section called ‘statistics’ 
on the home page or go to the latest monthly Chart Pack.

•	 Go to the online websites for the major banks (e.g. CBA, NAB 
and ANZ) and get a monthly or quarterly update on recent trends 
in the Australian economy.

•	 Check out the major newspapers (e.g. go online for the AFR, 
Melbourne Age, Herald Sun) for appropriate articles about recent 
trends in the Australian economy.

Question 2: ‘How big is my 
environmental footprint?’
Outline of the task
Economic growth can bring many benefi ts, but these often come 
at a cost. A trade-off exists. Your task is to try and conduct an 
environmental audit of your own household and its consumption 
patterns (affecting your material living standards). Remember 
nearly all consumption of goods and services has an adverse 
environmental impact through making, using or disposing of items. 
At the conclusion of your investigation, you are required to present 
a short report of your fi ndings, detailing the en  vironmental impact 
of your lifestyle. Your report could be presented in written form, or 
as an oral class presentation, illustrated with PowerPoint slides.

Quiz questions related to the newspaper article
To get you in the mood for this task and to fi re up your 
imagination, fi rst start by reading the article by Claire Miller, 
‘How my life helps kill Earth’ below, before completing the 
ecological quiz.

Ecological quiz
 1. What is meant by a person’s ‘ecological footprint’?
 2. How big was Claire Miller’s ecological footprint?
 3. What is the size of the world’s population?
 4. If the world’s space was divided evenly between all 

people, on average, how much space (in hectares) is 
available?

 5. For everyone to live at the same material standard of living 
and consume the same amount of resources as Claire Miller, 
how many Earths would there need to be? Is her lifestyle 
ecologically sustainable?

 6. Allowing adequate space for animals and other species with 
which we share the planet, how many Earths would we need 
to sustain Claire Miller’s ecological footprint?

 7. What daily activities or consumption patterns of Claire Miller 
add to the size of her ecological footprint?

 8. What percentage of the world’s natural resources is consumed 
by the Earth’s richest 20 per cent of people?

 9. What are three examples of small individual decisions made 
by you and I that add up to large and damaging impacts on 
the environment?

10. Why is Japan described as overpopulated?
11. Why is Australia described as underpopulated?
12. List seven changes in Claire’s daily consumption patterns 

that could help her to signifi cantly reduce her ecological 
footprint.

Resources
By answering some simple 
questions about you and your 
family’s lifestyle, you can 
calculate the size of your 
‘ecological footprint’. It is even 
possible to print a copy of 
the fi ndings. This, along with 
ideas gained from answering 
the above quiz, can then be 
used to help you complete your 
report.

Question 3: 
Exploring environmental issues
Outline of the task
Use the internet to conduct some research about the effects of 
economic growth on environmental resources. At the conclusion 
of your research, prepare a report about the effects of economic 
growth on the Earth’s climate. The report could be presented to 
the class as a talk illustrated by PowerPoint slides. Alternatively, 
students could design wall posters highlighting the effects of 
economic growth on the Earth’s climate.

Weblinks
Use any of the following 
weblinks in your 
eBookPLUS to help you 
conduct your environmental 
audit:
•  Ecological footprint
•  Powerhouse museum
•  Global footprint network.

How my life helps kill Earth
By CLAIRE MILLER, 
Environment Reporter

CLAIRE MILLER’S
ECOLOGICAL FOOTPRINT:
8.1 ha
Australian average 9 ha
World average 2.8 ha

Claire’s footprint would be substantially 
reduced if she:

 ■ became a vegan
 ■ sold the family car
 ■ stopped � ying
 ■ ate only locally produced and in-season 
food

 ■ fully insulated the house (walls, � oor 
and ceiling)

 ■ installed solar panels on the roof
 ■ used only low-energy lightbulbs and 
appliances.

If all six billion people in the world lived the 
way I take for granted, we would need the 
resources of 3.7 Earths to support them. 
This is assuming we appropriate all biologi-
cally productive space to meet the 
demands of just one species, namely us 
humans.

Such was the uncomfortable outcome of 
calculating my ecological footprint at the 
Rede� ning Progress website. The site was 
set up by LEAD International, a non-pro� t 
organisation devoted to promoting sustain-
able development and funded by the Rock-
efeller Foundation.

