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Australia’s 
international economic 
relationships as a 
global economic issue

International trade involves 
swapping one currency for 
another when payments are 
being made outside a given 
country. This swapping occurs 
at an exchange rate. Between 
2009 and mid-2012, the 
exchange rate rose, causing 
the purchasing power of our 
currency to increase when we 
were paying for imports. 
However, the strong dollar 
made it hard for exporters to 
compete and contributed to 
local business closures.

6.1 Issues involving international trade 
and other types of transactions 
between countries

Australia’s international transactions involve the buying of imports of goods and ser-
vices from overseas, and the selling of exports of goods and services abroad. Addition-
ally, there is the movement of fi nance or money capital between Australia and the rest 
of the world as nations undertake international investment.

It is not hard to fi nd signs of international transactions. Browse around any shop for 
instance, or take a look in your home and at what you are wearing. You will very quickly 
realise that many of the goods and services that are available or purchased by Australians 
are imported. Indeed, more than one dollar in fi ve is spent on buying imports. Further-
more, locally made items that come out of foreign-owned factories here in Australia are 
common, since some businesses have been set up with the help of overseas investment in 
our economy. Clearly, we depend heavily on access to imports and foreign investment.

International transactions 
involve the buying of imports 
of goods and services from 
overseas, and the selling of 
exports of goods and services 
abroad. Additionally, these 
transactions include the 
movement of fi nance or money 
capital between Australia 
and the rest of the world as 
nations undertake international 
investment.
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226 economics down under book 1

However, our international dealings are a two-way 
affair. Australia’s exports of goods and services account 
for around 1 per cent of the world’s international trade. 
At least some people overseas in countries like China, 
Japan, the United States, Europe, New Zealand, Saudi 
Arabia, Iraq, Malaysia and Indonesia are buying our 
wool, crops, minerals, meat, wine and beer, twin-hulled 
ferries and cars, other manufactured items, transportation, 
tourism, fi nancial services, education, health and 
communications.

Since the mid-1970s in Australia, there has been a 
general move towards freer trade. This has involved the 
gradual reduction of government import restrictions (e.g. 
reduced tariff rates or taxes that are added to the cost of 
imports from overseas) and less direct government fi nan-
cial assistance to local fi rms (e.g. subsidies or cash pay-

ments to Australian producers). There is now much more competition from abroad 
than in the 1960s, ’70s and ’80s. The same thing has also occurred in most overseas 
countries. Indeed, internationally, there has been trade liberalisation entailing a reduc-
tion of industry protection, or the freeing up of trade between nations. Reducing the 
level of protection of local industry has resulted in both benefi ts and costs.

The benefits of free international trade
Most countries including Australia are now involved in a shift towards free trade. There 
are several reasons why ending protectionism is generally seen as benefi cial.

Free trade encourages specialisation, 
raises effi ciency and lifts living standards
Free trade and reduced tariff protection encourage inter-
national specialisation. International specialisation means 
that countries produce only a limited range of goods and 
services. Without tariffs and other restrictions, only the 
most effi cient local fi rms that have a cost advantage over 
their international rivals will survive. By putting resources 
to work in their most productive or effi cient use, more 
output (GDP) is produced from the same resources or 
inputs. As a result, Australian incomes and material living 
standards should be higher.

There are two types of cost advantage that may be 
relevant to international trade based on specialisation in 
production.

•	 Absolute cost advantage. First, there is the concept of absolute cost advantage. For 
example, if Korea is the cheapest or most effi cient producer of cars in the world, it is 
said to have an absolute cost advantage over other countries. It is likely that its car 
exports will sell very well indeed. Similarly, if Australia is the cheapest producer of iron 
ore and has an absolute cost advantage, Korean and other manufacturers would be 
keen to buy from us. Both countries would benefi t from international trade since each 
has an absolute cost advantage in different areas of production.

•	 Comparative cost advantage. Second, there is the concept of comparative cost 
advantage. Suppose that a country had no absolute cost advantage in the production 
of any particular good or service. Would international trade be benefi cial or even poss-
ible between nations under these circumstances? The answer is yes, provided that 
countries specialise or concentrate in areas where they are relatively most effi cient or 
where their cost disadvantage is relatively least. This is referred to as the principle 
of comparative cost advantage. The famous English economist David Ricardo 
(1772–1823) was the fi rst to outline this principle. Ricardo claimed that specialisation 
in international trade in areas of comparative cost advantage made all countries better 
off economically. This idea probably makes good sense since in many ways nations are 
like individuals who have greater talent or effi ciency in some areas than in others. 
Logically, we too should specialise in the few things we do best of all, and give up other 
pursuits!

FIGURE 6.1 An important 
part of international trade is 
the export and import of 
goods and services between 
countries. In this photo, the 
transportation by sea 
represents a service while the 
containers being loaded hold 
goods.

FIGURE 6.2 In recent years, 
China has enjoyed strong 
economic growth and, as a 
result, has purchased large 
volumes of Australian exports 
including natural gas and iron 
ore. This has helped to 
strengthen our exports and 
trade balance, as well as 
stimulate our rate of economic 
growth.

Absolute cost advantage occurs 
if a country is the cheapest or 
most effi cient producer of a good 
or service in the world.

Comparative cost advantage 
may exist when a country 
specialises or concentrates in 
areas of production where it 
is most effi cient (i.e. its cost 
disadvantages are least) relative 
to other areas of production.
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227chapter 6 Australia’s international economic relationships as a global economic issue

One important reason for international specialisation in production is that often 
countries have different types of resources (i.e. different natural, labour and capital 
resources) that are wanted by other nations. For instance, countries with warm trop-
ical climates often produce crops such as rubber, tea, coffee, sugar or cocoa. Some of 
these nations also specialise in tourism. The surplus output of these items can then be 
exported to countries with cooler climates that cannot produce these things. Trade is 
mutually beneficial.

Free trade encourages efficiency through economies of  
large-scale production
Mass-produced goods or services usually cost less to make than the same thing made on 
a smaller scale. International trade and exports help Australian firms to produce more 
efficiently and competitively on a bigger scale. Instead of selling to around 22 million 
Australians, exporting to the world involves a potential global market of nearly seven 
billion people. Take car production, for example. If a plant produced only 10  000 cars 
per year, the factory owners would need to charge much more for each car, in order to 
cover costs and make a profit, than a firm producing 500  000 similar cars per year. This 
is because to some extent, fixed costs of production such as advertising, design, manage-
ment and equipment can be spread more thinly over more units of output. By gaining 
better economies of large scale production by selling to bigger overseas markets, local 
exporting firms become more internationally competitive, grow their sales and increase 
incomes.

Free trade increases the rate of economic growth and GDP
Australia has been part of the international shift towards free trade. This has helped 
to increase the volume of global trade. It has also meant that our exports have grown 
more quickly than was previously the case. Thinking back to the circular flow model 
of the Australian economy (see pp. 00–00), exports help to boost AD (AD = C + I +  
G + X − M). Firms then respond to increased sales and orders by increasing their 
output and lifting GDP. This also helps to improve our incomes and material living 
standards.

Free trade grows employment and jobs
Free trade grows the size of Australia’s overseas export market. In turn, increased sales 
of locally-made goods and services to China, Japan, the US and elsewhere helps to 
create more local jobs. As noted, this is because exports add to the level of aggregate 
demand, so our firms are encouraged to try to lift their level of production. For GDP 
to rise, businesses need to pur-
chase more resources, including 
labour. This creates extra jobs. 
Indeed, one in four Australian jobs 
depends directly or indirectly on 
export sales abroad.

Free trade means higher 
incomes
The rise in Australian export 
income and jobs due to freer inter-
national trade, has caused our GDP 
and national income to grow more 
quickly. Indeed, exports generate 
around 20 per cent of Australia’s 
total income and local exporting 
firms generally pay much higher 
wages and offer better working 
conditions, than non-exporting 
businesses.

Free trade lowers the 
inflation rate
Without tariffs, domestic inflation 
rates should be lower due to stiffer 

FIGURE 6.3 David Ricardo 
(1772–1823) was an 
economist and founder of the 
idea of specialisation in 
international trade.

FIGURE 6.4 Trade helps to 
link different countries that 
specialise in areas of 
production where they have a 
comparative cost advantage.
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228 economics down under book 1

competition from often cheaper imports. In addition, local firms are forced to become 
more efficient, cut production costs and lower their prices in order to survive. As a 
result of free trade and lower prices, the purchasing power of our incomes is greater, 
and so material living standards should rise.

Free trade increases consumer choice
An important reason for international trade is that consumers like to have a variety of 
choice when buying clothes, cars, cosmetics, computers, holidays or foods. The range of 
goods and services is so wide that it would be impossible for one country’s producers 
to cater efficiently for all tastes. Having freer access to imports solves this problem and 
helps to raise living standards.

The claimed disadvantages of free trade
In recent decades, federal governments have accepted the principle of freer trade and 
have adopted trade liberalisation measures. As illustrated in figure 6.5 (below), this 
acceptance has involved the gradual reduction of tariff protection (i.e. taxes on imports 
to protect local firms from overseas competition). Here we see that the general tariff 
rate was slashed from an average of 36 per cent in 1968–69 to a mere 5 per cent by 
1995–96 where it has remained ever since.
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As we shall see later on, there have also been cuts in other forms of assistance (e.g. 
cash subsidies to help local producers, import quotas that limit the volume of specific 
types of imports) given to Australian industries. However, despite the obvious benefits 
of freer trade, there has been reluctance by the government to completely remove all 
assistance. Typically, there are several arguments used to justify the continuation of 
some tariff protection. However, some of these are rather flimsy and weak, and others 
are of a non-economic nature.

Free trade limits the growth of infant industries
The ‘infant industry argument’ is based on the fact that new industries that are just 
getting started will have higher production costs than those that are well established. 
In the case of infant industries, tariffs supposedly provide a helping hand for a few 
years, until new firms get established and become more efficient. While there are some 
success stories justifying the use of tariffs (indeed all industry in Australia was once an 
infant), there are also failures. In these latter cases, the infant has refused to mature and 
become competitive, even in old age! Indeed, sometimes government tariffs and finan-
cial assistance can lead to even greater inefficiency and this help is difficult to remove 
for political reasons!

Free trade weakens our national defence
During wartime, countries are often isolated without access to imports. The use of tariffs 
during peacetime can help maintain less efficient or uncompetitive industries so that there is 

FIGURE 6.5 Changes in 
Australia’s general tariff 
protection for locally 
manufactured goods 
(percentage)

Sources: Data derived from 
various sources including 

AGPS, Industry Commission, 
Productivity Commission, Trade 
Policy Review, Australia, 2002; 

Budget papers overview, 2008–09, 
statement 5 (federal government 
website), Statement 5 (p. 3) and 

other sources.

The ‘infant industry argument’ 
is based on the fact that new 
industries that are just being 
established will have higher 
production costs than those 
that are well established. This 
justifies helping them to get 
started using some form of trade 
protection measures.
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229chapter 6 Australia’s international economic relationships as a global economic issue

an assured supply of essential goods and services in an emergency. This argument has been 
used in Australia by a number of industries including the car and shipbuilding industries.

Free trade increases economic instability
Some critics of free trade argue that open, exporting economies are more likely to 
experience booms and recessions in the level of economic activity and AD caused by 
the ups and downs in overseas countries. While this is partly true, the same sort of rea-
soning could be used to stop or limit interstate trade and production — a suggestion 
that could not be taken seriously!

Free trade causes unemployment and destroys jobs
One of the most frequently heard reasons for not adopting free trade is that tariffs help 
‘protect local jobs’ and employment from destruction by imports from countries such 
as Indonesia or China where labour costs are cheap. While there may be some truth in 
this opinion, several counterpoints can be made.
•	 Although labour or wages are relatively expensive in Australia, this problem can often 

be overcome by substituting technology. The use of machines or capital equipment in 
our country is relatively cheap.

•	 We cannot expect other nations to allow our exports into their country if we use tariffs 
to repel their competition. It is likely that a move by Australia to raise tariffs would 
cause retaliation overseas, lower exports and result in a loss of jobs.

•	 Tariffs make imported goods more expensive for consumers. This lowers the pur-
chasing power of our incomes and cuts our living standards.

•	 Although tariffs may help one industry, they can cause the production costs of another 
using imported materials and equipment to be higher than otherwise, making it less 
profitable. In this case, tariffs can lead to businesses closing down and the destruction 
of jobs.

•	 Finally, it is hard to see in the long term how more jobs are created by using tariffs 
designed to encourage industries that are inefficient and unprofitable! Logically, we 
should create more jobs if the country specialises in the things we make best — that is, 
we should concentrate on areas of production where we have a comparative cost 
advantage.

•	 Try applied economic exercise 1, p. 260

•	 Try essay 1, p. 263

•	 Try class debate 1, p. 263

•	 Try analysis of visual evidence — a cartoon, p. 265

6.2 Measuring Australia’s international 
trade and capital flows using the 
balance of payments account

The overall balance of payments account (BOP) is an annual statistical record of 
Australia’s financial transactions with the rest of the world. As shown in figure 6.6 
(p. 230), these transactions are divided into two main types — current transactions and 
transactions involving the capital and financial account. In addition, all transactions 
on these two sub-accounts are recorded as either credits (money coming into Australia 
from the rest of the world) or debits (money flowing out of Australia to the rest of 
the world). In other words, the test to determine whether a particular transaction is 
recorded as a credit or as a debit is whether the money is entering or leaving our 
country.

Now let us explain the nature of the various transactions recorded on Australia’s 
balance of payments account.

The balance on ‘current’ account
In figure 6.6, you will notice that the balance on current account is broken down into 
four sub-accounts:
1. Net goods (net merchandise)

Net goods (also called net merchandise) records the value of credits for goods 
exported overseas such as wool, minerals and manufactured items, minus the value 

1 What are the main types of 
international transactions 
between Australia and 
overseas each year?

2 What is meant by free trade 
or trade liberalisation?

3 Identify and outline six 
important advantages of free 
trade between nations.

4 Identify and outline any four 
important disadvantages of 
free trade that might justify 
protecting local industry.

The overall balance of payments 
account (BOP) is an annual 
statistical record of Australia’s 
financial transactions with the 
rest of the world. In turn, these 
transactions are divided into 
two main types of transactions 
— current transactions, and 
transactions involving the 
capital and financial accounts, 
each recording credit and debit 
transactions.

Net goods is a sub-section of 
the BOP current account that 
records the value of credits for 
goods exported minus the value 
of debits for goods imported from 
overseas, measured over a period 
of time.
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230 economics down under book 1

of debits for goods imported from overseas including oil, electronic equipment and 
machinery, measured over a period of time.

2. Net services
Net services records international transactions involving tourism, transportation of 
goods and people, education, communications, banking and insurance. This balance 
is equal to the value of credits for services that are sold overseas minus the value of 
debits for services purchased abroad measured over a period of time.

3. Net primary incomes
Net primary incomes include international transactions such as interest paid on 
debt, rent on property, dividends paid to shareholders, profit remittances of com-
panies and wages paid to residents working for foreign companies or earned by 
non-residents working for Australian firms. Net primary incomes are equal to the 
value of credits for primary income received from overseas minus the value of debits 
for primary income paid abroad.

1 — Net goods
(credits for goods

MINUS debits for goods)

Net capital
transfers
(capital
transfer
credits
MINUS
capital
transfer
debits)

Net
acquisition

of non-
produced

non–�nancial
assets

(credits
MINUS
debits)

Net
investment

(equals
direct +

portfolio +
other)

= credits
MINUS
debits

Net
reserve
assets
(by the
RBA)

= credits
MINUS
debits

Net errors
and omissions
(This may be
positive or

negative item)

1 — Balance on
capital account

2 — Balance on
�nancial account

2 — Net services
(credits for services

MINUS debits for services)

3 — Net primary incomes
(primary income credits
MINUS primary income

debits)

4 — Net secondary
incomes

(secondary income credits
MINUS secondary income

debits)

The balance on
current account

The balance on capital
and �nancial accounts

The overall balance of payments account

4. Net secondary incomes
Net secondary incomes deals with the one-way movement between Australia and 
other countries of various types of income transactions including:
•	 gifts
•	 taxes
•	 pensions
•	 non-capital types of foreign aid.
Net secondary incomes are equal to the value of secondary income credits received 

by Australian residents minus the value of secondary income debits paid abroad.

FIGURE 6.6 The structure of 
Australia’s balance of 
payments account

Net secondary incomes is a 
sub-section of the BOP current 
account that records the value 
of credits for secondary income 
received from overseas minus 
the value of debits for secondary 
income paid to overseas, 
measured over a period of time.

Net services is a sub-section 
of the BOP current account 
that records the value of 
credits for services exported 
minus the value of debits for 
services imported from overseas, 
measured over a period of time.

Net primary incomes is a 
sub-section of the BOP current 
account that records the value 
of credits for primary income 
received from overseas minus 
the value of debits for primary 
income paid to overseas, 
measured over a period of time.
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231chapter 6 Australia’s international economic relationships as a global economic issue

The overall balance on current account
In order to calculate Australia’s overall balance on current account (whether this is 
positive and in surplus, or negative and in deficit) using the statistics for 2012–13 as an 
example, it is clear that Australia had a large current account deficit (CAD). This was 
because the total value of current account debit transactions exceeded the total value 
of credit transactions for the year. By contrast, some countries (e.g. Japan, China and 
France) record a current account surplus (CAS) because the total value of current account 
credits exceeds the total value of debits. If a country has an exact equality between total 
credits and total debits on its current account, it would have a zero balance.
Australia’s balance of payments on ‘current account’

Note: Figures for 2012–13 are rounded

Net goods (i.e. goods credits of $249  138 million minus goods debits of $247  723 million = $1415 million)
PLUS
Net services (i.e. service credits of $51  505 million minus service debits of $63  407 million = 
−$11902 million)
PLUS
Net primary incomes (i.e. primary income credits of $41  441 million minus primary income debits of 
$77  2974 million = −$35  857 million)
PLUS
Net secondary income (i.e. secondary income credits of $7240 million minus secondary income debits 
of $8550 million = −$1310 million)
EQUALS
BALANCE ON CURRENT ACCOUNT = (total of all credits minus total of all debits = −$47  654 million)

Source: Data derived from ABS 5302.0 (table 1).

Often trends in the current account are used to indicate changes in the strength or weakness of the 
nation’s external position. For Australia, the federal government wants to achieve the goal of external 
stability. As a very rough guide, ‘paying our way’ could mean a CAD of around 3–4 per cent, when this 
is expressed as a ratio of GDP (i.e. the CAD:GDP ratio).

Balance on ‘capital and financial’ account
Figure 6.6 (p. 178) also shows that the balance on the capital and financial account is 
made up of two parts.
1. Balance on capital account

The balance on capital account records international capital transfers including 
the movement of bank account moneys for immigrants and emigrants, and capital 
donations, as well as changes in the ownership of intangible assets that are called the 
net acquisition of non-produced non-financial assets. These cover the movement of 
copyright, patents and trademarks. The balance on capital account records credits 
minus debits for capital transfers and other intangible assets.

2. Balance on financial account
The balance on financial account mainly records international transactions involving 
the movement of money capital or investment into or out of the country, as well as 
the dealings of the Reserve Bank of Australia (RBA). There are three main types of 
investments by Australians and foreigners that are recorded under net investment: 
direct investment, portfolio investment and other investment.
•	 Direct investment. Direct investment involves the purchase or expansion of com-

panies and assets. When foreigners invest in Australia, it is classified as a credit or 
asset, whereas similar investments overseas by Australian residents are regarded as 
debits or liabilities.

•	 Portfolio investment. Portfolio investment has to do with transactions involving 
shares, debt and securities. Portfolio investment or capital inflow from overseas is 
recorded as a credit or asset, while this sort of investment abroad by Australian resi-
dents is recorded as a debit or liability.

•	 Other investment. This category includes credits or assets minus debits or liabilities 
for international loans, deposits and special trade credits.

•	 Net reserve assets. The item net reserve assets contains both RBA and government 
transactions involving foreign currencies, monetary gold and required contribu-
tions to overseas governments and international agencies such as the International 
Monetary Fund and the United Nations. Moneys received from overseas are categ-
orised as credits or assets, while payments abroad are categorised as debits or lia-
bilities on Australia’s financial account.

Balance on current account is 
equal to the total value of all 
credits minus the value of all 
debits for goods, services, primary 
incomes and secondary incomes, 
measured over a period of time.

Current account deficit (CAD) 
is when the value of all current 
account debits exceeds the total 
value of all current account 
credits for goods, services, 
primary incomes and secondary 
incomes, measured over a period 
of time.

Current account surplus (CAS) 
occurs when the total value 
of all current account credits 
exceeds the total value of all 
current account debits for goods, 
services, primary incomes and 
secondary incomes, measured 
over a period of time.

The government’s goal of 
external stability means that 
Australia should ‘live within 
its means’ and ‘pay its way’ 
in international financial 
transactions. Some say this 
could mean a small CAD of up 
to 3–4 per cent, when this is 
expressed as a ratio of GDP (i.e. 
the CAD:GDP ratio).

The balance on capital account 
is a subsection within the BOP 
capital and financial account. It 
records the total value of credits 
minus the total value of debits 
for capital transfers and other 
intangible assets.

The balance on financial 
account mainly records 
international transactions 
involving the movement of money 
capital or investment, as well as 
the dealings of the Reserve Bank 
of Australia (RBA).

Direct investment or capital 
movements into and out 
of Australia, involving the 
establishment, purchase or 
expansion of companies and 
other assets.

Portfolio investment has to do 
with money transactions into and 
out of Australia involving shares, 
debt and securities.

Net reserve assets involves 
both RBA and government 
transactions including foreign 
currencies, monetary gold 
and required contributions 
to overseas governments and 
international agencies.
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232 economics down under book 1

•	 Net errors and omissions. Net errors and omissions is an item that reflects the inac-
curacies in the recording of international transactions. When this category is taken 
into account, the large positive balance on Australia’s capital and financial account 
will exactly offset the large negative balance on its current account (CAD).

The overall balance on capital and financial account
The overall balance on the capital and financial account can be either positive (in 
surplus), negative (in deficit) or in exact balance (zero). Again using the statistics for 
2012–13 as an example, remember the following relationships.
Australia’s balance of payments on ‘capital and financial account’

Note: Figures for 2012–13 are rounded

Net capital account (i.e. credits or assets minus debits or liabilities for capital transfers = 
–$1114 million)
PLUS
Net financial account (i.e. credits or assets minus debits or liabilities for direct, portfolio and other 
investments plus RBA net reserve assets = $48  228 million)
PLUS
Net errors and omissions (i.e. either positive or negative = $540 million)
EQUALS
BALANCE ON CAPITAL AND FINANCIAL ACCOUNT (total of all credits and assets minus all debits and 
liabilities = $47  654 million

Source: Data derived from ABS 5302.0 (table 1).
Note: In Australia’s case, the balance on the capital and financial account is a large surplus.  

This exactly offsets the large current account deficit after allowing for net errors and omissions.

In this case, notice that Australia has an overall surplus on its capital and financial 
account for 2012–13. This is because the total value of credits exceeds the total value 
of debits. This outcome is typical for a country like ours with a CAD.

In accounting terms, there is a zero balance for the overall balance of payments 
account. For this to occur, net inflow of investment and other funds (i.e. overseas bor-
rowing) is required to exactly offset our large CAD and to make up for our deficiency 
in savings. The money we receive from abroad is used to finance local investment. 
Unfortunately, this adds to Australia’s net foreign debt.

In turn, net borrowing causes Australia to suffer the burden of having to pay a large 
amount of income overseas (e.g. in the form of interest, dividends and profits) each 
year to service our debt. These huge payments are shown on the net primary incomes 
section of our current account. By contrast, unlike Australia, which is a net borrower 
abroad, some countries with current account surpluses (CASs) are net lenders on their 
capital and financial account.

The effects of Australia’s CAD and reliance on 
overseas borrowing
Australia has a large CAD, mainly because of our heavy reliance on overseas borrowing 
and foreign debt. The big CAD has at least four important effects:

Weakens the exchange rate
If there is an unexpected rise in the size of the CAD beyond what currency dealers 
(explained later) believe is reasonable, there is likely to be downward pressure on the 
exchange rate (the price or value of one currency when it is swapped or exchanged for 
another currency). As we shall soon see, this has mixed effects on our economy and 
living standards.

Increases the foreign debt
Australia’s CAD is matched or offset by overseas borrowing or a rise in the country’s 
foreign debt (i.e. liabilities or what Australians owe abroad).

Policies may be needed to slow AD and economic activity
The government may feel pressured to use contractionary macroeconomic measures 
(e.g. aggregate demand policies such as higher interest rates on loans, rises in tax rates) 
to slow down AD and economic activity, along with aggregate supply efficiency policies 

Net errors and omissions 
is an item that reflects the 
inaccuracies in the recording of 
international transactions. This 
item may be either positive or 
negative.

1 What is the balance of 
payments account?

2 Draw a diagram showing 
the structure of Australia’s 
balance of payments 
account, giving specific 
examples of each type of 
transaction.

3 Explain what is meant 
by each of the following 
sub-sections of the balance 
of payments account and 
how each is measured:
a Net goods
b Net services
c Net primary income
d Net secondary income
e Net capital account
f Net financial account

4 What is meant by the 
current account deficit 
(CAD)?

5 Explain how a large CAD 
might affect the following:
a The value of the 

Australian dollar or 
exchange rate

b The level of foreign debt
c The government’s 

approach to economic 
policy

d The level of local interest 
rates.

The exchange rate is simply the 
price or value of one currency 
when it is swapped or exchanged 
for another currency.

Foreign debt represents 
liabilities or what Australians owe 
people overseas, from whom they 
have borrowed.
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233chapter 6 Australia’s international economic relationships as a global economic issue

(e.g. microeconomic reforms) to improve our international competitiveness, and help 
prevent a further rise in Australia’s CAD.

Higher interest rates are likely
If the size of Australia’s CAD grows quickly, leading to a rise in our foreign debt, this 
may adversely affect Australia’s credit rating or riskiness as a destination for lenders. 
This could result in higher interest rates charged on money borrowed from overseas.

Try applied economic exercise 2, pp. 260–61

Try analysis of visual evidence — a cartoon, p. 265

6.3 Recent trends in Australia’s current 
account deficit and their causes

This section examines trends in Australia’s international trade and capital fl ows that 
are recorded on our balance of payments account.

Trends in the current account deficit
Figure 6.7 below shows that Australia’s CAD has varied considerably from year to year 
between 2002–03 and 2012–13.

Part A The breakdown of and trends in Australia’s overall current account defi cit 
(CAD $ Billions)
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Part B Components affecting Australia’s current account defi cit (CAD)

Year
2000–

01
2001–

02
2002–

03
2003–

04
2004–

05
2005–

06
2006–

07
2007–

08
2008–

09
2009–

10
2010–

11
2011–

12
2012–

13
2013–

14
2014–

15

1-Net goods 
($B)

–0.03 –0.751 –18.478 –23.522 –22.967 –15.291 –13.992 –21.894 9.186 –3.244 28.23 13.81 1.42

2-Net 
services ($B)

0.672 –1.218 0.999 0.492 –1.24 0.771 1.831 –2.685 –3.299 –1.377 –6.92 –10.04 –11.9

3-Net 
primary 
incomes ($B)

–19.75 –20.22 –22.491 –23.734 –32.673 –37.67 –45.903 –49.496 –45.407 –50.327 –54.2 –42.62 –35.86

4-Net 
secondary 
incomes ($B)

0.032 –0.017 0.214 –0.269 –0.649 –0.649 –0.296 0.095 –0.995 –1.07 –1.54 –1.44 –1.31

Current 
account 
balance ($B)

–18.944 –22.212 40.184 47.033 57.584 52.839 58.36 73.98 40.515 56 34.4 40.3 47.7

CAD:GDP 
(percentage)

2.7 3.1 5.1 5.5 6.2 5.5 5.6 6.3 3 4.3 2.4 2.7 3.2

FIGURE 6.7 Australia’s balance of payments on current account

Source: Data derived from ABS 5302.0 (table 1).

This table is available 
in Excel format in your 
eBookPLUS.
Searchlight ID: doc-0102
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234 economics down under book 1

The following points should be noted.
•	 In all years, Australia has suffered a persistent and generally large current account 

deficit (CAD) because the total value of debits exceeds credits for goods, services, pri-
mary incomes and secondary incomes.

•	 At various times, all four sub-accounts making up Australia’s current account have 
been in deficit, where debits exceed credits. However, occasionally, there have been 
surpluses for net goods (e.g. 2008–09, 2010–11, 2011–12, 2012–13) and net services 
and net secondary incomes (e.g. 2006–07).

•	 The federal government tries to achieve the goal of external stability. This involves 
‘paying our way’, and having a small CAD. As a rough guide, a CAD of around 3–4 per 
cent when it is expressed as a percentage of GDP (representing the size of the economy) 
is seen as satisfactory. This measure is called the CAD:GDP ratio. Unfortunately, this 
3–4 per cent range is not usually achieved, indicating that Australia has experienced 
persistent external instability.

Influences on Australia’s current account deficit
Events, both in Australia and overseas, influence our international transactions and 
tend to cause us to have a large CAD. These developments change either demand-side 
(i.e. they change AD) or supply-side conditions (i.e. they affect AS). Economists have 
identified several key reasons for this:

Rises in Australian spending levels
For every $100 of spending by local households and businesses, over $20 (20 per cent) 
on average goes to buying imports of goods and services. So when AD (C + I + G + 
X − M) grows more quickly and Australia’s economic growth accelerates, usually the 
size of the CAD rises also. There are many aggregate demand-side factors that can 
cause our spending levels and hence CAD to rise (e.g. 2002–08). For example:
•	 Strong consumer confidence in Australia (e.g. 2003–08) may reduce saving and boost 

consumption spending, some of which is devoted to imports. This adds to the CAD.
•	 Business confidence or optimism about future sales and profits (e.g. 2001–08) can 

cause local firms to lift spending on imports of new equipment and materials, adding 
to the CAD.

•	 Tax cuts (e.g. 2000–01, 2005, 2006, 2007, 2008, 2009, 2010 and 2012) or increases in 
disposable household incomes (2003–08) can lead to more consumption of imported 
items such as cars, electrical goods, new clothes and overseas holidays. This may 
increase the CAD.

•	 Lower interest rates on loans to firms or households (e.g. 2001–02, 2008–09, 2012–13) 
mean cheaper credit. This encourages spending, some of which will involve imports of 
goods and services. The CAD often rises in response.
In reverse, when there is a cyclical downswing in spending (e.g. 2000–01, 2008–09 and 

2010–11), a period of weak confidence, higher savings, falling incomes or a recession, often 
the size of the CAD tends to shrink as expenditure on imports slows relative to exports.

Overseas events
Some international events have an adverse effect on the level of overseas spending on 
Australia’s exports. As a demand-side factor, a drop in our exports causes the CAD to 
rise. Here we think of the following events.
•	 A recession experienced by our trading partners, Japan and the United States (e.g. in 

2001–02, 2008–09 and 2012–13–14), lowers their spending on our exports of goods and 
services. In turn, the recession might reflect consumer and business pessimism abroad.

•	 A rise in Australia’s exchange rate or value of the dollar against other currencies (e.g. 
2003–08, and 2010–11–12) tends to make our exports of goods and services dearer to 
customers overseas (see exchange rate details p. 214). In addition, a higher dollar 
makes imports by us seem cheaper. Together, rising imports relative to falling exports 
can cause the size of our CAD to grow.  In reverse, a weaker dollar (e.g. 2013–14) 
tends to reduce the CAD.

•	 A fall in the level of world commodity prices paid for Australian wool, grains, meat 
and minerals (due to increased international supply relative to demand) usually reduces 
the value of exports and leads to a higher CAD (e.g. 2008–09 and 2012–13–14). In 
reverse, high commodity prices driven by overseas demand can help reduce our CAD 
(e.g. 2010–11–12).

Commodity prices are the prices 
received according to demand 
and supply on world markets of 
goods such as grains, gold, beef, 
oil and natural gas.
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235chapter 6 Australia’s international economic relationships as a global economic issue

The competitiveness of Australian-made  
goods and services
Australia’s exports need to be competitive in price and quality, in order to sell against 
imports. As a favourable supply-side factor, increased efficiency in production by local 
firms and low inflation rates will improve our competitiveness and reduce the CAD. 
However, in reverse, when Australia’s competitiveness falls and our inflation rate is 
higher than overseas, the CAD often increases (e.g. 2000s).

A lack of local savings and heavy foreign borrowing or debt
Typically (but with the exception of 2009–13), Australian households save only a very 
small part of their income, preferring instead to spend it. As an unfavourable aggregate 
supply-side factor, this reduces the amount of money saved and available in the finan-
cial sector to finance new businesses. It also causes local interest rates to be higher and 
less attractive than some rates overseas. As a result, governments and many companies 
in Australia borrow large amounts overseas because it is cheaper than borrowing credit 
locally. Additionally, this means that foreigners own many well-known local businesses 
(e.g. Kraft Vegemite, Arnott’s biscuits, Shell Petroleum, General Motors Holden). The 
combination of foreign ownership and borrowing overseas contributes to our large 
CAD through the ongoing net repayment of incomes including interest abroad (i.e. high 
levels of net income debits).

Climatic conditions affecting rural exports
Floods occurred in Victoria and Queensland during December 2010 and January 2011. 
These not only reduced our production of primary products available for export, but 
they submerged mines and destroyed infrastructure. This meant lower mineral pro-
duction available for export. In addition, drought, as in 2002–10 and in 2012–14 in 
Western Queensland, also reduced exports and increased the CAD. Here, climatic con-
ditions represent an unfavourable supply-side factor that increased our CAD.

Try applied economic exercise 3, p. 261

Try analysis of statistical evidence, pp. 263–65

6.4 Trends in the ‘composition’ and 
‘direction’ of Australia’s trade 
and transactions

The term composition of international transactions refers to the make-up or type of 
external trade that takes place between Australia and the rest of the world. By contrast, 
the direction of international transactions refers to the countries with which Australia 
exchanges goods and services.

The changing ‘composition’ of exports 
and imports
Figure 6.8 (p. 236) clearly shows that between 1969–70 and 2012–13, there have been 
big changes in the composition of Australia’s exports and imports of goods.

Changing ‘composition’ of exports and imports of goods
Exports

Over these years, rural exports of goods fell from 54 per cent of all goods to only 
14 per cent. At the same time, non-rural manufactured exports rose from 46 to 86 per 
cent. These trends are largely a reflection of the growing importance of mineral exports 
rather than the growth of manufacturing industry.
Imports

The change in imports of goods has not been as dramatic as for exports (although 
the time period is shorter). During the period 1989–90 to 2012–13, imports of con-
sumer goods rose from 25 to 30 per cent, perhaps indicating the decline in Australian 
manufacturing of consumer items. At the same time, imports of capital goods (i.e. busi-
ness equipment) remained steady at 26 per cent despite a dip in the middle years, and 
imports of intermediate goods fell from 49 to 44 per cent. 

1 Describe recent trends in 
the size of Australia’s CAD.

2 Identify and outline five 
important factors or events 
that have affected the size 
of Australia’s CAD in recent 
times.

Composition of international 
transactions refers to the 
make-up or types of goods, 
services and other transactions 
that take place between Australia 
and the rest of the world.

The direction of international 
transactions refers to the 
countries with whom Australia 
exchanges goods, services and 
money capital.

c06Australia’sInternationalEconomicRelationshipsAsAGlobalEconomicIssue.indd   235 09/09/14   2:33 PM

U
N

C
O

R
R

E
C

TE
D

 P
A

G
E

 P
R

O
O

FS



236 economics down under book 1

P
er

ce
nt

ag
e 

of
 t

ot
al

 e
xp

or
ts

 b
y 

va
lu

e

The changing composition of Australian exports
(percentage of total goods exported by value), 1969–70 to 2012–13
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The changing composition of Australian imports
(percentage of goods imported by value), 1989–90 to 2012–13
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(% of total
goods imported)
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(% of total
goods imported)
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and other goods
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The changing composition of 
Australian exports of goods 1969–70 1979–80 1989–90 1999–2000 2012–13

a. Rural exports (% of total goods exported) 54 48 37 26 14

b.  Non-rural, manufactured and other 
exports (% of total goods exported) 46 52 63 74 86

The changing composition of 
Australian imports of goods 1969–70 1979–80 1989–90 1999–2000 2012–13

a.  Consumer goods imported (% of total 
goods imported) NA NA 25 28 30

b.  Capital goods imported (% of total goods 
imported) NA NA 26 23 26

c.  Intermediate and other goods imported 
(% of total goods imported) NA NA 49 49 44

FIGURE 6.8 The composition of Australian imports and exports.

Sources: Data derived from ABS 5368.0 (tables 3 and 4), RBA Occasional Paper no. 8.

As for the composition of exported and imported services, there has been a gradual 
rise in the importance of travel, transportation, communications, computing, education 
and financial items.