The ecological footprint is essentially a 
measure of the space required to provide 
the resources to support my standard of 
living. It takes account of everything from 
transport habits to diet to household 
energy use. My footprint was 8.1 hectares. 
The amount of space available per 

capita  is  2.2 hectares and shrinking 
because of overpopulation, degradation 
and pollution.

But my opening scenario is not rea listic. 
The other � ve million or so species with 
whom we share the planet give us clean air, 
clean water, fertile soil and food courtesy of 
their complex interactions and genetic 
diversity. These species need space to get 
on with the job.

As it stands, a measly 7 per cent of Earth 
is at present set aside and more or less 
protected for all those other creatures. That 
means we would actually need 4.1 Earths 
for all people to adopt my standard of 
living.

The landmark 1987 report of the World 
Commission on Environmental Devel-
opment, Our Common Future (better 
known as the Bruntlandt report), suggested 
the international community should aim

(continued)
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Weblinks
Use the following weblinks in your eBookPLUS to help you 
research and prepare your report:
•  The Department of Climate Change
•  CSIRO — The science of climate change
•  Bureau of Meteorology — climate change
•  Federal government white paper, Carbon Pollution 

Reduction Scheme: Australia’s Low Pollution Future 
(released in December 2008)

•  The Garnaut Climate change review (Australia 2008) and 
� nal report (Australia 2011)

•  Stern review on the economics of climate change (UK).

View a DVD or program

In order to deepen your understanding of issues related to economic 
growth and sustainability, view some of the following programs. In 
order to start thinking seriously about environmental issues, view
 1. An inconvenient truth, by Al Gore (free to schools).
 2. An alternative view on climate change can be found in the 

ABC television program, The great global warming swindle by 
Martin Durkin (July 2007).

 3. Economic Australia series entitled ‘Environmental economics’ 
(program 5), ABC.

to protect a minimum 12 per cent of the 
planet for other species. It is not nearly 
enough for them to survive and, worse, it 
bumps up the footprint to 4.8 Earths.

I enjoy what I consider a modest but 
typical Western life. I probably � y more 
often than the average, but I live in a 
smaller than average house, rarely drive 
alone and frequently use public transport. 
My footprint was calculated on the 
bluntest of indicators; a more accurate 
and personalised result could be obtained 
if I was prepared to keep detailed records 
for 30 days.

But give or take a planet, I suspect the 
end result would be much the same: I, we 
— the Western world — are clearly living 
way beyond our ecological means. It is a 
sobering thought that the world’s richest 
20 per cent consume 80 per cent of the 
world’s natural resources. That means 
even if we could somehow wish away the 
impoverished multitudes or deny them the 
opportunities of indus trialisation, the global 
environment would not be especially 
better off.

The situation is created by what Michael 
Jacobs described in his 1991 book The 
Green Economy as the in visible elbow of 
market forces. None of us set out to 
degrade the environment, but we do none-
theless through the collective impact of our 
individual activities.

‘Sometimes there is deliberate and 
intended destruction, the foreseen cost of 
ruthless consumption,’ Jacobs writes. ‘But 

more usually, degradation occurs by mis-
take, the unwitting result of other, smaller 
decisions  .  .  . Small, individual decisions 
add up inexorably to large, collective ones, 
and no one is counting. Market forces are 
at work.’

Most of the time we don’t even think 
about it. Light at the � ick of a switch in my 
home, for instance, is all I see of a grossly 
polluting and inef� cient coal-� red electricity 
system that at best loses 65 per cent in its 
far-� ung transmission and distribution. 
Solar panels on my roof would be a direct, 
non-polluting source of household energy 
but I alone would bear the costs of pur-
chase and installation. If I eat strawberries 
out of season, they must be supplied from 
somewhere far distant. That means huge 
energy costs in transport and storage and 
increased water from spoilage. Further, the 
price does not re� ect the environmental 
cost of industrial agriculture, salinity, biodi-
versity collapse, exhausted and eroded 
soils, polluted water and dying rivers.

The environment similarly subsidises the 
global spread of Western fast-food diets. 
All those hamburgers from McDonald’s, 
Hungry Jack’s and the like have to come 
from somewhere. It is one reason land-
holders in Queensland and Brazil are 
mowing down native forests to run a few 
extra cattle on marginal grazing land.