The changing ‘direction’ of Australia’s exports and imports
Over the years, the direction (i.e. the destination of our exports of goods and the origin 
of imports) of Australia’s merchandise trade has changed quite dramatically. In 1950–51, 
nearly 60 per cent of our exports were sold in Europe (especially the United Kingdom). 
However, by 2012–13, Europe took only around 7 per cent of our goods, while over 
70 per cent went to Asia (with 19 per cent to Japan, 10 per cent to the  ASEAN (the 

1 Explain what is meant by 
the direction of international 
trade transactions involving 
goods. Outline how 
Australia’s direction of trade 
has changed over the last 
few decades.

2 Explain what is meant 
by the composition 
of international trade 
transactions involving goods. 
Outline how Australia’s 
composition of trade has 
changed over the last few 
decades.
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237chapter 6 Australia’s international economic relationships as a global economic issue

Association of South-East Asian Nations, see p. 251), 8 per cent to the Republic of Korea, 
32 per cent to China and Hong Kong and 3 per cent to Taiwan), with the United States 
accounting for 4 per cent. The direction of imports has also shifted away from Europe 
to the Asia–Pacific area, especially China, Japan and the United States. One reason for 
the growing importance to Australia of nations in the Asia–Pacific area is that they have 
growing markets, gener ally expanding economies and increasing average incomes.

Try applied economic exercise 4, p. 261

Try class debate 2, p. 263

6.5 Trends in Australia’s international 
capital flows and their causes

International investment or capital movements between countries are of great impor-
tance. Figure 6.10 below shows trends in the level of Australia’s capital flows between 
1996–97 and 2012–13. In particular, the graph and table focus on net direct and 
net portfolio investments, as two important types of transaction affecting Australia’s 
balance on capital and financial account.
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FIGURE 6.9 Over the past 
40 years or so, there has been 
a shift in economic power 
from Europe to Asia. Indeed, 
China is Australia’s largest 
buyer of our exports 
(especially minerals and other 
commodities). Because 
China kept growing in the 
2008–09–10 global recession, 
this helped to expand our 
export production, incomes 
and employment. However, if 
the Chinese economy were to 
slow dramatically, Australia 
too could fall into recession.

FIGURE 6.10 Changes in 
Australia’s balance of capital 
and financial account relating 
to net investments 
(in $ millions)
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239chapter 6 Australia’s international economic relationships as a global economic issue

From these data, it is very clear that in all years, the overall balance on Australia’s 
capital and financial account was in surplus because total credits exceeded total debits. 
Additionally, while the net level of foreign investment or capital inflow to Australia was 
always positive, it was very volatile or unstable. This was especially true of portfolio 
investment during and following the GFC and ensuing years.

Causes of trends in Australia’s capital and 
financial account surplus
Because of the large CAD, Australia is forced to borrow more from overseas than it 
lends. We are very dependent on foreign investment or borrowing. There are at least 
three other explanations for this net influx of foreign capital.
1. Good opportunities for investment in Australia

Australia offers good opportunities for foreign investors. For instance, there is 
political stability, modest rates of company tax, rich deposits of natural resources 
including minerals, skilled labour readily available, consumers with high incomes 
and a high degree of economic freedom. Moreover, between 1995 and 2012, our 
economy generally experienced rapid economic growth and business profitability 
has been good. While this helps to make the financial account very positive, it does 
add to our foreign debt and CAD.

2. A long-term fall in Australia’s exchange rate
Overall, the exchange rate for the Australian dollar has tended to fall, during the 
past 100 years, against the currencies of the United States, Europe and Japan. This is 
despite a generally higher dollar in the past few years to late 2014. What this general 
downward trend means is that the purchasing power of these foreign currencies in 
Australia has become generally stronger. This has allowed foreign investors to buy 
property, shares and established companies in Australia very cheaply, contributing to 
our large financial account surplus.

3. High Australian interest rates against those overseas
Higher inflation rates in Australia than in many overseas countries and a general 
reluctance to save, has caused local interest rates on loans to firms to be relatively 
expensive. This makes foreign borrowing by our businesses even more attractive. 
As a result, foreign investment is sucked into the country, adding to our financial 
account surplus (but later increasing our deficit for net primary incomes due to 
increased liabilities overseas).

Trends in the ‘composition’ and ‘direction’ of 
Australia’s capital flows
The term composition of investment refers to the make-up or type of capital flows 
between Australia and the rest of the world. By contrast, the term direction means the 
source or destination of these flows. Recent decades have seen significant changes in 
both these areas.

Changes in the type or composition of capital or 
investment flows
Each year, foreigners invest large sums of money in Australia and some of our residents 
also invest funds overseas. As shown in figure 6.11 (p. 240), there have been some 
important changes in the composition or type of private investment.
Direct investment

Direct investment involves the setting up, takeover or expansion of a business. Using 
figure 6.11, notice that between 1969–70 and 2012–13, direct overseas investment in 
Australia fell as a proportion of total foreign investment, from 70 per cent to only 
49 per cent. Despite the overall drop in the relative importance of direct investment, 
its level in dollar terms has continued to grow. Indeed, some large multinational com-
panies (e.g. Shell, Mobil, Ford, General Motors, Bosch, Nestlé, Meiji Milk Products, 
Olivetti, Alcoa and many big mining companies) have been attracted to invest in 
Australia because of our abundant natural and other resources, and our economic and 
political stability. Similarly, Australian direct investment abroad has also fallen dramat-
ically in relative importance.
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Changes in the type or composition of foreign
investment in Australia as a percentage of the total
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in Australia as a percentage of total 
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30 51 Foreign portfolio and other investment 
by Australia abroad as a percentage of 
total investment abroad

32 72

FIGURE 6.11 Changes in foreign investment in Australia and Australian investment abroad

Source: Data derived from ABS 1350.0 (table 2.10), 5302.0 (table 1), and other.

Portfolio and other investment

International portfolio investment entails the purchase of shares and bonds. Figure 6.11 
also shows that between 1969–70 and 2012–13, portfolio investment in Australia by 
overseas investors grew in relative importance from 30 per cent of all foreign investment 
to reach 51 per cent. During the latter 1990s and until mid-2008, investors from abroad 
helped to push the Australian share market to new heights. In addition, Australian port-
folio investment abroad during these years also rose quite rapidly in relative terms from 
32 to 72 per cent of all investment. The growth in superannuation contributions acceler-
ated this trend. However, the economic turmoil in the US and Europe following the GFC 
has helped to slow the growth in Australian portfolio investment abroad in recent years 
to 2013. 

Changes in the direction of capital or investment flows
In the 1950s and 60s, most foreign investment in Australia arrived from the United 
Kingdom, with the balance mainly from the United States. In 2012–13, the United States 
and the United Kingdom were still important, but China, Japan, Singapore and other 
parts of Asia have taken the lead. In reverse, Australians are increasing their investments 
offshore, not just in Europe and the United States, but also in parts of Asia including 
China, Malaysia and even Vietnam. In these countries, there is considerable economic 
potential. Even so, the global financial crisis and recession of 2008 and 2009 and uncer-
tainties overseas in 2011–12–13, changes in government policies abroad (e.g. tax rates), 
relative interest rates and wage costs, terrorism, social unrest abroad and political uncer-
tainties in some countries, all affect the outflow of Australian overseas investments. 

The effects of capital inflow on the 
Australian economy
Capital inflow or foreign investment coming into Australia can bring both advantages 
and disadvantages.

Advantages
In Australia’s case, there are several main advantages of capital inflow or foreign 
investment.
•	 The inflow of foreign capital or investment helps to make up for the lack of local sav-

ings needed to finance business expansion, economic growth and jobs. This injection 
of extra money capital may also help to keep our interest rates lower than otherwise.
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241chapter 6 Australia’s international economic relationships as a global economic issue

•	 It provides access to new technology and production methods.
•	 Foreign capital provides cheap credit and also helps to offset our large CAD.
•	 Higher levels of investment in Australia can help to increase efficiency in production, 

lift the rate of economic growth (measured by GDP), create more jobs, cut unemploy-
ment and increase incomes. This helps to improve our material living standards.

•	 Foreign firms pay tax to the Australian government, thereby helping to finance govern-
ment budget outlays on services and welfare. Again this strengthens our material living 
standards.

Disadvantages
There are disadvantages of foreign investment in Australia.
•	 Each year, large amounts of income (e.g. interest, dividends and profits) are paid 

abroad to the foreign investors and owners of firms. This causes our net primary 
incomes account to be highly negative, leading to our large CAD.

•	 Some of our country’s assets (e.g. property, shares and businesses) are now owned 
and controlled by foreigners, reducing our national sovereignty and financial 
independence.

Try applied economic exercise 5, p. 261

6.6 Australia’s exchange rate
If you have ever travelled overseas you would have had to change Australian dollars 
for another country’s currency. Let’s look at the exchange rate in more detail.

What is the exchange rate?
The ‘exchange rate’ measures the price of the A$ when it is swapped for other cur-
rencies. Exchanging currencies is necessary for international transactions because a 
nation’s residents normally want to be paid in the currency unit appropriate for their 
country.

How is the exchange rate determined?
Since 1983, Australia has used a floating exchange rate system. This means that the 
price of the A$ is normally decided in the foreign exchange market by overseas cur-
rency buyers (demanders of the A$) and local currency sellers (suppliers of the A$). 

1 Explain what is meant by 
the direction of international 
financial transactions 
involving investment. 
Outline how the direction 
of Australia’s trade has 
changed over the last few 
decades.

2 Explain what is meant 
by the composition of 
international financial 
transactions involving 
investment. Outline how 
these have changed for 
Australia over the last few 
decades.

3 Outline one important 
advantage and one 
disadvantage of capital 
inflow for Australia.

FIGURE 6.12 There are 
around 200 nations in the 
world and most use different 
currencies. When transactions 
occur outside a particular 
country, currencies need to be 
swapped into the correct 
money. The exchange rate 
allows us to calculate the 
value of currencies against 
one another.

Floating exchange rate system 
means that the price of the A$ is 
normally decided in the foreign 
exchange market by currency 
buyers (D) and local currency 
sellers (S).
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242 economics down under book 1

The foreign exchange market is simply an institution for swapping one currency into 
another. Figure 6.13 below shows us that the equilibrium price at which the quantity 
of dollars demanded and supplied is exactly equal represents the current exchange rate.
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Quantity of the A$

The foreign exchange market

Equilibrium quantity (D = S)

Equilibrium
price of the A$

or exchange rate

Depreciation

Supply > demand for A$
Supply/sale
of A$

Demand
for A$

Demand > supply for A$

Shortage

Glut

Appreciation

Causes of changes in Australia’s exchange rate
From the evening news, we know that the exchange rate is always changing, either 
upwards (called an appreciation of the A$) or downwards (called a depreciation of the 
A$). This may be the result of aggregate demand-side or aggregate supply-side devel-
opments, both here in Australia and overseas.

Causes of an appreciating exchange rate
A rise in the value of the Australian dollar against other currencies 
is called an appreciation. Here, each dollar is worth more. There 
are two possible reasons for this rise. First, using figure  6.14, 
part 1, the exchange rate for the A$ would appreciate from P1 to 
P2, if there is more buying of the A$, rising demand from D1 to D2.

This appreciation may be due to:
•	  rises in the commodity prices received by local producers (e.g. 

2007–08, 2010–11–12)
•	  strong overseas economic activity within our main trading part-

ners (with high levels of consumer and business confidence 
abroad) that increases the volume of our exports (e.g. 2005–08, 
China and Southern Asia in 2010–11–12) 

•	  rises in domestic interest rates (relative to those abroad) that 
encourage overseas investment in Australia to maximise returns 
(e.g. 2005–08, 2009–10–11) 

•	  speculation that the dollar will rise in the near future
•	  Australian export firms become more internationally competi-

tive due to greater efficiency and lower prices 
•	  a lower inflation in our economy against a higher rate among 

overseas trading competitors
•	  drought or flood conditions abroad that necessitate overseas 

countries buying more of our food exports.
Alternatively, using figure 6.14, part 2, the exchange rate may 

also appreciate from P1 to P2 if there is less selling of the A$. This 
involves a fall in the number of A$s sold from S1 to S2 and may 
reflect:
•	 stronger than expected trade figures
•	  a drop in Australian imports due to pessimism among local 

households and businesses leading to a recession (e.g. 2011).

Causes of a depreciating exchange rate
A depreciation of Australia’s exchange rate means that the value 
of the dollar has fallen against other currencies. There are two 

reasons this may occur. First, using figure 6.15, part 1 (p. 243), the exchange rate will 
fall from P1 to P2 when there is less buying of the dollar. This decreases demand for the 
A$ from D1 to D2.

FIGURE 6.13 Deciding the 
exchange rate for the A$ in the 
foreign exchange market

An appreciation of the exchange 
rate is when the currency’s 
value increases against other 
currencies.

A depreciation of the exchange 
rate is when the currency’s 
value decreases against other 
currencies.

Quantity of A$

Price/exchange rate (A$)

Part 1—An increase in the demand for the A$ in the
foreign exchange market lifts the dollar.

D1 for the $A

D2 for the A$

S1 of the A$

Q2

P1

P2

Q1

Quantity of A$

Price/exchange rate (A$)

Part 2—A decrease in the supply of the A$ in the
foreign exchange market lifts the dollar.

D1 for the $A

S2 of the A$

S1 of the A$

Q2

P1

P2

Q1

FIGURE 6.14 Using the 
demand–supply diagram to 
show the two main causes of 
an appreciation in the A$
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243chapter 6 Australia’s international economic relationships as a global economic issue

This depreciation could result from:
•	 a recession overseas that cuts the demand for our exports (e.g. 

the GFC in 2008–09, slowdown in China in 2012–13–14)
•	 a drop in world commodity prices received by local firms for our 

exports (e.g. 2008–09, 2012–13–14)
•	 Australian producers become less internationally competitive or 

efficient
•	 a fall in overseas investment in Australia.

Alternatively, using figure 6.15, part 2, the A$ could fall from 
P1 to P2 if there was more selling of the A$. This would increase 
the supply of the A$ from S1 to S2. This often occurs as a con-
sequence of:
•	 rapid economic growth and periods of boom in Australia
•	 strong consumer and business confidence among Australian 

households and firms that raises imports
•	 a worse than expected trade balance for Australia
•	 a belief that the A$ will fall sometime in the future
•	 rises in the level of income payments because of an increase in 

our level of foreign debt
•	 a rise in the relative level of interest rates overseas (e.g. 2012–13).

How is Australia’s exchange rate 
measured?
There are two common ways of measuring Australia’s exchange 
rate. We could quote individual exchange rates or, alternatively, 
the trade weighted index.

Individual exchange rates
The A$ has a separate exchange rate for every currency in the 
world including the rate for US dollars, British pounds sterling, 
Japanese yen, the European Union euro, Chinese renminbi, Sin-
gapore dollar, Malaysian ringgit, South Korean won and Indone-
sian rupiah. These cross rates tell us how many currency units for 
each country can be purchased with one A$.

Trade weighted index (TWI)
The trade weighted index (TWI) represents the ‘average’ exchange rate for a basket of 
foreign currencies weighted according to their relative importance for Australia’s trade 
(e.g. the US$ is weighted more heavily than the Indonesian rupiah). The weights used 
in the TWI are adjusted fairly frequently to reflect changes in the direction and pattern 
of trade between Australia and its major trading partners. Being an index, a base year 
of 100 points is used (for Australia, this is 1970) to compare changes in the currency’s 
value in subsequent years.

Trends in Australia’s exchange rate
The exchange rate measures changes in the value of the A$ against other currencies. 
The forces of demand for and supply of the currency in the foreign exchange market 
determine its value. Figure 6.17 (and the attached table on p. 245) shows how the value 
of the A$ has changed using the TWI as a guide, along with the dollar’s value against 
specific currencies including the US dollar and the Indonesian rupiah. Several points 
can be made about changes in the value of the A$.
•	 In 1970 (the base year), the TWI was equal to 100 points.
•	 Between 2000–01 and 2006–07, the A$ had depreciated to average only 57 points.
•	 More recently especially between 2010–11 and 2013–14, the A$ greatly appreciated 

to average around 74 points despite easing slightly in 2012–13–14.
Clearly these general changes in our exchange rate reflect changes in the demand (D) 
for and supply (S) of the A$ in foreign exchange markets.

The effects of changes in the exchange rate 
for the A$
Changes in the exchange rate for the A$ have both good and bad effects on the 
economy, and particular individuals and industries.

Quantity of A$

Price/exchange rate (A$)

Part 1—A decrease in the demand for the A$ in the
foreign exchange market weakens the dollar.

D2 for the $A

D1 for the A$

S1 of the A$

Q1

P2

P1

Q2

Quantity of A$

Price/exchange rate (A$)

Part 2—An increase in the supply of the A$ in the
foreign exchange market weakens the dollar.

D1 for the $A

S1 of the A$

S2 of the A$

Q2

P2

P1

Q1

FIGURE 6.15 Using the 
demand–supply diagram to 
show the two main causes of 
a depreciation in the A$

The trade weighted index 
(TWI) represents the ‘average’ 
exchange rate for a basket 
of foreign currencies each 
weighted according to its relative 
importance for Australia’s trade.
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The effects of changes in exchange 
rates on level of exports, imports 
and the CAD
Following a depreciation of the A$ (e.g. 2008–09, 
2012–13–14), the cost to us of buying imports of 
goods and services, and making payments of incomes 
abroad, becomes more expensive because the dollar 
does not go as far. In addition, sales of Australian 
exports are being helped because a lower A$ makes 
them cheaper and more attractive to overseas buyers. 
Hence, as imports fall and exports rise, the CAD may 
become smaller. In reverse, an appreciation of the A$ 
(e.g. 2005–08, 2009–10–11–12) tends to cause the 
CAD to rise.

The effects of changes in exchange 
rates on the levels of national 
production, income and employment
A depreciation of the A$ tends to lift exports, since 
these become cheaper for overseas buyers. Addition-
ally, a lower dollar depresses imports because these 
are dearer for us to purchase. Thinking back to the 
circular flow model (pp. 00–00), a depreciation of 
the A$ can help to stimulate AD (i.e. reflecting C + 
I + G + X − M) by raising export injections and 
lowering import leakages. In turn, the increase in AD 
lifts national production, employment and income. 
By contrast, a rising A$ tends to slow AD, national 
production, incomes and employment.

The effects of changes in exchange 
rates on prices and our inflation rate
Inflation exists in Australia when there is a general 
rise in the prices paid for goods and services. One of 
the problems of a depreciation of the exchange rate 
is that it makes imports of consumer goods and ser-

vices, business equipment and commodities dearer. As a result, higher inflation lowers 
the purchasing power of our incomes and undermines our material living standards. In 
reverse, an appreciation of the currency tends to reduce the inflation rate by making 
imports of goods and services relatively cheaper to local households and businesses. 
Having more purchasing power helps to increase our material living standards.
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FIGURE 6.16 The exchange 
rate for various currencies is 
unstable and moves up and 
down, generally in response to 
changes in the demand and 
supply of the currency in 
foreign exchange markets.

FIGURE 6.17 Changes in the 
trade weighted index (TWI) for 
the A$ and individual 
exchange rates (continued)
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FIGURE 6.17 (continued)

Exchange rate indicator 
(at June)

2000–
01

2001–
02

2002–
03

2003–
04

2004–
05

2005–
06

2006–
07

2007–
08

2008–
09

2009–
10

2010–
11

2011–
12

2012–
13

2013–
14

2014–
15

i.  Exchange rate — 
euro/A$ 0.6 0.57 0.58 0.57 0.63 0.58 0.63 0.61 0.58 0.69 0.74 0.81 0.71

ii.  Exchange rate — 
British pound/A$ 0.36 0.37 0.4 0.38 0.42 0.4 0.42 0.48 0.51 0.56 0.67 0.65 0.61

iii.  Exchange rate 
— US$/A$ 0.51 0.56 0.67 0.69 0.76 0.74 0.77 0.86 0.74 0.88 0.99 1.02 0.93

iv.  Exchange rate — 
Japanese yen/A$ 62.94 67.48 79.99 74.82 84.14 85.11 104.7 101.93 73.99 80.77 82.11 80.89 91.64

v.  Exchange rate — 
Chinese renminbi/A$ 4.2 4.67 5.32 5.7 6.32 5.94 6.11 6.49 5.54 5.78 6.94 6.48 5.69

vi.  Exchange rate — 
NZ$/A$ 1.25 1.17 1.15 1.09 1.09 1.21 1.24 1.12 1.24 1.23 1.31 1.23 1.19

vii.  Exchange rate — 
Indonesian rupiah/A$ 5791 4931 5526 6484 7422 6898 7668 8880 8295 7735 9230 9659 9208

viii.  Trade weighted 
index (TWI, 1970 = 
100 points) 49.7 52.3 59.4 59.1 64.5 62.2 68.9 73.4 64.7 67.3 77.8 76.5 71.4

Historical notes: The highest level for the TWI over the last 38 years was 115 points in 1973–74, while the lowest level for the TWI was 
48.5 points in 1994–95.

Sources: Data derived from RBA Statistics (table F11).

•	 Try applied economic exercise 6, pp. 261–62

•	 Try analysis of visual evidence — for example, see cartoon on p. 226 and 
use the questions on p. 265

6.7 Australia’s foreign debt
In recent years there has been significant debate about Australia’s foreign debt.

What is foreign debt and how is it measured?
Foreign debt involves borrowing money overseas. Perhaps the most common measure of this 
is the net foreign debt (NFD). It represents the difference in value between what Australia 
has borrowed from or owes overseas countries (i.e. our liabilities), minus what Australia has 
lent or invested abroad (i.e. our assets). There are two main types of overseas borrowers.

Official government (public sector) debt
Official debt is borrowing by the government or public sector. Especially during and 
following the GFC in 2008–09–10–11–12–13–14, Australian governments borrowed 
money overseas to help pay for their large budget deficits (i.e. where tax and other revenue 
is not enough to pay for government outlays). This added to Australia’s official net foreign 
debt, and means that future generations will need to share the burden of repaying this debt. 

By contrast, at other times between 1996–97 and 2007–08 when Australian govern-
ments generally ran budget surpluses (i.e. government revenues exceed government 
outlays), public sector foreign debt was low. The onset of global recession in 2008–09 
has meant a return to huge budget deficits and borrowing abroad. 

Non-official (private sector) debt
Non-official debt is private sector borrowing. The main private sector borrowers are 
the large companies who need to raise money capital for financing business expansion 
and takeovers. High local interest rates, and especially a lack of national savings, have 
contributed to our skyrocketing foreign debt.

Trends in the foreign debt
Australia’s NFD has grown at a staggering rate, from a mere $2.4  billion (or 3.1  
per cent of GDP) in 1976, to $853 billion (or around 56 per cent of GDP) in December 
2013. Figure 6.18 (p. 246) shows that the vast majority of the NFD is non-official or  
private-sector borrowing. It also reveals that since the GFC (2008–09), the level of private 
sector debt has actually fallen due to uncertainty. Even so, as previously noted, large 
government budget deficits in 2008–09–10–11–12–13–14 mean that public sector debt 
has again become more important. 

1 Define what is meant by the 
term, the exchange rate.

2 What is a floating exchange 
rate and how is the value of 
the A$ determined under 
this system?

3 What is an appreciation of 
the currency? What factors 
might cause this to occur?

4 What is a depreciation of 
the currency? What factors 
might cause this to occur?

5 What is the trade weighted 
index (TWI)?

6 Identify and outline three 
important effects of a rise or 
a fall in the value of the A$. 

Net foreign debt (NFD) 
represents the difference in 
value between what Australia has 
borrowed from or owes overseas 
countries, minus what Australia 
has lent or invested abroad. This 
might be official (government 
debt or liabilities) or non-official 
debt (private debt of liabilities).
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The causes of foreign debt
There are at least four important reasons for the growth of Australia’s NFD.

Too many government budget deficits
Governments run budget deficits in recessions when they want to boost spending in the 
economy. A deficit occurs when the annual value of budget outlays exceeds the value of 
budget revenues. In order to finance this deficit, governments need to borrow, perhaps 
overseas. Back in the 1970s to mid-1990s, budget deficits were common practice because 
of a desire to increase spending and reduce high unemployment. As a result, official or 
government debt grew rapidly. However, by the late 1990s and 2000s, there was general 
acceptance of the need for governments to balance their budget receipts and outlays 
over the economic cycle (i.e. ‘fiscal balance’ between one peak on the business cycle and 
the next, perhaps lasting four to seven years). However, as noted, the recent return to 
budget deficits in 2008–09–10–11–12–13–14 financed partly by foreign borrowing, has 
meant that Australia’s NFD is now higher in dollar terms than it was before the GFC.

Australian interest rates are relatively high 
due to low national savings
Australian interest rates have traditionally been higher than 
those in such countries as the US and Japan. This partly 
reflects an inadequate supply of household saving, relative to 
a strong demand for credit. In turn, high domestic interest 
rates encourage foreign borrowing by governments, banks 
and local businesses, adding to our net foreign debt.

Opportunities for foreign investors
Because of Australia’s vast natural resources and stable pol-
itical climate, there are many opportunities for foreign inves-
tors to make high returns. Although this inflow of investment 
capital helps grow the economy’s productive capacity, it also 
adds to our indebtedness to the rest of the world.

A depreciating currency
The overall depreciation of the A$ since 1970 has made the purchase of local assets 
(e.g. shares, property, businesses) by foreigners very cheap. In turn, this adds to our 
overseas debt because it means that each year, Australia must pay incomes (e.g. profits, 
dividends and interest) abroad to foreign owners of our assets.

The effects of Australia’s foreign debt
Debt can be a good thing, providing that it is used wisely. 

The benefits of foreign debt
•	 It can make up for a deficiency in local savings needed to finance investment, business 

expansion and the creation of new jobs.
•	 It can provide access to cheaper credit than otherwise, given that Australian interest 

rates are often higher than rates overseas. 

FIGURE 6.18 Trends in 
Australia’s net foreign debt 
(NFD equals official and 
non-official debt in $ billions)

Sources: Data derived from RBA 
Statistics (table H-5) and RBA 

Occasional Paper, no. 8.

FIGURE 6.19 During and 
following the GFC (2008–09–
10), Treasurer Wayne Swan 
attempted to jumpstart the 
economy using budget 
deficits. The situation has now 
changed and the government 
hopes to move back to a 
surplus. Previous budget 
deficits led to an increase in 
government or official foreign 
debt, adding to interest 
repayments abroad. In turn, 
interest repayments added to 
the size of our CAD.

1 Explain what is meant by 
Australia’s net foreign debt 
(NFD).

2 Distinguish official debt 
from non-official debt.

3 What factors have led to a 
rise in Australia’s official 
and non-official NFD?

4 Outline one important cost 
and one important benefit of 
foreign debt.
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247chapter 6 Australia’s international economic relationships as a global economic issue

The costs of foreign debt
•	 As with all debt, the main problem is meeting interest and other income repayments 

(e.g. the payment of profits, dividends and rent abroad). As noted, if debt or borrowed 
money from abroad is used productively to finance investments that grovy our pro-
ductive capacity and incomes, it is sustainable. However, this is not always the case. 
Excessive levels of government or sovereign debt creates great hardship, forcing 
governments to lift taxes and cut spending, contracting economic activity and causing 
high unemployment, as seen in some European countries like Greece. 

•	 This burden is especially heavy if the value of the A$ falls against other currencies. 
•	 The NFD is the major reason for Australia’s large net primary incomes deficit and 

big CAD.

•	 Try applied economic exercise 7, p. 263

•	 Try analysis of visual evidence — see cartoon on p. 226 and use the questions 
on p. 265

6.8 Government policies affecting 
international trade 

Earlier in this chapter, we mentioned that Australia gains huge economic benefits from 
international transactions. Hence, it is hardly surprising that the federal government uses 
policies to encourage trade and make local firms more internationally competitive. This 
helps Australia to ‘pay its way in international transactions’ and ‘live within its means’. 
Promoting this goal of external stability also means that the government would like a 
fairly small CAD:GDP ratio of perhaps around 3–4 per cent as a very rough guide. 

In the following section we will examine government policies that affect inter-
national trade. Some of these policies are aimed at ensuring Australia becomes more 
internationally competitive.

What is ‘international competitiveness’?
The Australian government wants local firms to be internationally competitive. Interna-
tional competitiveness means that Australian firms can compete or sell their goods and 
services in markets around the world, without reliance on protection or special govern-
ment assistance. For local firms, international competitiveness means:
•	 selling at relatively low prices against similar imports, through improved efficiency in 

production
•	 ensuring that the quality of locally made items matches that of imports
•	 being flexible and catering better for the changing needs of customers at home and abroad
•	 providing superior customer service including prompt delivery
•	 tracking down, tapping into and developing new markets.

What are the advantages of being internationally competitive?
Being internationally competitive brings benefits to firms at the microeconomic level, 
and to the whole economy at the macroeconomic level. By being internationally com-
petitive, Australian firms should compete more successfully against imports at home 
and be able to grow their export markets. This raises company sales and profits and 
leads to business expansion. Additionally, apart from improving Australia’s external 
stability by reducing our CAD, greater competitiveness benefits all of us by lifting the 
rate of economic growth in GDP, increasing national income, creating jobs and low-
ering inflation. These amazing benefits sound too good to be true.

Promoting international competitiveness through government 
aggregate supply policies
Unfortunately, these benefits of being internationally competitive will occur only if we are 
prepared to force Australian firms (government and private) to become more efficient. 
Firms need to continually restructure the way they produce and sell goods and services 
to remain competitive. This process of structural change is painful and often involves:
•	 finding ways of cutting production costs (often involving a reduction in labour costs)
•	 minimising wage costs by using strategies that lift worker efficiency and motivation 

(e.g. factors that affect levels of strikes, absenteeism, safety, innovation, training, skills, 
staffing and management structures, motivation)

Structural change means altering 
how production is organised and 
undertaken by business.
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248 economics down under book 1

•	 closing down or selling off inefficient operations and branches of businesses
•	 encouraging product innovation through research and development (R&D)
•	 expanding the use of the latest technology in production to cut costs and lift efficiency
•	 workers and managers using the best international production practices available
•	 encouraging firms to try to gain maximum economies of large-scale production, per-

haps through company mergers, takeovers and integration (i.e. both vertical inte-
gration across different but related industries, or horizontal integration by rival firms 
in the same industry).
Between the mid-1980s and 2014, government aggregate supply-side policies 

including microeconomic reforms were commonly used to promote structural change 
and international competitiveness. This section will take a brief look at some of these 
strategies including the following:
•	 the policy of trade liberalisation 
•	 Australia’s international trade agreements and alliances
•	 deregulation and reform of the labour market
•	 cuts in the company tax rate
•	 national infrastructure projects
•	 education and training policies
•	 schemes to promote Australian exports
•	 policies to encouraging national savings.

As discussed, the government makes these policies to ensure Australia is inter-
nationally competitive. Another government policy that affects international trade is 
Australia’s commitment to trade liberalisation, discussed in further detail below.

The policy of trade liberalisation
Especially during the past two decades, Australian governments have gradually adopted 
the policy of trade liberalisation or freer trade. As shown in the two key sections 
making up figure 6.20 (p. 249), they have rejected the idea of trade protectionism. 
Trade liberalisation involves reducing tariffs (indirect tax that is added onto the price 
of imported items to make them dearer) and other forms of assistance to local indus-
tries that compete against imports. In addition, expanding the number of free trade 
agreements has also been an important feature of trade liberalisation policies.

Lower tariff protection
Figure 6.20 (part A and the accompanying table) (p. 249) shows that the move towards 
lower tariffs started at different times in different areas. In the case of ‘general’ tariffs on 
manufactured items, protection was gradually reduced from the early 1970s onwards 
from an average rate of 36 per cent to just 5 per cent from 1996. Even so, there were 
special exceptions given for the textile, clothing, footwear and automotive industries. 
In these industries, tariffs were actually increased during the 1970s and early 1980s, 
before cuts began in the mid-1980s or early 1990s. After a period between 2000 and 
2004 where tariffs in these special industries remained steady, rates were again reduced 
in 2005 and in 2010, with further reductions scheduled for 2015. For the car industry, 
tariffs were cut to only 10 per cent by 2005 (down from 125 per cent in 1985–86) and 
then to 5 per cent in 2010. In the case of textiles, clothing and footwear, the maximum 
rate became 17.5 per cent in 2005 (down from 176 per cent in 1990–91), 10 per cent 
in 2010 and is projected to fall to 5 per cent in 2015.

It is clear that behind the federal government’s policy of tariff cuts lies a belief in 
the great benefits of local exposure to international competition and free trade (e.g. 
including greater efficiency, increased exports, a smaller CAD, higher incomes, faster 
economic growth, lower inflation, more jobs in the long term and higher material 
living standards). By contrast to these benefits of tariff cuts, high tariffs usually cause 
resources to be allocated inefficiently into industries where we have no comparative 
cost advantage. The existence of tariffs also means that households and businesses con-
suming Australian-made goods and services must pay higher prices for items. This adds 
to inflation and reduces our purchasing power and living standards. For consumers, it 
offsets any possible short-term increases in income and employment that may be gained 
by having tariffs. Additionally, when one country raises its tariffs, this becomes a justifi-
cation for other nations to retaliate. This causes a contraction in world trade volumes 
and slows Australia’s economic activity.
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Part A Changes in Australia’s rates of tariff protection (percentage) by
industry, 1968–1969 to 2015–2016
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Part B Indicators of changing Australian government
policy towards free trade

Number of free
trade agreements*

General rate of 
manufacturing
tariffs (%)

Estimated value of
gross subsidies ($b)

Rate of agricultural
tariffs (%)

Year
1970–

71
1980–

81
1990–

91
2000–

01
2013–

14

Number of free trade agreements* 0 0 1 1 9

General rate of manufacturing tariffs (%) 35 23 16 5 5

Rate of agricultural tariffs (%) 28 12 13 6 0

Estimated value of gross subsidies ($b) 25 20 18 6 8

FIGURE 6.20 Indicators of 
the change in the Australian 
Government’s policy towards 
free trade, 1970 to 2015–16

Sources: Data derived from 
many sources including AGPS; 

Industry Commission; Productivity 
Commission; Financial Review; 
Trade Policy Review, Australia, 

2002; Report by the Government, 
2002 Trade Policy Review; 

Budget papers, 2008–09 (federal 
government website) Statement 5, 

p. 3 and Statement 6, p. 11 and 
other sources.

*Note: Number for 2013–14 
represents the number in force, 

signed, concluded and to come into 
force in 2014.

c06Australia’sInternationalEconomicRelationshipsAsAGlobalEconomicIssue.indd   249 09/09/14   2:33 PM

U
N

C
O

R
R

E
C

TE
D

 P
A

G
E

 P
R

O
O

FS



250 economics down under book 1

Reduced subsidies to local businesses
Subsidies are government cash payments made to local pro-
ducers to help them cover some of their production costs. 
They can enable Australian firms to export at a more competi-
tive price. Figure 6.20 (part B and the accompanying table on 
p. 249) shows us that between the early 1970s and 2012–13, 
there was a general reduction in the scale of financial assistance 
to industry in the form of gross subsidies, from around $25 
billion in 1971–72 down to perhaps only $7 billion. Again, this 
is consistent with the federal government’s belief that trade lib-
eralisation improves competition, efficiency, incomes and living 
standards.

Australia’s international trade 
agreements and alliances
The trade agreements the Australian government makes with 
other countries have a significant impact on international trade. 

The Australian government participates internationally in a number of bilateral and 
multilateral trade agreements. These are designed to foster the growth of international 
free trade. Bilateral trade agreements exist to promote trade between two countries or 
groups, while multilateral trade arrangements are signed by a number of countries. The 
range of agreements is quite impressive.

Multilateral trade relationships and agreements
Multilateral trade agreements include our membership of the International Monetary 
Fund (IMF). This organisation seeks to expand world trade as the basis of global econ-
omic development. Additionally, the World Trade Organization (WTO) tries to free up 
trade by removing tariffs, subsidies and other forms of industry assistance, which cur-
rently still restrict the volume of international trade.

Bilateral trade agreements
Between 1983 and 2014, Australia has tried to negotiate bilateral free trade 
agreements (FTAs) with other countries. For example, we currently have nine FTAs in place:
•	  Australia–New Zealand FTA (also known as Closer Economic Relations) commenced 

in 1983
•	 Australia–Singapore FTA in 2005
•	 Australia–Thailand FTA in 2005
•	 Australia–United States FTA in 2005
•	 Australia–Chile FTA in 2007
•	 ASEAN–Australia–New Zealand FTA in 2009
•	 Malaysia–Australia FTA in 2012
•	 Korea–Australia FTA in 2014
•	 Australia–Japan FTA in 2014.
In addition, by mid 2014, negotiations were well underway for striking bilateral FTAs 
with China and Indonesia.

Essentially, FTAs involve the removal of local industry protection. This includes 
cutting tariff rates applied on trade between member countries. In addition to exposing 

local firms to more intense 
foreign competition and 
forcing them to become 
more cost efficient and 
improve their competi-
tiveness, FTAs help Aus-
tralian producers gain 
access to bigger export 
markets abroad. This 
allows our businesses to 
grow their export income 
and should thus tend to 
reduce Australia’s CAD.