If ecological footprints were con� ned to 
national borders, Australia would be in 
good shape. According to Earth Council’s 
international ranking, the average Australian 

takes up nine hectares, but the country 
could support footprints of 14 hectares. 
Plenty of room to move except that no 
nation exists in isolation. Countries draw 
down on the reserves of others to obtain 
resources they do not have. It is what world 
trade is all about.

Australia, for example, has a pop u lation 
of 21 million, but grows food for 50 million. 
This earns valuable export income, but 
feeding the rest of the world is costing us 
dearly in land and water degradation.

Japan, by comparison, is overpop u lated 
and resource-poor. It has room for indi-
vidual footprints of 0.9 hectares but its 
126 million citizens average footprints of 
4.3 hectares each. Their Western standard 
of living is possible because they are highly 
industrialised and can afford important 
resources.

Most of the developing world, quite rea-
sonably, wants more than the status quo. 
They want Nikes, mobile phones and cars 
as well as enough to eat and decent 
shelter. The question is how can it be done 
without dooming us all. Ob vi  ously one of 
the � rst steps will be re ducing material con-
sumption in the West. It will be a case of 
making less go further.

The next time I jump in a car because I 
can’t be bothered walking � ve minutes to 
the supermarket, the question is whether 
my lifetime of minor conveniences is worth 
the price of the planets we don’t have 
to spare.

Source: The Age, 4 November 1999.

 4. Macroeconomics (VEA, 2011)
 5. The operation of an economy (Classroom Video, 2001)
 6. Masters of money — program 1, Keynes (SBS 1, 13 February 

2013)
 7. Rethinking economic growth (VEA, 2001)
 8. Addicted to money, program 3 — peak everything (ABC 1, 

2009)
 9. Addicted to money, program 1 — who killed the economy 

(ABC 1, 2009)
10. Hot cities, program 7 — counting the cost (SBS 2, 26 

November 2010)

A class debate

Conduct a class debate on one of the following topics.
1. ‘That supply-side factors not demand-side factors are 

most important in determining Australia’s rate of econ omic 
growth.’

2. ‘That economic growth is more trouble than it is worth.’
3. ‘The way to fi x our massive environmental problems in both 

urban and rural areas is simply to stop economic growth.’
4. ‘It doesn’t take an Albert Einstein to realise that without 

appropriate policies to limit economic growth, the world will 
soon run out of resources.’

5. ‘For environmental reasons, Australia ought to develop nuclear 
power and use it for generating electricity and water desalination.’

6. ‘The statistical indicators clearly show that the Australian economy 
is enjoying the expansionary phase of the business cycle.’
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7. ‘To save the planet, the stark choice facing us is either to 
reduce material living standards or cut population growth.’

8. ‘That signifi cant human-induced climate change is a load of 
nonsense, and attempts by Australia to correct the problem 
will only harm our living standards and achieve very little globally.’

Wall chart for display

Ask students to prepare correctly titled wall charts for a classroom 
display. These could graph the latest trends in Australia’s 
indicators related to economic growth. The graphs may include 
quarterly changes in GDP, recent data on C, I, G, net X, consumer 
confi dence, business confi dence, changes in interest rates, 
overseas economic activity (e.g. US, Japan), disposable income, 
labour productivity, and average GDP per person per year. On or 
below the graphs, students should also include brief commentary 
boxes or callouts highlighting the main trends or features, along 
with their forecasts for the next 6–12 months.

The fastest way of doing this is to use a computer with 
Microsoft Excel and internet access. This means that data can be 
easily updated as new fi gures are released each month or quarter. 
Statistics can be accessed online from the ABS or RBA websites 
(see RBA Statistics).

Economic simulation 
activity — role play

The federal government has called a forum to discuss ways of 
increasing Australia’s sustainable rate of economic growth.

Each group represented is required to deliver a speech 
(maximum fi ve minutes) in which it makes recommendations. In 
order to start research on your policy proposals, your Economics 
class should be divided into the various groups that are attending 
the economic forum (see below for group ideas).

After spending a lesson or so preparing your speech, elect a 
speaker to represent the group.

At the conclusion of the forum, each student is required to 
write a media briefi ng or media article stating the key fi ndings of 
the forum.