FIGURE 6.21 Free trade 
involves no tariffs or other 
forms of protection for local 
industry. While free trade brings 
benefits such as cheaper 
goods, some groups including 
farmers and local industries see 
it as a threat to their survival.

Subsidies are government cash 
payments made to local producers 
to help them cover some of their 
production costs. They can enable 
Australian firms to export at a 
more competitive price.

Bilateral trade agreements are 
treaties signed by two countries 
involving the reduction and 
removal of industry protection.

Multilateral trade arrangements 
are signed by a number of 
countries, and are aimed at 
promoting trade and reducing 
industry protection.

FIGURE 6.22 Multinational 
free trade agreements exist 
when a group of nations like 
the European Union agree to 
abolish tariffs on transactions 
between members of the 
group.
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251chapter 6 Australia’s international economic relationships as a global economic issue

The importance of regional trade relationships
Asia is important to Australia’s economy. Let’s explore some of our trade relationships 
with Asian countries.

Asia–Pacific Economic Cooperation (APEC)

The Asia–Pacific Economic Cooperation (APEC) is a regional forum aimed at promoting 
‘freer trade’ among 21 member countries (see figure 6.23 below, map 1) around the 
Pacific rim, accounting for 55 per cent of global GDP. It includes Australia, Brunei 
Darussalam, Canada, Chile, Indonesia, Japan, Malaysia, Mexico, New Zealand, Papua 
New Guinea, the People’s Republic of China, the Philippines, Republic of Korea, Singa-
pore, Thailand and the United States. Together, there are nearly 3.3 billion people in this 
market or over 40 per cent of the world’s population! Currently, these countries buy 
about 70 per cent of Australia’s exports. Clearly, what happens to our exports in this 
region is of national economic and political importance to Australia. In 1994, members 
of APEC signed an agreement that would abolish intercountry tariffs by 2020, and 
reduce these even more quickly in richer countries like Australia and the United States.

A R C T I C    O C E A N

A T L A N T I C
O C E A N

I N D I A N
O C E A N

P A C I F I C
O C E A N

A T L A N T I C
O C E A N

N
N

APEC

Key

ASEAN

Key

A T L A N T I C

O C E A N

I N D I A N

O C E A N

N

Map 1 Asia–Pacific Economic Forum (APEC) nations
Map 2 Association of South-
East Asian Nations (ASEAN)

FIGURE 6.23 Maps showing APEC and ASEAN nations 

Sources: Map 1 en.wikipedia.org/wiki/File:APECMitgliedsstaaten.png
Map 2 en.wikipedia.org/wiki/File:Association_of_Southeast_Asian_Nations_(orthographic_projection).svg

Association of South-East Asian Nations (ASEAN)
The Association of South-East Asian Nations (ASEAN) is an organisation that was 
set up in 1967 to encourage regional economic, social and cultural development 
through cooperation and discussion. It brings together 10  countries from the South-
East Asia region including Indonesia, Cambodia, Vietnam, Laos, Burma (Myanmar), 
Brunei Darussalam, Malaysia, the Philippines, Singapore and Thailand (see figure 6.23, 
map 2). These countries accept the principle that freer international trade will help 
their economic development so their governments gradually cut tariffs for members 
in the region to only 5 per cent by 2012. Indeed, trade between members has become 
over 40 times greater. Although Australia is not a member of ASEAN, it is a dialogue 
partner and the region has great importance to us (e.g. in 2009, an FTA was signed). 
For instance, despite the slowdown in Asian growth rates in the late 1990s and during 
the global recession in 2008–09–10, the region now offers a large and growing market 
for Australian firms because of its population of around 642 million (about 9 per cent 
of the world’s population), rising GDP (now about $4.0 trillion US per year) and the 
closeness or accessibility of these countries. We export around $25 billion (2012–13) 
(around 10 per cent of our total exports) to these countries: our third biggest customer 
after China and Japan (which together take nearly 46 per cent of our total exports). 
In fact, our exports to ASEAN members have risen 40-fold since 1970. Additionally, 
Australian investment in ASEAN has risen quickly, along with imports from the region.

Asia–Pacific Economic 
Cooperation (APEC) is a regional 
forum aimed at promoting 
‘freer trade’ among 21 member 
countries.

Association of South-East 
Asian Nations (ASEAN) is an 
organisation that was set up to 
encourage regional economic, 
social and cultural development 
and freer trade through 
cooperation.
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252 economics down under book 1

Deregulation and reform of the labour market
Deregulation and reform of the labour market is another policy that significantly 
affects international trade. In most firms, wages represent around 60–70 per cent of all 
production costs! To be able to export successfully and compete internationally, wage 
costs need to be kept down and worker efficiency raised. Some economists believe that 
this is most likely to happen in a fully deregulated labour market. Here, wages and con-
ditions in each firm would be set by the forces of demand and supply on a firm-by-firm 
basis, rather than by governments regulating minimum wages. Between 1992 and 2014, 
the federal government moved to reform the labour market.
•	 The government encouraged the spread of firm-by-firm enterprise or workplace agree-

ments that now cover about 85 per cent of all workers. Here, wage rises are usually 
linked to increases in worker efficiency (GDP per hour worked). This helps to slow 
wage costs and make local producers more competitive. This development should 
boost export sales and incomes, reduce the CAD and improve our material living 
standards.

•	 Between 1996 and 2007 unfair dismissal laws for firms employing fewer than 100 
staff were relaxed by the Howard coalition government (as part of its WorkChoices 
reforms), making it easier for firms to get rid of unproductive employees. This helped 
to weaken the negotiating position of employees, kept production costs down, 
improved the competitiveness of exports and possibly helped keep the CAD lower 
than otherwise. However, during 2008–09–10–11–12, the Rudd and Gillard Labor 
government softened these laws to give more protection to workers, and passed 
legislation to help ensure that minimum working conditions were protected. Some 
commentators believe these changes will slow labour productivity, weaken our 
international competitiveness and worsen the CAD. 

•	 Labour market reforms meant that union influence in negotiations about the minimum 
wage and in reaching enterprise agreements was progressively diminished. This was 
especially the case between 1992 and 2007. The aim of this was to slow rises in wage 
costs, making exporters more competitive.

•	 Between 2010 and 2014, the system for setting minimum wage and conditions has 
been simplified and centralised and wage rises must now take local and overseas econ-
omic conditions into account before announcing any wage rises. Currently in 2014, 
there is a review of the Fair Work Laws by the Productivity Commission.
The Workplace Relations Act (1996) and Workplace Relations Amendment Act 

(2005) were especially important developments in the deregulation of our labour 
market designed to improve the international competitiveness of Australian exports. 
Since then, in 2008 and 2009, further workplace or industrial relations reforms 
including the Workplace Relations Amendment (Transition to ‘Forward with Fair-
ness’) Act (2008), the Fair Work Act (2009) and the Fair Work Amendment Act (2012) 
have retained most key features of earlier labour market reforms, but have moved to 
better protect the rights of workers. Time will tell if these changes impact adversely on  
Australia’s international competitiveness.

Cuts in the company tax rate
The government’s policy on company tax rates also affects international trade. Company 
tax is often seen as a burden or production cost for businesses. If company tax rates 
are too high, this disadvantages local exporting firms and makes them less profitable 
and competitive against imports from low tax countries. This can lower export income, 
encourage imports, contribute to the CAD and lower material living standards. Between 
2000 and 2002, the federal government cut our tax rate from 36 per cent of every dollar 
of company profit to only 30 per cent. This was needed because our corporate tax rate was 
one of the highest in the Asian region. However, as shown in figure 6.24 (p. 253), between 
2006 and 2014, most other countries have cut their rates even more. At 30 per cent,  
Australia’s company tax rate is now again higher than those in most comparable coun-
tries with whom we compete. For instance, in 2014, the average rate in Asia is around 
22 per cent, OECD nations, 25 per cent, 23 per cent in the European Union, and zero 
per cent in some countries. Because of this disadvantage, following the Henry Review’s 
recommendations on taxation in 2010, the Australian government promised to cut the 
company tax rate to 29 per cent, starting in 2012 (but this did not actually happen), with 
the aim of making it more internationally competitive. Most recently, during the election, 
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the coalition promised a reduction in our the corporate tax rate to 28.5 per cent, from 
July 2015. Only time will tell whether, this time, the promise will be delivered.
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FIGURE 6.24 Comparisons of Australia’s rate of company tax against that in other countries and 
regions, 2006 and 2014 (values labelled on the graph are for 2014)

Source: Data for the graph was derived from KPMG, Corporate tax rates, www.kpmg.com/global/en/services/tax/
tax-tools-and-resources/pages/corporate-tax-rates-table.aspx

National infrastructure projects
National infrastructure is another area that impacts on international trade. National infra-
structure projects mostly involve the provision of capital equipment that is used by Aus-
tralian firms to produce other goods and services. These include government building 
projects (often in partnership with private businesses) including major highways, railways, 
ports, electricity, gas, telecommunications and water supply. Such projects help provide 
the framework needed by local businesses to be efficient and internationally competitive. 

Unfortunately, Australian infrastructure has been allowed to deteriorate and age. 
This has limited our export capacity and added to local production costs, placing local 
firms at a cost disadvantage against often cheaper imports. This problem has tended to 
weaken our trading balance and increase Australia’s CAD.

With this constraint or bottleneck in mind, the federal government in the last five 
years to 2014 has attempted to increase its budget spending on these projects, including 
improving national highways (e.g. Princess Highway, New England Highway) to reduce 
transport times, improving rail feeder links to ports to allow for more efficient trans-
port of minerals and grains, and the rolling out of the National Broadband Network 
(NBN) for high speed communication supposedly at lower costs to local firms.

Education and training policies
Education and training policies affect international trade. Skilled and educated workers 
are more innovative, efficient and internationally competitive than those without edu-
cation or skills. As we know, higher productivity helps keep labour costs down for local 
firms, so Australian goods and services can be more readily exported. 

Understanding this, between 2008–09 and 2013–14, recent federal governments have 
increased budget outlays on workplace skills training and education through the schools 

c06Australia’sInternationalEconomicRelationshipsAsAGlobalEconomicIssue.indd   253 09/09/14   2:33 PM

U
N

C
O

R
R

E
C

TE
D

 P
A

G
E

 P
R

O
O

FS



254 economics down under book 1

building program and the ‘education revolution’, increased funding for vocational 
education and training (VET), financial encouragement for young people to take up 
apprenticeships and financial incentives for employers to take on new apprentices.

Schemes to promote Australian exports
The federal government has taken a number of initiatives designed to encourage the 
export sector. These policies affect international trade and include:
Austrade

The Australian Trade Commission (Austrade) was set up and is funded by the federal 
government to help promote Australian exports. It organises trade missions, adver-
tising, export displays, export awards, and marketing assistance to exporters, and pro-
vides exporters with financial assistance and information about market opportunities 
abroad.
Financial assistance

There are a number of schemes involving government financial assistance to exporters. 
For example, the Export Market Development Grant (EMDG) is a scheme to encourage 
exporters to seek out overseas markets, the Automotive Competitiveness and Invest-
ment Scheme, the Duty Free Allowance Scheme, the Manufacturing in Bond initiative, 
the Innovative Agricultural Marketing Program, and the Export Facilitation Scheme for 
motor vehicles.

Policies to encouraging national savings
There is a connection between saving and international trade so policies that attempt to 
boost saving will affect trade. 

An important reason for Australia’s large CAD is our dependence on overseas bor-
rowing or debt. This then commits us to ongoing income repayments abroad on the 
primary incomes account. This reliance is partly caused by a lack of domestic or 
national savings by households and governments. The federal government has intro-
duced a number of polices to help overcome this problem.
•	 National savings have been encouraged by a progressive increase in the compulsory 

superannuation levy on employers, where money is deposited into a retirement account 
in the employee’s name. Currently, in early 2014, this levy is equal to an extra 9 per 
cent of wages, but this should progressively rise to 12 per cent by 2019. 

•	 National savings have been boosted by generous income tax reductions or incentives 
for individuals who contribute to superannuation.

•	 When possible, the federal government aims to run surplus budgets (e.g. 1997–98 to 
2000–01 and 2002–03 to 2007–08). Budget surpluses represent an addition to national 
savings since not all money collected from taxes is spent. Naturally, however, recent 
budget deficits between 2008–09 and 2013–14 have run down Australia’s national 
savings.

•	 Try applied economics exercise 8, p. 263

•	 Try essay 2, 3, p. 263

•	 Try a folio of annotated media commentaries using print or electronic 
materials, p. 263

•	 Try a report on an investigation about Australia’s international 
competitiveness based on a game and a class excursion, pp. 266–68

•	 Try the problem-solving task — group work using a postbox approach to 
exploding the myths about international trade, p. 271

6.9 Overview of the economic 
relationship between the Australian 
economy and China

China (including Hong Kong) is easily Australia’s biggest customer for exports and 
the world’s second largest economy. Our next largest export markets are Japan, South 
Korea and the European Union. China currently takes around 26 per cent of all our 
exports by value (mostly commodities including minerals), and uses these resources 

1 Explain what is meant 
by international 
competitiveness.

2 What factors affect the 
level of international 
competitiveness for local 
firms?

3 How might any three 
of the following 
government aggregate 
supply policies help to 
improve the international 
competitiveness of local 
firms?
a The policy of trade 

liberalisation 
b Australia’s international 

trade agreements and 
alliances

c Reform of the labour 
market

d Cuts in the company tax 
rate

e National infrastructure 
projects

f Education and training 
policies

g Schemes to promote 
Australian exports

h Policies to encouraging 
national savings

National savings is the sum 
of saving or non-spending 
by households, firms and 
governments.
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255chapter 6 Australia’s international economic relationships as a global economic issue

to feed its massive manufacturing industries, converting them into finished goods and 
services that are sold to the rest of the world. With this in mind, China is selected for 
investigation as an important example of an Asian trading partner. Our aim here is to 
examine the economic relationships that exist between Australia and China.

Some economic relationships with China
Australia has some complementary economic relationships with China. The China ‘Fact 
Sheet’ (p. 256), prepared by Australia’s Department of Foreign Affairs and Trade, pro-
vides examples of some of these.

Australia’s trade, investment and  
agreements with China
As noted already, the Chinese economy is the world’s 
second biggest. In addition, it is growing about 2–3 times 
faster than most other economies. As a result of China’s 
expanding GDP, there has been a remarkable rise in its 
average incomes (now equal to around US $8400 per 
person in terms of their real purchasing power parity or 
‘ppp’) and material living standards, especially for people 
living in the industrial cities on the eastern seaboard. Eco-
nomic progress like this has only been possible because 
of China’s access to extra resources (natural and other 
resources including finance for investment). The rapid 
growth of its local and export markets have also helped 
accelerate economic growth.

Figure 6.27 (p. 257) shows where Australia fits into 
this picture. Australia has important exports of com-
modities and raw materials needed by China (e.g. min-
erals, natural gas, wool, cereals and meat). In fact, China is Australia’s largest buyer of 
exported goods (followed by Japan) with over $78 billion in sales (2012–13). The rich 
Australian market also provides China with opportunities for selling its manufactured 
items. China is Australia’s largest supplier of imports (followed by ASEAN, the Euro-
pean Union and the US), worth over $44 billion (2012–13).

Overall, Australia buys more goods from China than it sells to it, so there has been a 
positive intercountry trade balance (i.e. a trade surplus) of $34 billion (2012–13). 
However, there is a rapidly growing trade in services (especially education and travel) 
and important financial links through large increases in direct and portfolio investment. 
Indeed, since 2010–11, Australia has been an approved destination for Chinese govern-
ment investment abroad. Recently, state-owned companies have been seeking approval 
to purchase shares in or gain control of various Australian mining companies. Given 
this, it is clear that the two countries have complementary economies.

Finally, between 2005 and 2014, there have been negotiations underway for an 
ambitious Australia–China free trade agreement that would cover goods, services and 
investment. Naturally, 
given China’s strength 
and cost advantages, 
especially in manufac-
turing, some sections of 
Australian industry are 
concerned that compe-
tition might threaten 
their survival. In China 
too, some agricultural 
areas enjoy high levels 
of protection from effi-
ciently produced Aus-
tralian farm commodities 
through tariffs, quotas 
that limit volumes and 
other forms of trade 
protection.

FIGURE 6.25 The Chinese 
dragon is associated with 
weather and is meant to bring 
rain to help grow crops in 
China. These days, China 
produces more than just crops 
and is the world’s second 
biggest economy.

CHINA

RUSSIAN FEDERATION

JAPAN

MONGOLIA

INDIA

FIGURE 6.26 Location map of 
China
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256 economics down under book 1

General information: Fact sheets are updated biannually; June and December

Capital: Beijing Head of State:
Surface area: gnipniJ iX rM EH tnediserPmk qs dnasuoht 165,9
Official language: Mandarin
Population: 1360.8 million (2013) Head of Government:
Exchange rate: A$1 = 5.4809 Yuan (Feb 2014) Premier of the State Council HE Mr Li Keqiang

Recent economic indicators: 2009 2010 2011 2012 2013(a) 2014(b)
GDP (US$bn) (current prices): 4,990.5 5,930.4 7,322.0 8,229.4 9,181.4 10,027.6
GDP PPP (Int'l $bn) (c): 8,981.5 10,039.9 11,189.1 12,255.9 13,395.4 14,625.2
GDP per capita (US$): 3,740 4,423 5,434 6,078 6,747 7,333
GDP per capita PPP (Int'l $) (c): 6,730 7,487 8,305 9,051 9,844 10,695
Real GDP growth (% change yoy): 9.2 10.4 9.3 7.7 7.7 7.5
Current account balance (US$m): 243,257 237,810 136,097 193,139 188,700 224,336
Current account balance (% GDP): 4.9 4.0 1.9 2.3 2.1 2.2
Goods & services exports (% GDP): 25.3 27.8 27.2 26.3 24.9 24.0
Inflation (% change yoy): –0.7 3.3 5.4 2.7 2.6 3.0

Australia's trade and investment relationship with China (d):

Australian merchandise trade with China, 2013: Total share: Rank: Growth (yoy):
%8.92ts1%1.63907,49:)m$A( anihC ot stropxE
%2.6ts1%6.91832,74:#)m$A( anihC morf stropmI
%9.02ts1%2.82749,141:#)m$A( )stropmi + stropxe( edart latoT

:)m$A( 3102 ,stropmi nailartsuA rojaM:)m$A( 3102 ,stropxe nailartsuA rojaM
209,4strap & tnempiuqe moceleT796,25setartnecnoc & sero norI
846,4sretupmoC680,9laoC
016,4 gnihtolC470,8dloG
720,2snoihsuc & sesserttam ,erutinruF560,2reppoC

Australia's trade in services with China, 2013:  Total share:

%5.21188,6:)m$A( anihC ot secivres fo stropxE
%0.3970,2:)m$A( anihC morf secivres fo stropmI

:)m$A( 3102 ,stropmi ecivres nailartsuA rojaM:)m$A( 3102 ,stropxe ecivres nailartsuA rojaM
458noitacude lcxe levart lanosreP240,4levart detaler-noitacudE
645tropsnarT576,1noitacude lcxe levart lanosreP

Australia's investment relationship with China, 2013 (e): Total: FDI:

675,92:)m$A( anihC ni tnemtsevni s'ailartsuA 6,350
998,13:)m$A( ailartsuA ni tnemtsevni s'anihC 20,832

China's global merchandise trade relationships:

:2102 ,secruos tropmi lapicnirp s'anihC:2102 ,snoitanitsed tropxe lapicnirp s'anihC
1 United States            17.2% 1 Japan                    9.8%
2 Hong Kong, SAR of China 15.8% 2 Republic of Korea 9.2%

%3.7nawiaT3%4.7                    napaJ3
11 Australia                1.8% 6 Australia 4.3%

Compiled by the Economic Diplomacy, Trade Advocacy & Statistics Section, DFAT, using the latest data from the ABS, the IMF and various international sources.

(a) All recent data subject to revision; (b) IMF/EIU estimate (c) PPP is purchasing power parity; (d) Total may not add due to rounding; (e) Stock, as at 31 December.  Released 

annually by the ABS.     na Data not available.     np Data not published.     .. Data not meaningful. # Excludes confidential items of trade 

anihC ot stropxe esidnahcrem s'ailartsuAanihC htiw edart esidnahcrem s'ailartsuA Real GDP growth

CHINA
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Source: This China fact sheet for 2013 is from the Department of Foreign Affairs and Trade website.
www.dfat.gov.au/geo/fs/
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FIGURE 6.27 The relative importance of China for Australia’s export and import of goods, 1984–85 
to 2012–13

Source: Data derived from ABS 1350.0 (table 2.13), 5368.0 (table 14).

Australia’s foreign aid to China
Foreign aid represents the transfer of funds and other types of assistance by govern-
ments and private individuals from high income to lower income countries. There are 
three types of foreign aid provided by Australia:
•	 grants (gifts of money)
•	 loans (for special projects, often at a special low interest rate)
•	 technical and other assistance.
The main aim of Australian government foreign aid is to assist developing countries to 
reduce poverty and achieve sustainable economic development that is in line with our 
national interests. In 2011–12, we expect to provide China with around $38 million 
in various types of foreign aid. This is the ninth highest total for a particular country. 
Even so, China’s share represented only about 1 per cent of all Australian foreign aid 
(which totalled around $5 billion) during that period.

•	 Try the multiple-choice test, pp. 258–60

•	 Try terminology revision, p. 260

•	 Try a case study of one of Australia’s trading partners, p. 266
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258 economics down under book 1

In order to satisfactorily complete VCE Economics Unit 2, 
Outcome 2, the teacher must decide whether the student 
has demonstrated the general achievement of the set of 
outcomes specifi ed for the unit, including key knowledge 
and key skills for Outcome 2. The teacher’s decision should 
refl ect results from a selection of school-based assessment 
tasks. Generally, this assessment 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.

Multiple-choice test questions

Using the multiple-choice answer grid, 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

Question 1
Regarding Australia’s external fi nancial transactions, which 
statement is incorrect?
A Australia has a comparative and absolute cost advantage when 

trading wool with Japan.
B Specialisation in particular areas of production usually helps 

make Australia more internationally competitive and effi cient, 
thus improving our material living standards.

C Australia mainly exports to countries that produce the same 
types of goods and services.

D International trade helps to increase consumer choice.

Question 2
Some countries try to justify high tariffs using which of the 
following arguments?
A Tariffs help protect jobs and lower unemployment.
B Tariffs help self-suffi ciency in case of war.
C Tariffs provide help for struggling infant industries.
D All of the above arguments are frequently used.

Question 3
Australia’s overall balance of payments account is best 
described as:
A an annual record of export and import of goods.
B an annual record of the value of goods and services between 

Australia and the rest of the world.
C an annual statistical record of credits minus debits on the 

current account and on the capital and fi nancial account.
D the excess of debits over credits for goods, services, primary 

incomes and secondary incomes.

Question 4
For Australia, the CAD is best described as the:
A excess of credits over debits for goods.
B excess of credits over debits for goods and services.
C excess of debits over credits for goods, services, primary incomes 

and secondary incomes.
D excess of capital outfl ow over capital infl ow.

Question 5
Examine table 6.1. This shows estimates relating to Australia’s 
balance of payments account for 2012–13.

Concerning these estimates, which statement is incorrect for 
2012–13?
A The current account defi cit (CAD) is $47  654 million.
B Net goods is $1  415 million surplus.
C The balance on goods and services is $611  773 million defi cit.
D Net primary incomes is equal to $35  857 million defi cit.

TABLE 6.1 Balance of payments current account — Australia, 
2012–13

Item Value ($ millions)

Goods credits 249  138

Goods debits 247  723

Service credits 51  505

Service debits 63  407

Primary income credits 41  441

Primary income debits 77  297

Secondary income credits 7  240

Secondary income debits 8  550

Source: Data derived from ABS, 5302.0 (table 1).

Question 6
Regarding the balance of payments and the exchange rate for 
Australia, which statement is false?
A The exchange rate for the A$ is largely determined by the 

demand for and supply of our currency in the foreign exchange 
market.

B When Australians buy imports, this normally involves increasing 
sales of the A$ which tends to lower the exchange rate.

C Interest paid out on overseas borrowing by Australian residents is 
recorded as a credit on our country’s balance on ‘net primary 
incomes’ account.

D The sale of Australian-made rubber gumboots to Saudi Arabia is 
recorded as a credit on our net merchandise account, and a 
debit on that for Saudi Arabia.
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Question 7
Which statement is generally false for Australia?
A A rise in the exchange rate for the A$ tends to result in an 

increase in the value of our exports by making them more 
attractively priced to people overseas.

B The recession in Japan, the US, Europe and some Asian nations 
would tend to cause Australia’s trade balance to become weaker 
or less favourable because our exports to these countries tended 
to slow or fall.

C In the short term, lower tariff rates in Australia tend to cause a 
rise in the value of imports, thereby making our trade balance 
less favourable than before.

D A falling infl ation rate in Australia should tend to improve or 
strengthen our trade balance.

Question 8
Which of the following would not explain Australia’s large CAD?
A Recessions in Japan and China, Australia’s two largest trading 

customers
B A general rise in the value of the A$ on a TWI basis
C A fall in the value of the A$ against most Asian and European 

currencies
D A severe drought affecting rural Australia

Question 9
One of the Australian government’s economic aims is to achieve 
the goal of external stability. This is defi ned by the government 
as a desirable situation where the country pays its way in 
international fi nancial transactions and where:
A the value of exports usually equals the value of imports of goods 

and services.
B the value of income credits and debits are equal.
C the current account defi cit (CAD) should not generally exceed 

around 3–4 per cent of the economy’s GDP.
D the trade defi cit (CAD) should not exceed 6 per cent of the 

economy’s GDP.

Question 10
Australian fi rms often fi nd it diffi cult to be internationally 
competitive because:
A wages are high by the standards of other countries in our region, 

partly because of overregulation of the labour market by the 
government, through the Australian Fair Pay Commission (AFPC).

B the absence of suffi cient economies of large-scale production 
among some of our fi rms means that costs per unit of output 
produced are too high.

C some fi rms have not paid suffi cient attention to restructuring 
operations to cut costs and improve product quality, speed of 
delivery and customer service.

D All the above are common explanations.

Question 11
Which statement about the following transactions is incorrect?
A Australia’s exports of wheat to Egypt would be recorded as a 

‘credit’ on Australia’s ‘merchandise account’.
B Australian payments of interest on our overseas debt due to 

foreign borrowing would mostly be recorded as a ‘credit’ on 
Australia’s ‘primary incomes account’.

C Foreign tourists came to Australia and spent money locally 
during the Commonwealth Games and Melbourne Grand Prix in 
2011. This would generally be recorded as a ‘credit’ on 
Australia’s ‘services’ account.

D Australians donate overseas food and medical aid to war victims 
in Iraq and to those starving in East Timor due to the severe 
economic crisis. This would be recorded on Iraq’s and East 
Timor’s accounts as ‘secondary income credits’.

Question 12
As one of its economic goals, the Australian government seeks 
to keep the size of the current account defi cit (CAD) down to 
manageable levels. Which statement is incorrect?
A Although tariff cuts to a general rate of zero per cent by 1996 

onwards have probably tended to increase the level of imports, 

they have also helped to keep our infl ation rate down, reduced 
the costs of imported equipment used by our exporters and lifted 
our export competitiveness.

B Privatisation of some government businesses, and improved 
effi ciency among many remaining government businesses, are 
often believed to help improve the international competitiveness 
of Australian fi rms using these services.

C The widespread payment of government subsidies to local 
exporters is believed to generally increase the effi ciency of these 
producers.

D Trade agreements creating free trade regions can help lift 
effi ciency, and can lead to increased exports and reduce the 
current account defi cit.

Question 13
Between 2000–01 and 2012–13, the A$ rose or appreciated 
overall by over 82 per cent against the US$. In theory, the most 
likely explanation of this rise is which of the following? 
A A decrease in sales of the A$ relative to those for the US$
B A rise in the demand for the $A relative to that for the US$
C A decrease in the demand for the A$ relative to that for the US$
D A combination of both A and B is theoretically possible.

Question 14
If the A$ went up against the US$, but our TWI failed to rise by 
as much, the best explanation of this is:
A that we also rose against other currencies and so it was not 

noticed.
B that the A$ went down against at least some other currencies, 

offsetting the rise against the US$.
C that the US$ also went up against other currencies except the 

A$.
D that other currencies went down relative to the A$.

Question 15
Portfolio investment by overseas investors in Australia has to do 
with:
A investment in company shares.
B building new factories.
C expanding existing factories.
D borrowing by the Australian government to cover its budget 

defi cit.

Question 16
If, in a given year, Australia had a net primary incomes defi cit of 
$20 billion and a CAD of only $10 billion, the best explanation of 
this situation would be:
A an overall surplus on the other parts of the current account equal 

to $10 billion.
B a surplus of net goods of $10 billion.
C a surplus of net secondary incomes and services of $30 billion.
D a surplus on the capital and fi nancial accounts of $10 billion.

Question 17
The net foreign debt best represents:
A what Australia owes the rest of the world.
B the annual amount of interest we have to pay overseas as a 

nation.
C the difference between what Australia has borrowed from the 

rest of the world and what the world owes us.
D the excess of debits minus credits on the balance of payments 

account.

Question 18
Concerning the composition and direction of Australia’s 
international transactions in recent years, which of the following 
is false?
A Australia’s rural exports are still more valuable than all other 

items.
B The main destination of Australian exports is the Asia–Pacifi c 

rim of countries including the United States.
C Australia’s merchandise imports are mainly composed of 

consumer and capital goods.
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D Overseas portfolio investment in Australia is now worth more 
than overseas direct investment in Australia.

Question 19
Concerning international trade agreements between Australia and 
other nations, which statement is false?
A Bilateral agreements usually exist between two countries.
B An example of a multilateral trade agreement is the Closer 

Economic Relations with New Zealand.
C Most international trade agreements seek to lower tariffs and 

expand the volume of trade.
D Australia is a member of the Asia–Pacifi c Economic Cooperation 

(APEC), but is not a full member of the Association of South-
East Asian Nations (ASEAN).

Question 20
In the long term, which of the following government economic 
policies would not strengthen the competitiveness of Australian 
producers in local and foreign markets?
A A cut in tariffs
B A lower rate of company tax
C A 10 per cent rise in minimum award wages
D Increased levels of worker effi ciency and the extension of 

fi rm-by-fi rm workplace or enterprise agreements

Terminology revision

Table 6.2 is a list of some 
of the main economic terms 
used in chapter 6. Briefl y and 
accurately write out defi nitions 
for each of the terms listed. 
Alternatively, an interesting 
way to revise terminology is to 
construct your own crossword. 
Use the Economics dictionary in your text to write the clues and 
refer to table 6.2 for the terminology.

Applied economic exercises

Question 1
A Distinguish between an absolute cost advantage and a 

comparative cost advantage in international trade.
B Select any six of the following industries where you believe that 

Australia’s comparative cost advantage is greatest (or disadvantage 
is least) in our region. Be prepared to defend your answers.

Weblinks
Use the crossword weblink 
to help you create your 
puzzle.

TABLE 6.2 Economics terms used in chapter 6

absolute cost advantage comparative cost advantage direct investment

APEC composition of trade and investment direction of trade and investment

appreciation of the A$ credits economies of large scale

Austrade current account defi cit exchange rate

balance of payments account debits fi nancial account

bilateral trade agreements depreciation of the A$ foreign aid

capital account deregulate fi nancial markets foreign exchange market

free trade deregulate the labour market portfolio investment

government goal of external stability multilateral trade agreements reform of company tax

infant industry argument net secondary incomes state-owned enterprise

international specialisation net foreign debt tariffs

international trade agreements net goods trade weighted index (TWI)

net services Net primary incomes World Trade Organization (WTO)

 1. making cars
 2. biomedical research
 3. producing wool
 4. producing minerals such as bauxite and gold
 5. selling environmental tourism
 6. producing oil
 7. making video equipment
 8. making movies
 9. making twin-hulled ferries
10. making textiles and clothing

C What is free trade? Has the Australian government fully adopted 
a free trade position in recent years?

D Explain three ways whereby a country can benefi t from 
international trade.

E What are the two main problems created by increasing tariffs to 
protect Australian fi rms and two important problems caused by 
cutting them?

Question 2
A Defi ne what is meant by the balance of payments account.
B Draw and label a structural diagram showing the main parts and 

sub-accounts making up the overall balance of payments 
account.

C Examine table 6.3 below. Defi ne and then calculate each of the 
following balances for the balance of payments of a hypothetical 
country:
•	 net goods
•	 net services
•	 net primary incomes
•	 net secondary incomes
•	 the size of the CAD
•	 the capital and fi nancial account surplus.

TABLE 6.3 Hypothetical data relating to a country’s balance of 
payments for 2014–15

Balance of payments account item ($ millions)

Credits for goods 150

Debits for goods 100

Credits for services 110

Debits for services 120

Credits for primary incomes 10

Debits for primary incomes 200

Credits for secondary incomes 10

Debits for secondary income 10
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TABLE 6.5 Events affecting the size of Australia’s CAD

Events affecting Australia’s CAD
Explain the impact of the 

event on the size of our CAD

1.  Australia’s infl ation rate rises to 
3 per cent against the rate in 
our trading partners of only 1 
per cent.

2.  Asia enters a strong recovery in 
economic activity where 
economies grow by 8 per cent 
per year.

3.  The US places import quotas 
and tariffs on Australian lamb 
and steel.

4.  The Australian government runs 
surplus budgets and completely 
repays its foreign debt.

5.  Consumer and business 
confi dence in Australia remain 
strong while confi dence levels in 
the US fall.

6.  International commodity prices 
fall by an average of 10 per cent 
for wool, wheat and minerals.

7.  Australian tariffs on cars and 
textiles are further reduced after 
2010.

8.  Local interest rates in Australia 
fall to levels below those 
applying overseas.

Question 4
A Defi ne what is meant by the ‘composition of trade’ and ‘direction 

of trade’.
B Examine table 6.6 (p. 262) showing changes in the direction of 

Australian exports. Over the period shown, what are the main 
changes in the direction of our exports?

C Again referring to table 6.6 (p. 262), suggest reasons for the 
change in the following destinations for Australian exports over 
the years shown:
•	 Japan
•	 China
•	 United States.

Question 5
A What is foreign investment and on which section of Australia’s 

balance of payments is this recorded?
B Distinguish between direct investment and portfolio investment 

in Australia. Give examples of each type of investment.
C Typically, net foreign investment each year in Australia makes 

available $40–$50 billion of extra capital funds that we would 
not otherwise have. Giving reasons for your answer, how would 
this affect each of the following?
•	 The level of business expansion and Australia’s GDP 

growth rate
•	 The growth in employment and reduction in unemployment
•	 Australia’s net primary incomes account and the size of 

our CAD

Question 6
A Defi ne what is meant by the exchange rate for the A$, noting 

how and where is it determined.
B In themselves, explain how each of the transactions shown in 

table 6.7 (p. 262) would tend to affect the value of the A$.

D Complete table 6.4 below relating to the balance of payments of 
a country by identifying the section or sub-section of the balance 
of payments where the transaction would be recorded and by 
indicating whether the transaction is regarded as a credit or a 
debit from Australia’s point of view.

TABLE 6.4 Classifi cation of balance of payments transactions

Description of the external 
transaction

Section of the 
balance of 
payments 
account

Recorded as a 
credit (+) or 
debit (–) for 
Australia?

 1.  You purchase a T-shirt made 
in China for $20.

 2.  Australia sells lamb to the 
US worth $200 million and 
$1.5 billion in LPG to 
China.

 3.  You donate $20 in food aid 
to Ethiopia.

 4.  BHP Billiton pays $15 
million in dividends to 
overseas shareholders.

 5.  The government pays 
$5 million in interest on its 
overseas debt.

 6.  You make a $10 phone call 
using an overseas phone 
company.

 7.  An immigrant transfers 
$40  000 to an Australian 
bank account.

 8.  Ford in the US invests 
$5.5 million to expand its 
Broadmeadows plant.

 9.  Qantas sells an old aircraft 
to Indonesia’s Garuda 
Airlines for $7 million.

10.  Grand Prix tickets worth 
$4.5 million are sold to 
overseas visitors.

11.  James Packer buys shares in 
an overseas media company 
worth $6 million.

12.  You work overseas and are 
paid $15  000 in wages 
which you bring home.

Question 3
A What is the CAD and why is it so large in Australia’s case?
B How would each of the events shown in table 6.5 tend to affect 

the size of Australia’s CAD? Briefl y explain your answers.
C Defi ne what is meant by the Australian government’s economic 

goal of external stability and give the rough target fi gure for the 
size of the CAD:GDP ratio.

D In 2012−13, Australia’s CAD equalled about $48 billion and our 
GDP was around $1525 billion. Calculate the approximate size 
of our CAD:GDP ratio (percentage).

E During the last 10 years, has Australia generally achieved the 
government’s goal of external stability? Explain, quoting 
statistical evidence.