Possible groups at the economic forum
•	 The conservationists or ‘Greens’
•	 A council representing the interests of immigrants
•	 A union of teachers and educationalists
•	 The business and mining council
•	 Politicians representing the government and opposition
•	 The Australian Council of Trade Unions (ACTU)
•	 Research agencies (e.g. the CSIRO)

Analysis of visual evidence — a 
cartoon

There are many cartoons in this text that can be used to extend a 
student’s understanding of economics.

An essay

Write a 500-word essay that 
touches on the following 
aspects:
1. What are the two main 

determinants of the rate 
of econ omic growth in 
Australia?

2. Discuss whether the benefi ts 
of further economic growth 
are suffi cient to outweigh the 
costs.

3. Select three important 
personal things that 
households, businesses or 
governments can do to help 
limit the environmental 
problems associated with 
economic growth.

Weblinks
Alternatively, use the 
cartoons weblink to help 
you locate a suitable 
cartoon.

Why not examine the 
cartoons using the following 
questions as a guide?
•  What is the economic 

concept being presented 
in the cartoon?

•  What is the main 
message of the cartoon?

•  What is your reaction to 
the cartoon? Do you agree 
with what it is saying?

•  Is the message of 
the cartoon politically 
biased or distorted in 
some way? Explain your 
answer.
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SUMMARY

The meaning of living standards, economic growth and 
sustainable development
•	 People want to be better off and enjoy higher material living standards with increased 

levels of consumption and incomes per person. For this to occur, there needs to be an 
increase in production levels or economic growth, at a rate that is faster than the rise 
in population. 

•	 Econ omic growth ultimately involves increasing our nation’s PPF or productive 
capacity, usually by access to more resources. 

•	 Often there is a trade off between increased material living standards and our level of 
non-material living standards (affected, perhaps, by personal happiness, the quality of 
the natural environment, pollution, amount of leisure, crime rates, level of con  gestion, 
freedom, family life). More of one can mean less of the other. 

•	 Because of this trade off, we need to question whether high rates of economic growth 
are sustainable, so that they do not undermine the ability of current and future gener-
ations to enjoy reasonable living standards.

Measuring Australia’s economic growth and what is produced
•	 GDP is the most common general indicator of changes in the nation’s total output of 

goods and services produced each year. 
•	 Unfortunately, however, GDP as a measure of the size of our economy lacks accuracy 

for several reasons and may not tell us much about actual changes in our living 
standards. 
– For instance, GDP excludes some production, 
– GDP estimates some output. 
– GDP also fails to take account of negative externalities, population size, and how 

unevenly production and incomes are distributed.

The business cycle and recent trends in 
Australia’s economic growth
•	 The rate of economic growth changes from time to time in a cyclical way. This is called 

the business cycle. 
•	 The business cycle consists of various phases — the expansion, the peak (possibly a 

boom), the contraction, the trough (possibly a recession) and possibly, domestic econ-
omic stability. 

•	 Recently, the Australian economy went through a long period of econ omic expansion 
that peaked in mid-2008 in boom-like conditions. Since then, there was a sharp con-
traction during late 2008 and into early-2009 during the global fi nancial crisis (GFC), 
followed by a general recovery during 2009–11, and a slowdown in 2012–13–14.

Factors affecting Australia’s rate of economic growth
The rate of economic growth is determined by two sets of factors:
•	 Aggregate supply-side factors: Most importantly in the medium and longer terms, the 

sustainable potential rate of economic growth is governed by aggregate supply-side 
factors. These factors affect Australia’s productive capacity and size of our PPF. Sup-
ply-side factors often affect the volume or quantity of resources and how effi ciently 
these resources are used (i.e. the output gained from each unit of input). The supply or 
availability of resources is affected by the following:
– growing our natural resources, perhaps through mineral explor ation 
– growing the volume and effi ciency of our labour resources, through immigration, 

natural births and a higher work participation rate
– stronger worker productivity, through training and education
– drought, fl oods and changing climatic conditions
– increasing business investment spending on new plant and equipment
– increased government investment spending on national infrastructure (e.g. roads, 

railways, power generation, water supply)
– government microeconomic effi ciency reforms or aggregate supply policies (e.g. 

labour market deregulation to lift effi ciency, competition policy, cuts in tax rates and 
immigration policy).
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105chapter 2 Economic growth and sustainable development

•	 Aggregate demand-side factors: In the short term, changes in aggregate demand-side 
factors affect spending (AD) and hence national production and the rate of economic 
growth. Key aggregate demand-side factors could include the following:
– changes in consumer and business confi dence
– changes in disposable income
– changes in monetary policy (interest rates) and budgetary policy (taxes and govern-

ment spending)
– changes in the exchange rate and level of economic activity overseas.