F Suggest three important reasons for Australia’s large CAD in 
recent years.
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TABLE 6.7 Events affecting the exchange rate for the A$

Event

Direction of impact 
of the event on the 

level of the A$

Why you believe 
it would have 
this impact 

1.  You sell your snow skis on 
eBay to a buyer in the US 
for $355.

2.  You donate $250 to World 
Vision for their 
international relief efforts.

3.  Your parents go on an 
overseas holiday costing 
$2900 fl ying Air New 
Zealand.

4.  Australian rock group 
Sneaky Sound System, 
based in Sydney, has 
overseas record sales of 
$3.5 million.

5.  Your rich Russian auntie 
sends you $400 as a 16th 
birthday present.

C What is the trade weighted index (TWI)?
D Using Excel, create a graph showing trends in Australia’s TWI for 

the last four or six years including the most recent year available. 
Beneath the graph, describe these trends. Perhaps you may like 
to use the internet to access the necessary information. If so, try 
the RBA website, or Currency Calculator cross rates.

E What is meant by an appreciation of the A$? In general terms, 
what factors can cause this to occur?

F How would a 10 per cent general appreciation of the A$ be likely 
to affect each the following transactions?
•	 The cost of your overseas trip to Fiji
•	 The volume of Australian wool exports sold to Japan
•	 Education fees for overseas students studying in Australia
•	 The balance on goods and services, and the size of 

Australia’s CAD

TABLE 6.6 Percentage share (percentage) of Australian exports by destination

Year ASEAN China
European 

Union Hong Kong Japan New Zealand South Korea Taiwan USA

1990–91 12.2 2.6 12.6 3.0 27.4 4.9 6.2 3.7 11.0

1996–97 15.5 4.5 10.4 3.9 19.5 7.9 9.0 4.6 7.0

2012–13 10.1 31.5 6.1 1.0 18.8 3.0 7.7 3.0 3.6

Source: Data derived from ABS, 1350.0 (table 2.13), 5368.0 (table 14).

G What is meant by a depreciation of the A$? In general terms, 
what factors can cause this to occur?

H How would a 10 per cent general depreciation of the A$ be likely 
to affect each of the following transactions?
•	 The cost of imported CDs and DVDs
•	 Australia’s rate of infl ation 
•	 The cost of paying interest abroad on Australia’s overseas debt
•	 The level of AD, GDP and unemployment in Australia

I The basket of currencies making up the TWI contains 
25 currencies. Examine fi gure 6.28 showing the weights 
currently given to some of the different currencies represented 
by our TWI. Notice, too, the accompanying graph showing trends 
in the weighting of selected currencies between 1974 and 
2014.
•	 How are the weightings for the TWI calculated?
•	 Quoting numbers from fi gure 6.28, which two currencies 

have the greatest impact on trends in the value of Australia’s 
TWI? How much more important is trade with Japan relative 
to trade with New Zealand?

•	 Looking at the graph in fi gure 6.28 below, what has 
happened to the pattern of weighting given to each of these 
currencies? Which country’s currency is now weighted much 
more heavily than previously? Give one important reason for 
this change in importance.

•	 During June 2012 to June 2013, the value of the A$ went 
up against the Yen. How do you explain the fact that overall, 
the TWI fell during this period?

Changes in the weights used for the 
trade weighted index, 1974–75 to 
2012–13 1974 1994 2014

Chinese renminbi 1.09 4.9 24.8504

Japanese yen 25.85 23.69 13.1351

US dollar 23.14 16.38 9.7833

European euro 12.1 10.41 9.4263

UK pound 14.66 5.66 3.9868

FIGURE 6.28 Changes in the 
weighting of selected 
currencies used in Australia’s 
TWI, 1974, 1994 and 2014

Sources: Data derived from 
RBA websites www.rba.gov.au/

publications/bulletin/2002/oct/pdf/
bu-1002-1.pdf ; www.rba.gov.au/

statistics/frequency/weights-twi.html
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Question 7
A What is the NFD?
B Give two reasons why Australia’s NFD has risen sharply in recent 

years.

Question 8
A The Australian government seeks to promote the goal of external 

stability and to improve the international competitiveness of 
Australian fi rms. Explain briefl y how each of the government 
policies listed in table 6.8 below could help to do this.

B The alternative policy approach to improving our export 
competitiveness is for the government to limit imports using higher 
tariffs, import quotas and subsidies to Australian exporters. What 
are two problems with using these alternative policies?

TABLE 6.8 Government policies to improve Australia’s external 
stability

Government policy
Explanation of how the policy 
may improve external stability

1.  Further cutting of tariffs in 2015 
and removal of other forms of 
industry protection

2.  Increasing the use of 
performance or productivity-
based enterprise or workplace 
bargaining to set wages

3.  Encouraging local savings and 
superannuation

4.  Signing more free trade 
agreements with China and 
Japan

5.  Encouraging investment in new 
plant and equipment, as well as 
R&D by local fi rms

6.  Cutting company tax from 30 to 
25 per cent, as recommended in 
a tax review

An essay

Write a 500-word essay about one of the following topics:
1. Explain what is meant by free trade, noting the recent 

developments in this direction in Australia. What comparative 
cost advantage and benefi ts do countries gain from 
international specialisation and freer trade?

OR
2. What does it mean for a country to have a CAD? What factors 

have contributed to this problem for Australia in recent 
years? What policies can the Australian government use to 
help expand our exports and make local producers more 
internationally competitive?

OR
3. What are tariffs and what has happened to their level recently 

in Australia? What are the costs and benefi ts of lower tariffs 
and reduced levels of protection for local industries?

A class debate

After dividing into teams (one for the affi rmative and one for the 
negative), work with others to prepare a debate about one of the 
following topics.
1. ‘That Australia’s move towards free international trade creates 

more problems than it solves.’
OR
2. ‘It is clear that Australia’s economic future lies in Asia, not in 

Europe or the United States.’

A folio of annotated media 
commentaries using print or 
electronic materials

Carefully select four newspaper articles for a media folio about 
Australia’s external economic relationships as a global economic issue. 
Annotate these articles where you identify, explain and discuss the 
major ideas. These extracts may come from various sources including 
print (i.e. newspapers and magazines) or the internet. Be sure to 
clearly indicate or footnote the source of this information.

For instance, these media commentaries may report:
•	 the latest trends in Australia’s CAD, A$ exchange rate or NFD
•	 the causes of recent changes in Australia’s CAD, A$ exchange 

rate and NFD
•	 the effects of recent changes in Australia’s CAD, A$ exchange 

rate and NFD
•	 government policies (here and overseas) that may affect 

Australia’s international competitiveness and the CAD. 
•	 developments in trade and investment with one of Australia’s 

important trading partners.

Analysis of statistical evidence 
affecting Australia’s trade

Examine fi gure 6.29 (p. 262) containing graphs and tables 
published by the Reserve Bank of Australia (RBA) in its 
Statement on Monetary Policy in August, 2011, relating to 
Australia and overseas economies in the last few years to 
2011 (which includes the start of the global recession and 
fi nancial crisis in 2008–09–10 and follow on effects and 
uncertainties in some countries). Your task is to use these 
graphs to analyse the likely impacts of recent events on the 
Australian economy and on the level of our international 
transactions. These events include:
•	 the global fi nancial crisis Mark 1 (2008–09) and ensuing global 

recession and uncertainties in some parts of the world 
(2008–09–10–11)
1. Using graphs 1 and 2, explain how you would expect the 

change in Australian consumer confi dence and business 
confi dence in 2008–09 and 2010–11 to affect the level of 
our imports of goods and services and hence the following 
sections of Australia’s BOP account: 
(a) Net goods (b) Net services.

2. Using graph 3, explain how you would expect the changes 
in Australia’s exchange rate against the US$ and other 
currencies during (i) 2008–09 and/or (ii) 2010–11 to affect 
the following sections of Australia’s BOP account:
(a) Net goods (b) Net services.

3. Using table 6 and graph 7, explain how you would expect 
the general change in world GDP or output growth among 
Australia’s trading partners (including China) during (i) 
2009 and (ii) 2010–11 to affect the following sections of 
Australia’s BOP account:
(a) Imports and the balance of net goods
(b) Imports and the balance of net services.

4. Using graph 8, explain how you would expect the change in 
world commodity prices for base metals (e.g. iron ore) paid 
by overseas buyers and received by Australian exporters in (i) 
2008–09 and (ii) 2010–11 to affect Australia’s:
(a) exchange rate
(b) value of exports of goods and the balance of net goods.

5. As shown in graph 3, the A$ appreciated strongly between 
2009 and 2011, against most other currencies. In itself, 
explain how you would expect this rise in the dollar to affect 
Australia’s: 
(a) rate of economic growth
(b) labour market conditions.
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FIGURE 6.29 Statistical data relating to Australian and 
international economies

2005

2007 2008 2009 2010 2011
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1. Index of Australian consumer con�dence

Consumer sentiment

NAB Business Survey

GDP GrowthAustralian Dollar

Business conditions*
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Average since 1980 = 100
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FIGURE 6.29 (continued)  

6. World GDP growth

Year-average, per cent(a)

2009 2010 2011 2012

IMF forecasts(b)

United States –3.5 3.0 2.5 2.7

Euro area –4.2 1.8 2.0 1.7

Japan –6.3 4.0 –0.7 2.9

China 9.2 10.3 9.6 9.5

East Asia (excl China and Japan)(c) 0.1 7.7 5.2 5.0

India 6.8 10.1 8.2 7.8

World –0.8 5.1 4.3 4.5

Australia’s trading partners(d) –0.2 6.8 4.7 5.5

(a) Aggregates weighted by GDP at PPP exchange rates unless otherwise specifi ed
(b) Forecasts from the June World Economic Outlook Update
(c) Weighted using GDP at market exchange rates
(d) Weighted using merchandise export shares

Sources: CEIC; IMF; RBA; Thomson Reuters.
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Sources: All eight graphs and tables were copied directly from RBA, Statement on Monetary Policy, August 2011.

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. 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 politicially biased or distorted 

in some way? Explain your answer.

Analysis of visual evidence — 
watching a DVD or program

There are a number of interesting DVDs covering the topic of 
Australia’s international relationships. For example:
1. Economic Australia ‘Global economics’ (program 6), ABC — 

about why trade is important or benefi cial
2. Economic Australia ‘Balance of payments’ (program 7), 

ABC — about the balance of payments and international 
transactions

3. Addicted to Money ‘Nowhere to Hide’ (program 2), ABC, 
12/11/09 — about the effects of the GFC, trade and China

4. Ethics and the Consumer, Classroom Video, 2010 — about the 
real cost of cheap goods

5. Dateline ‘Terror, Trade and Protection’, SBS — about trade 
between Australia and the US, and the free trade agreement 
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A report on an investigation 
into Australia’s trading 
agreements

The task
As you know, Australia already has a number of bilateral and 
multilateral trade agreements with other countries. For instance, 
there are bilateral trade agreements with New Zealand, Thailand, 
Singapore, Malaysia, Japan, ASEAN, Korea, Chile and the US 
along with progress on agreements with Japan and China. In 
addition, there are multilateral trade agreements with Asia–
Pacifi c Economic Cooperation (APEC), Organization for Economic 
Co-operation and Development (OECD) and the World Trade 
Organization (WTO). Your task here is to investigate one of these 
agreements and then present a report to the class. You could 
perhaps research some of the following aspects:
•	 Which countries signed the agreement and what are the aims?
•	 When was the agreement signed and what progress has been made?
•	 What are the aims or purposes of the agreement?
•	 How might the agreement be benefi cial to Australia and other 

countries?
•	 What disadvantages or problems could the agreement create for 

Australia (e.g. particular industries)?
This work could be undertaken individually or in small groups.

References
You may like to check out the following references:
•	 The Department of Foreign Affairs and Trade, especially www.

dfat.gov.au/fta/
•	 Encyclopaedias (including online websites.)
•	 Latest Year Book Australia (ABS, 1301.0)
•	 Your textbook
•	 Newspaper reports (e.g. The 

Age, Herald Sun, the Australian 
Financial Review) — search 
online for relevant articles.

Presentation
Your fi ndings could be presented 
in a number of different ways, 
for instance:
•	 a wall chart or poster
•	 a PowerPoint slide show
•	 a class talk illustrated with 

overhead projector 
transparencies

•	 a written report
•	 a lift-out feature article in a 

multi-column newspaper format.

A case study about one of 
Australia’s trading partners

The topic
Your task is to research the economy of one of Australia’s 
important trading partners such as Japan, India, Republic of 
Korea, Indonesia, Singapore or Malaysia (but not China since this 
is covered in the text). More specifi cally, you could investigate the 
key features of the economy, such as:
•	 location map of the country in relation to Australia
•	 brief history of our relationships with this country
•	 the recent economic performance of this country, especially the 

rate of economic growth and change in real per capita incomes
•	 description of the various types of economic relationships 

between this country and Australia.

Weblinks
Use the following weblinks 
in your eBookPLUS to help 
with your research for this 
report:
•  IMF
•  Department of Foreign 

Affairs and Trade
•  OECD
•  United Nations
•  WTO

Presentation
You could present the fi ndings of your investigation in different 
ways. For instance, why not try a multimedia PowerPoint 
presentation (i.e. containing key points, graphs, newspaper articles, 
diagrams, statistical tables and even cartoons and photos), create a 
wall chart or poster, or complete a written report?

References
A good place to start your research is with online newspaper fi les:
•	 The Age
•	 The Australian
•	 The Australian Financial Review
•	 The Electronic Newstand
Especially see Department of Foreign Affairs and Trade, Country 
and region fact sheets—one for each country, www.dfat.gov.au/
geo/fs/#v

Weblinks
Use the following weblinks in your eBookPLUS to help 
research your case study:
•  Wikipedia
•  International Monetary Fund
•  ASEAN
•  Asian Development Bank
•  Harvard University
•  Central Intelligence Agency, World Factbook
•  United Nations
•  World Bank
•  World Trade Organization
•  OECD
•  National Council on Economic Education (US)
•  New Internationalist Publications
•  Try a search using ‘Google’ or some other search engine.

Use the following reference books:
•  Annual World Development Reports, OUP
•  UN Statistical Yearbook
•  Britannica Yearbook.

A report on an investigation 
about Australia’s international 
competitiveness based on a 
game and a class excursion

Background to this activity
Nowadays, it is accepted that one important way to help reduce 
Australia’s large CAD is to make our local producers more 
internationally competitive against imports. As mentioned earlier 
in this chapter (pp. 248–49), tariff cuts have forced local 
fi rms to dramatically restructure their operations. The following 
activity puts you in the ‘hot seat’ as managers and workers in 
a car plant that is competing for its survival against imports 
from overseas. In order to make the fi rm more internationally 
competitive, later in the game you are required to reorganise the 
currently small-scale backward production process (i.e. undertake 
structural change), so that the plant improves profi ts and is not 
forced to close down.

In order to better understand what managers and workers 
are up against with the concept of structural change and 
international competitiveness, you and your class are about to 
play a simulation exercise involving the manufacture of paper cars 
called the Beast. A template of this fi ne product is provided in 
fi gure 6.30 opposite for photocopying by your teacher, prior to the 
start of the game.
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Playing the car assembly 
simulation game
The game involves playing two rounds in teams (say of fi ve), 
although teams are not important in round 1. Each team 
represents a particular car manufacturer, perhaps in different 
countries.
•	 Round 1. The fi rst round is when your team’s car plant is run 

ineffi ciently and its production costs are high, as measured by 

Glue to back of side panel 

Glue to back of side panel 
Glue to underside of bonnet 

Glue tab (rear wheels) 

Glue tab (front wheels) 

Assembly directions

1.  Cut out roughly
2.  Trim carefully (leave tabs for glue)
3.  Glue tabs behind main panels
4.  Fit carefully – quality control
5.  Colour panels in 3 different colours

FIGURE 6.30 Template of ‘the Beast’ for photocopying and assembly in rounds 1 and 2

the large amount of time taken to make each paper car. This 
can be attributed to a wide range of things including the lack of 
worker specialisation and motivation, the absence of assembly 
line techniques, heavy government tariff protection, a poor 
physical organisation of the plant, inadequate capital 
equipment, and ineffi cient work and management practices 
(e.g. long work breaks and general slackness). In particular, 
each car plant is arranged so that there is no pressure on 
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workers to be effi cient and so that each employee works 
independently at their own pace, to complete one quality car 
from start to fi nish without workers sharing tasks. Because of 
these ineffi cient arrangements in all car plants during round 1, 
the time taken to complete each car is quite long. Here, ‘time’ 
represents the cost per car. You should record the time taken by 
you to make a car in this fi rst round to provide a yardstick 
against which to measure the improved level of effi ciency 
hopefully achieved in round 2.

•	 Round 2. The second round of the game again involves 
making the same sort of cars, but this time there are 
important differences. Each of the car fi rms (teams) has 
undergone massive structural change designed to cut costs by 
reducing the time taken to make each car. It is up to your 
company’s team (or manager) to work out how best to cut time, 
without reducing the quality of cars. Each team of, say, fi ve 
workers is responsible for making fi ve high quality cars from 
start to fi nish, in the most effi cient way that can be found, and 
using the best assembly line and management practices 
available. During this round, specialisation in jobs is now 
encouraged, along with management incentives and a prize 
(donated by the teacher) to the winning team. Your team’s aim 
now is to be competitive and undercut the time (cost) taken by 
rival teams or car makers, some from overseas. Additionally, 
government tariffs have been abolished. The teacher can act as 
the timekeeper and quality checker for each team as they 
complete their quota of cars. After secret team discussions, 
planning and preparations overnight, round 2 can commence. 
The results achieved this time could then be compared with 
those gained in round 1 and the percentage drop in time taken 
to make each car could be calculated (the total time for the 
group to fi nish its car quota, divided by the number of workers 
in the group).

Game debriefi ng and class discussion
Following the completion of round 2, there could be useful class 
or team discussion that analyses the results of individual groups 
and the winning car maker. For example:
•	 If this were real life, how would the workers in the slowest group 

feel about their job security?
•	 What could be done to cut even more time from car assembly if 

the game was played for a third round?
•	 How could managers or team leaders get the best out of workers?
•	 What is the role of good equipment and plant layout?

A class excursion to a 
manufacturing plant

To gain an even better understanding about the problems of 
becoming more internationally competitive, a class excursion to 
a local manufacturing plant could be arranged by your teacher. 
Beforehand, students should prepare questions to ask the tour 
guide; for example:
•	 Has the company undertaken structural change in recent times?
•	 Have work practices and effi ciency improved? What about 

strikes, training and equipment?
•	 Who are the main competitors in the industry and in the market?
•	 Are sales and market share rising or falling?
•	 Is there innovation?
Table 6.9 (parts 1–8) may also provide you with some ideas and 
statistical information about Australian industry’s international 
competitiveness refl ecting selected costs of production relative to 
those overseas.