•	 The fi ve-sector circular fl ow model is a handy tool for looking at how changes in 
demand-side conditions can impact on the levels of AD, economic growth and activity 
(GDP), employment and incomes. 

•	 For instance, in 2008–09, demand-side conditions weakened (e.g. the global fi nancial crisis 
and recession, collapse of consumer and business confi dence, and falling  disposable 
income). Falling sales caused stocks to rise and fi rms to cut production, leading to 
recession. Businesses reduced their demand for resources, contributing to rising unemploy-
ment and falling incomes. Conditions were also generally weaker during 2012–13–14.

•	 By contrast, generally stronger demand-side conditions during 2009–11 helped to 
grow the economy’s GDP faster (despite some adverse aggregate supply factors 
including natural disasters in late 2010 and early 2011).

Some benefi ts of Australia’s strong economic growth
Economic growth results in both benefi ts and costs. Econ omic growth often helps or 
can help to:
•	 create jobs and lower un employment rates as fi rms expand production
•	 raise personal incomes and make the provision of welfare benefi ts for the needy more 

affordable 
•	 strengthen our international trade balance by increasing export capacity and production
•	 create positive externalities 
•	 improve both economic and non-material aspects affecting our living stan dards. 
Even so, sometimes, econ omic growth can bring costs. For instance:
•	 improvements in effi ciency designed to boost production may cause a short-term rise 

in the level of structural unemployment
•	 sometimes not everyone in the community shares the benefi ts that result from econ-

omic growth and higher incomes
•	 strong economic growth and higher incomes often lead to more spending on imports 

by households and businesses
•	 economic growth can also lead to increased infl ation if the economy expands too 

quickly, causing it to overheat
•	 economic growth can undermine non-material living standards. For example, it can 

cause environmental problems (costs or negative externalities of economic growth 
such as pollution, destruction of native habitat, urban crowding and waste disposal, 
which lower our quality of life).

Positive and negative externalities associated with economic 
growth and their impact on Australia’s allocation of resources
•	 In growing production, various externalities (also called spillovers) arise. Externalities 

are simply costs (negative externalities) or benefi ts (positive externalities) affecting 
individuals or third parties who are not directly involved in the production or con-
sumption of particular goods or services. 

•	 Negative externalities are the unwanted social and/or fi nancial costs of production or 
consumption that are transferred (or spill over) onto third parties not directly associ-
ated with the transaction. For example, because most businesses that pollute the 
environment only take into account internal costs that directly affect them and fail to 
include external costs that affect third parties, society’s living standards are reduced. 
Left unchecked by governments, too many resources are sometimes allocated to profi t-
able but socially undesirable and damaging production. 

•	 One of the key negative externalities associated with economic growth is the destruc-
tion and depletion of environmental resources (forests, rivers, oceans, ecosystems, bio-
diversity, non-renewable resources and air quality). These resources are overused since 
often they are regarded as being free. Their users often pass on the environmental cost 
of their use, for others to pay. 
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106 economics down under book 1

•	 If these external costs were internalised and taken into account by businesses making 
decisions, profi ts would be less and fewer scarce resources would be allocated towards 
some types of goods or services that have dangerous effects and lower our living 
standards. 

•	 Emissions of greenhouse gases into the atmosphere are a negative externality and a 
consequence of economic activities. This is a major concern because of the link to cli-
mate change, rising sea levels, fi res and storms, loss of life and reduced farm output. 
Governments need to correct this failure and reallocate resources. 

•	 Positive externalities are the benefi ts enjoyed by third parties that result from the pro-
duction and consumption decisions of others. Such benefi ts are ignored by the market 
and cause fewer resources to be allocated to some goods or services that are commu-
nally benefi cial. 

•	 Examples of positive externalities might include the satisfaction gained by your neigh-
bours when you paint your house, your spending on education and vaccinations that 
benefi t the wider community, and business installation of equipment to reduce pollu-
tion benefi ting the general environment. 

•	 Correcting negative and positive externalities involving market failure requires gov-
ernment policies to affect decision makers.

Decision making by households, businesses and governments 
infl uence Australia’s rate of economic growth and the 
environment
The decisions made by households, businesses and governments greatly infl uence Aus-
tralia’s rate of economic growth and the state of the environment.
•	 Households make decisions about saving and consumption spending that affects AD 

and the short-term rate of economic growth. They also make decisions about the goods 
and services they buy, use and dispose of. Some of these goods and services result in 
positive externalities (external benefi ts), while others have adverse environmental 
effects and cause negative externalities (external costs). 

•	 Businesses, too, make decisions about investment, the type and level of goods and 
services to be produced and employment. These decisions affect the rate of economic 
growth, along with environmental conditions and the level of negative externalities. 

•	 Finally, governments make decisions that affect the sustainable rate of economic growth 
and the state of the environment. For instance, in order to help promote the goal of a 
sustainable rate of economic growth (GDP/national output growing by around 3–3.5 
per cent a year), the government uses aggregate demand policies, aggregate supply poli-
cies and environmental policies to help raise our current and future living standards.
– Government aggregate demand policies to affect economic growth

0 Aggregate demand or macroeconomic measures involve the use of monetary 
policy (RBA changes in interest rates) and budgetary policy (changes in tax rates 
and government spending and other outlays). 

0 When the rate of economic growth slows down too much or a recession occurs 
(e.g. almost in 2008–09), the government may adopt expansionary policies to 
accelerate AD or spending (e.g. cuts in interest and taxes, and more government 
spending). 

0 When the economy overheats and is growing too strongly (e.g. 2006–08), a con-
tractionary approach is used to slow AD (e.g. higher interest and tax rates, and 
cuts in government outlays). 

0 Applying expansionary or contractionary budgetary and RBA monetary policies 
to help fl atten out the business cycle is called a countercyclical approach. It can 
help to maintain a sustainable rate of economic growth, while avoiding severe 
infl ation (boom) or high unemployment (recession).

– Government aggregate supply policies to affect economic growth
0 Aggregate supply or microeconomic effi ciency reform policies have also been used 

to accelerate the potential rate of economic growth and increase the speed at 
which our economy can expand. 

0 These reforms might include lower tax rates, labour market deregulation, the pro-
motion of stiffer competition between fi rms and tariff cuts on imports.

0 By lifting effi ciency (the level of output produced from the input of each unit of 
resource), recent microeconomic reforms have enabled the Australian economy 
and GDP to grow faster than would otherwise have been the case.
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107chapter 2 Economic growth and sustainable development

– Environmental policies of the Australian government
0 Environmental policies affect Australia’s current and future sustainable rate of economic growth. 
0 In recent years, the federal government used or proposed, three policies to reduce climate change caused by CO2 

emissions:
 1.  First, there was the Carbon Pollution Reduction Scheme (CPRS) involving an emissions trading scheme to 

price carbon. This proposal was abandoned.
 2.  Secondly, a carbon tax starting at $23 per tonne actually commenced in July 2012.
 3.  Finally, the current Abbott government hopes to abolish the carbon tax and replace it with its ‘Direct Action’ 

policy involving fi nancial incentives to fi rms who bid for grants, along with baseline emission limits.
– International government policies affecting economic growth and the environment

0 During the GFC and ensuing global recession, major governments around the world cooperated through a group 
called the G20, by providing credit to weak countries and by using expansionary monetary and budgetary poli-
cies to help stimulate the world’s rate of economic growth.

0 There is growing international cooperation to help protect the environment and reduce greenhouse gas emissions 
(e.g. the Kyoto protocol that Australia signed in 2008).
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Economic growth and sustainable development

FIGURE 2.37

Most people want to have better material and non-material living standards.

There is a
trade-off
between
these two
aspects of
wellbeing.

Better material living standards
• produce more goods and services per
 person through steady and strong
 economic growth
• grow the PPF by increasing the volume and
 ef�ciency of resources.

Growing our PPF or
productive capacity

Services

Goods

Better non-material living standards
• protect the natural environment
• more leisure time
• happiness
• be with family and friends
• job satisfaction
• tolerance
• freedom.

The concept of a sustainable development:

GDP is the common measure of economic growth or the size of Australia’s economy.
(GDP = the total national value of goods and services produced each year)

Limitations of GDP as a measure of economic growth and overall living standards

Australia’s rate of economic growth changes in the short and long terms. 

The short-term cyclical rate of growth — the business cycle

i.e. growing the economy to meet the needs of the present population
without undermining the ability of future generations to meet their needs.

• Excluded production results in underestimation (e.g. home duties, cash economy)
• Estimated production (e.g. the value of farm output consumed on the farm)
• Fails to take account of population size among whom goods and services are divided
• Fails to take account of the way the goods, services and incomes are distributed
• Fails to take account of negative externalities or the trade-off between economic and non-economic welfare.

The potential, long-term rate of economic growth is
ultimately determined by productive capacity
represented on the production possibility diagram by
the PPF. Growing the PPF as shown below depends on
increasing the volume and ef�ciency in the use of natural,
labour and capital resources.

Annual

production

of goods New, bigger PPF or the economy’s
production capacity

Annual production of services

Productive capacity or potential rate of economic growth is
affected by aggregate supply-side factors, for example,

• weather conditions/climate change
• investment in equipment, technology, R&D and
 infrastructure
• labour efficiency and training.

The government tries to promote aggregate supply using
cost-cutting microeconomic ef�ciency measures like
reforms involving the labour market, promotion of
competition, lower tax rates, welfare, and trade liberalisation.

Level of GDP or

economic growth
Boom

Recession

In the short term, rate of economic growth or GDP speeds up or
slows in response to changing levels of AD (i.e. C+I+G+X–M).
AD determines the extent to which productive capacity is used.
AD is in�uenced by changing demand-side factors or conditions,
for example,

The �ve sector circular �ow model can be used to analyse and
predict the effects of changes in demand-side conditions that
affect injections and leakages, AD, stocks, inflation and prices,
GDP and economic growth, employment and incomes.

The government tries to regulate the short term rate of economic
growth using countercyclical macroeconomic budgetary and
monetary policies to steady the growth in AD. So its level is not
too strong nor too weak. 

Recovery

Contraction

Years

Short-term cycle
Long-term trend

Domestic economic
stability

• consumer and business con�dence
• tax rates and disposable income
• interest rates
• exchange rate and overseas economic activity.
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109chapter 2 Economic growth and sustainable development

FIGURE 2.37 (continued)

Economic growth results in bene�ts and externalities for Australia.

Some bene�ts of Australia's mostly strong
economic growth

• More goods and services are produced
• Increased levels of consumption and material living
 standards, and perhaps even our non-material
 wellbeing
• More jobs and employment are created
• Perhaps lower inflation
• Higher average incomes are possible (also helping
 the government pay for welfare and services)
• Possible improvement in our international trading
 position

Positive (bene�ts) and negative (costs) externalities
associated with economic growth and their impact

on Australia's allocation of resources
• Positive externalities or spill-overs arising from
 production or consumption (e.g. education,
 vaccinations, installation of antipollution
 equipment by a firm) mean that collectively
 beneficial output is underproduced and too few
 resources are allocated.
• Negative externalities or cost spill-overs arising
 from production consumption (e.g. pollution from
 generating electricity using brown coal, release of
 greenhouse gases) mean that harmful output is
 over produced.

• Whether to save or spend, thus
 affecting the levels of AD and
 economic growth
• Whether to work or participate
• Whether to buy single use goods made
 from non-renewable resources or
 durable items made from renewable
 resources
• How to dispose of goods after use

• Whether to increase or decrease tax,
 government spending and interest
 rates thus affecting the levels of AD,
 GDP and economic growth
• Whether to encourage renewable
 energy, impose a cost on carbon
 emissions, pass laws, or use
 financial incentives
• Whether to have a carbon tax or
 ETS, or a direct action plan.

• Whether to invest in new technology
 and equipment, thus affecting both
 AD and the economy’s productive
 capacity
• Which resources to use and how to
 produce goods and services
• Whether to recycle waste

Decision making by households
that affects economic growth and

the environment

Decision making by government that
affects economic growth and the

environment

Decision making by businesses
that affects economic growth and

the environment
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