Producing an industry report about 
Australia’s international competitiveness
At the end of these activities, students should produce a 
report about the international competitiveness of Australian 

industry. This report could cover various aspects including the 
following:
•	 What is international competitiveness and why is this important 

for Australia generally?
•	 How does Australia’s competitiveness compare with overseas 

levels in different industries (see table 6.9 below for some 
statistics that may be useful)?

•	 What are the main things that limit the ability of some local 
fi rms to be internationally competitive?

•	 What is structural change and how are local companies altering 
their operations to become more internationally competitive 
(with examples quoted from your excursion and elsewhere)?

•	 What policies has the government used to help fi rms become 
internationally competitive?

TABLE 6.9 Some statistical data comparing costs of production, 
for Australian businesses with those overseas

Part 1 — International comparisons of hourly minimum wages 
(US$ and purchasing power parity or PPP)

Country
Hourly wage rate

(US$)

Hourly (international 
dollars or purchasing 
power parity or PPP)

 1.  Australia 16.88 10.63

 2.  Luxembourg 14.24 11.1

 3.  France 12.22 10.71

 4.  Belgium 11.69 10.13

 5.  New Zealand 11.59 8.91

 6.  Ireland 11.09 9.20

 7.  Netherlands 10.99 9.63

 8.  United Kingdom 10.02 8.76

 9.  Canada 9.95 7.71

10.  Japan 8.32 5.64

11.  United States 7.25 7.25

12.  Spain 5.57 5.57

13.  Greece 5.06 5.19

14.  South Korea 4.63 5.87

15.  Taiwan 3.88 7.40

16.  Hong Kong 3.87 3.98

17.  Brazil 2.11 2.18

18.  Iran 2.10 3.50

19.  Malaysia 1.24 1.79

20.  Thailand 1.21 2.04

21.  China 1.19 1.73

22.  Papua New Guinea 1.10 1.31

23.  Fiji 1.05 1.05

24.  Russia 1.04 1.81

25.  Kuwait 1.03 0.87

26.  Ukraine 0.91 2.37

27.  Bangladesh 0.09 0.19

28.  Philippines 0.73 1.09

29.  Mexico 0.61 0.89

30.  Indonesia 0.52 0.86

31.  Vietnam 0.30 0.56

32.  India 0.28 0.61

33.  Sri Lanka 0.26 0.50

34. Cuba 0.05 0.08

35.  Uganda 0.01 0.03
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Part 2 — International comparisons of labour productivity

Ranked country comparisons of 
labour productivity (GDP per hour 
worked) from highest to lowest

Productivity index in 2013, as 
% US (US = 100 points 

baseline,  2013)

 1.  Norway 111.6

 2.  Luxembourg 108.8

 3.  United States 100.0

 4.  Belgium  90.6

 5.  Netherlands  89.2

 6.  France  88.0

 7.  Germany  85.2

 8.  Ireland  83.3

 9.  Australia  83.0

10.  Denmark  82.8

11.  Sweden  82.1

12.  United Kingdom  76.3

13.  Canada  74.7

14.  Switzerland  74.1

15.  Spain  73.7

16.  Italy  66.9

17.  Japan  65.0

18.  Singapore  61.6

19.  Hong Kong  61.3

20.  Taiwan  59.4

21.  New Zealand  54.7

22.  Greece  48.7

23.  South Korea  48.0

24.  Mexico  24.1

Part 4 — International comparisons of the global 
competitiveness index (GCI) 2013–14 

Note: This index is based on scores for a country’s institutions, 
education, health, infrastructure, market size, effi ciency, innovation, 
business sophistication and macroeconomic environment

 
Country/economy

GCI 2013–14

Rank Score

Switzerland  1 5.67

Singapore  2 5.61

Finland  3 5.54

Germany  4 5.51

United States  5 5.48

Sweden  6 5.48

Hong Kong SAR  7 5.47

Netherlands  8 5.42

Japan  9 5.40

United Kingdom 10 5.37

Norway 11 5.33

Taiwan, China 12 5.29

Qatar 13 5.24

Canada 14 5.20

New Zealand 18 5.11

Saudi Arabia 20 5.10

Australia 21 5.09

France 23 5.05

Malaysia 24 5.03

Korea, Rep. 25 5.01

Ireland 28 4.92

China 29 4.84

Chile 34 4.61

Part 3 — International comparisons of worker effi ciency or productivity by industry (USA is the index baseline = 100 points)

Industry

USA Australia Germany Japan
United 

Kingdom South Korea

(the base for 
comparison = 

100%)

(% US 
worker 

effi ciency)

(% US 
worker 

effi ciency)

(% US 
worker 

effi ciency)

(% US 
worker 

effi ciency)

(% US 
worker 

effi ciency)

1. Rubber and plastics 100 67 65 82 118 10

2. Textile products 100 66 91 64 80 28

3. Basic fabricated metals 100 56 81 81 43 31

4. Chemicals, petroleum and coal 100 51 54 71 65 18

5. Paper, printing and publishing 100 45 77 55 48 19

6. Food products 100 44 65 32 43 10

7. Machinery, transport and equipment 100 44 86 98 59 28

8. Electricity, machinery and equipment 100 37 71 80 51 30
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Part 5 — International comparisons of electricity costs (US 
cents per kilowatt hour) 

Country/territory
US cents/kilowatt hour 

(KWh — most data is for 2012–13)

 1.  Denmark 40.38

 2.  Germany 36.25

 3.  Philippines 36.13

 4.  Belgium 29.08

 5.  Netherlands 28.89

 6.  Italy 28.39

 7.  Ireland 28.36

 8.  Sweden 27.10

 9.  Switzerland 25.00

10.  Hungary 23.44

11.  Chile 23.11

12.  Spain 22.73

13.  Australia 22 to 39.80

14.  Singapore 20.88

15.  Japan 20 to 24

16.  United Kingdom 20.0

17.  Papua New Guinea 19.6 to 38.8

18.  France 19.39

19.  Mexico 19.28

20.  New Zealand 19.15

21.  Brazil 16.20

22.  Fiji 12 to 14.2

23.  Hong Kong 12.04 to 24.05

24.  Iceland 9 to 10

25.  United States 8 to 17

26.  China 7.5 to 10.7

27.  Malaysia 7.09 to 14.76

28. Vietnam 6.20 to 10.01

29.  South Korea 5.50 to 52.2

30.  Thailand 4.46 to 9.79

31.  Iran 2 to 19

32.  Russia 2.4 to 14

33.  Saudi Arabia
1.3 for the fi rst 2000 kWh/

month then to 6.9

34. Kuwait  1

Part 5: Data derived from Wikipedia, the free encyclopedia, see Electricity 
Pricing, en.wikipedia.org/wiki/Electricity_pricing Note: Cost is only a rough 
guide. Special power rates apply in some countries for businesses and rates 
also depend on the quantity purchased and the season.

Part 6 International comparisons of the average level of 
industrial strikes by workers (average working days lost per 
1000 employees)

Strike rank for 
selected 
countries Country

Average number of working 
days lost through strikes per 
1000 employees per year

1 Denmark 296

2 Iceland 244

3 Canada 217

4 Spain 189

Strike rank for 
selected 
countries Country

Average number of working 
days lost through strikes per 
1000 employees per year

5 Norway 135

6 South Korea  95

7 Ireland  90

8 Australia  86

9 Italy  76

10 France  67

11 United States  60

12 Finland  55

13 Greece  29

14 Turkey  28

15 Hungary  25

16 Belgium  22

17 Mexico  22

18 United Kingdom  22

19 Portugal  20

20 New Zealand  20

21 Sweden   9

22 Poland   6

23 Netherlands   4

24 Austria   2

25 Switzerland   2

26 Germany   2

27 Japan   1

Part 7 International comparison of average private sector 
lending rates for businesses (% per year)

Country Interest rates (%) on lending (2012)

Brazil 36.6 

Kenya 19.7 

Ukraine 18.4 

Jamaica 17.6 

Argentina 14.1 

Vietnam 13.5 

Sri Lanka 13.3 

Iraq 13.0 

Egypt, Arab Rep. 12.0 

Indonesia 11.8 

Papua New Guinea 10.8 

India 10.6 

Russian Federation 9.1 

Hungary 9.0 

Thailand 7.1 

Australia 7.0 

Fiji 7.0 

China 6.0 

New Zealand 5.8 

Philippines 5.7 

Qatar 5.4 
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Country Interest rates (%) on lending (2012)

Singapore 5.4 

Korea, Rep. 5.4 

Italy 5.2 

Hong Kong SAR, China 5.0 

Malaysia 4.8 

Mexico 4.7 

United States 3.3 

Switzerland 2.7 

Japan 1.4 

United Kingdom 0.5 

Part 8 International comparison of rates of company tax rates 
(% of company profi ts, 2013)

Area/country
Company tax rate 
2014 (% profi ts)

North America average 33

Africa average 28.58

South America average 27.61

Oceania average 27

OECD average 25.32

Global average 24.08

European Union average 22.75

Asia average 22.49

 

 1.  Japan 38.01

 2.  United States 40

 3.  France 33.33

 4.  Italy 31.4

 5.  Philippines 30

 6.  Australia 30

 7. Germany 29.58

 8.  New Zealand 28

 9. Canada 26

10.  Indonesia 25

11.  China 25

12.  Malaysia 25

13.  South Korea 24.2

14. United Kingdom 23

15.  Vietnam 22

16.  Sweden 22

17.  Thailand 20

18.  Russia 20

19.  Switzerland 17.92

20.  Taiwan 17

21.  Hong Kong 16.5

22.  Ireland 12.5

23.  Qutar 10

24.  Bermuda 0

Area/country
Company tax rate 
2014 (% profi ts)

25.  Bahamas 0

26.  Cayman Islands 0

27.  Isle of Man 0

Sources: Part 1: Data derived from Wikipedia, The Free Encyclopedia, 
countries selected from a table. See en.wikipedia.org/wiki/List_of_minimum_

wages_by_country. Note: Most data is for 2012 or 2013. Part 2: Data 
derived from The Conference Board,  Total Economy Database, Summary 

statistics 1997–2014, Summary tables, Table 6: Labour productivity and per 
capita income levels and the effects of working hours and labour utilization, 

2013 (estimates). See www.conference-board.org/data/economydatabase/. 
Part 3: these fi gures should only be used as a general guide, they are now 

rather dated and probably tend to exaggerate the current difference in 
worker effi ciency with US workers following government effi ciency policies 
(e.g. tariff cuts, workplace agreements) and improved productivity growth, 

1994–2006. Data derived from an article by Fiona Carruthers, ‘US workers 
twice as effi cient in factory output’, The Australian, 24 August 1994, p. 4. 
Part 4: Table copied directly from ‘Table of country rankings’, PDF, Excel 
fi le www.weforum.org/reports/global-competitiveness-report-2013-2014. 

The world Economic forum, 2013, The Global Competitiveness Report 
2013–2014, p. 15. Also see the World Economic Forum, 2013, The 

Global Competitiveness Report 2013–2014, p. 15. Table 3: The Global 
Competitiveness Index 2013–2014 rankings and 2012–2013 comparisons, 

see www.weforum.org/reports/global-competitiveness-report-2013-2014. 
© 2013 World Economic Forum www.weforum.org/gcr. Part 5: Data 
derived from Wikipedia, the free encyclopedia, see Electricity Pricing, 

en.wikipedia.org/wiki/Electricity_pricing Note: Cost is only a rough guide. 
Special power rates apply in some countries for businesses and rates also 

depend on the quantity purchased and the season. Part 6: Data selected from 
NationMaster, Labour, Strikes, Countries compared, www.nationmaster.

com/country-info/stats/Labor/Strikes. Note: data for annual average, 
1996–2000. Part 7: Data from the World Bank, Lending interest rates, data.

worldbank.org/indicator/FR.INR.LEND. Part 8: Data for the graph was 
derived from KPMG, Corporate tax rates, see www.kpmg.com/global/en/
services/tax/tax-tools-and-resources/pages/corporate-tax-rates-table.aspx

Problem-solving task — group 
work using a postbox approach 
to exploding the myths about 
international trade

In the Economics study design (VCAA, 2004–09), details are 
given about group work using a ‘postbox approach’ to ‘exploding 
the myths about international trade’. Essentially, students are 
asked to state their personal opinions about whether a series of 
6–10 statements are ‘fact’ or ‘myth’. For example:
•	 Tariffs protect local jobs.
•	 Imports are bad for the economy.
•	 Australia has reduced its tariffs but other countries have not.
•	 Foreigners already control half the country.
•	 Foreign investment is a threat to Australian jobs.
•	 Trade liberalisation has destroyed manufacturing industry in 

Australia, and so on.
Essentially, students write their views about each of the numbered 
statements and post each of their answers in appropriately 
numbered postboxes.

The class is then broken into groups and each group gets to 
read and discuss student responses for one of the postboxes. 
Next, each group conducts research using information that can be 
accessed from the federal government’s internet site, ‘Exploding 
the myths — facts about trade and international investment’. 
Following research, each group prepares an oral class presentation 
(perhaps using PowerPoint) to present its fi ndings to the class.

A follow-up activity might be to discover how personal opinions 
of class members about trade and investment have changed.
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SUMMARY

Issues involving international trade and other types of 
transactions between countries
•	 International trade involves the buying of imports and the selling of exports of goods 

and services. 
•	 International transactions also involve the movement of investment fi nance or money 

capital between nations. 
•	 The last few decades have seen Australia (and many other nations) move towards freer 

trade with lower government tariff protection and reduced subsidies paid to local 
producers.

•	 The main benefi ts and advantages of freer trade include:
– increased exports 
– improved effi ciency in the use of resources
– more jobs, higher incomes
– lower infl ation
– greater consumer choice
– increased specialisation in production to gain cost advantages
– greater economies of large scale
– improved opportunities for countries to export excess resources and import what-

ever resources they lack at the lowest cost.
•	 The main problems or disadvantages of freer trade (arguments for protection) include: 

– the possible loss of some types of jobs (structural unemployment) 
– infant industries may not survive without government assistance
– lack of national self suffi ciency in times of war
– increased instability due to exposure to external events (e.g. overseas recessions).

Measuring Australia’s international trade and capital fl ows 
using the balance of payments account
The balance of payments account records all types of fi nancial transactions each year 
between Australia and the rest of the world. These transactions are split into two 
sub-accounts.
•	 The balance on current account has four sub-sub parts and each records the value of 

credits minus debits. Net goods (merchandise such as consumer and capital items), net 
services (such as transportation, education, travel, banking services), net primary 
incomes (interest, dividends, profi ts, wages, rent) and net secondary incomes (gifts, 
taxes, pensions, some foreign aid). On balance, Australia has a large CAD. This is 
mostly due to high levels of overseas borrowing and its associated net income pay-
ments abroad.

•	 The balance on capital and fi nancial account. This is broken into two sub-accounts. 
The balance on capital account records the value of credits minus debits for capital 
transfers (movement of bank account moneys, capital donations, settlement of copy-
right and patents). The balance on fi nancial account records the value of credits minus 
debits for investments (direct, portfolio) and RBA and government transactions. 
Overall, the capital and fi nancial account is in surplus, offsetting the CAD.

Recent trends in Australia’s current account defi cit and 
their causes
•	 The federal government wants to achieve the goal of external stability where, overall, 

Australia pays its way in external fi nancial transactions and the CAD/GDP ratio is 
relatively small. 

•	 However, the external sector is perhaps one of the weakest areas of the Australian 
economy. 

•	 Over the fi ve years to 2012–13, the size of our CAD has varied in a cyclical pattern, 
between $34 billion and $56 billion. Moreover, the size of the CAD:GDP ratio has 
fl uctuated between a high of 4.3 per cent (2009–10) down to a low of 2.4 per cent in 
2010–11. 

•	 In six of 10 years to 2012–13, the CAD:GDP ratio exceeded the federal government’s 
guideline of 3–4 per cent. Australia’s large CAD was due mostly to the huge defi cit on 
net primary incomes, which refl ects a lack of Australian saving, and a reliance on over-
seas borrowing and debt. Additionally, our CAD was worsened by demand-side 
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conditions including overseas recessions (e.g. 2008–09), some falls in commodity 
prices, strong domestic levels of consumer and business confi dence, and by adverse 
supply-side developments including fl oods, our poor international competitiveness 
due to high production costs and low effi ciency levels. 

Trends in the ‘composition’ and ‘direction’ of Australia’s trade
•	 The term composition of international transactions refers to the type of exports and 

imports of goods and services, and capital movements between Australia and the rest 
of the world. 

•	 The composition of Australia’s exported goods has switched from rural to manufac-
tured items, while imported goods remain highly processed. 

•	 The composition of investment fl ows has changed. It has switched from mainly direct 
to portfolio investment. The same is true of Australian investment abroad. 

•	 The direction of international transactions refers to the countries with whom we have 
international transaction. 

•	 Concerning the direction of transactions, this has shifted from Europe to the Asia–
Pacifi c area where markets and incomes have generally grown quickly.

Trends in Australia’s international capital fl ows and 
their causes
•	 International capital fl ows in and out of Australia’s economy mainly involve direct 

investment (setting up a company) or portfolio investment (buying of shares in listed 
companies). 

•	 The main type of foreign investment in Australia or Australian investment overseas 
used to be direct investment. 

•	 However, the composition of capital transactions has changed and nowadays portfolio 
investment is more important. In addition, the direction of capital fl ows has changed. 
Most funds coming into Australia traditionally originated in Europe but, increasingly, 
there has been some shift towards Asia and the US as providers.

Australia’s exchange rate
The exchange rate is the price of one A$ when swapped into other currencies in the 
foreign exchange market.
•	 Determinants. Being a fl oating exchange rate, the price of the A$ is determined by the 

forces of demand for the A$ (as affected by international commodity prices, overseas 
economic activity, our infl ation rate) and the supply of the A$ (as affected by our levels 
of imports, local confi dence and economic activity, interest repayments on foreign 
debt) in the foreign exchange market.

•	 Measures. The TWI measures the ‘average’ exchange rate, but there are also separate 
rates for every currency in the world. As the exchange rate appreciates or depreciates, it 
has both good and bad effects on individuals and companies. It also affects Australia’s 
CAD, AD, GDP, employment and infl ation rate.

•	 Trends. Over the past 100 years, the A$ has tended to depreciate against most stronger 
currencies. However, there was a signifi cant rise during 2010–11–12.

•	 Effects. Changes in the A$ have both good and bad effects for particular groups in our 
economy. The exchange rate can affect the cost and value of exports, the cost and 
value of imports, the size of the CAD, and the levels of AD (via changes in X and M), 
GDP, incomes and employment.
– An appreciation of the A$, tends to reduce the value of exports relative to imports 

and increase the CAD, while slowing AD and economic activity 
– A depreciation of the A$ tends to increase the value of exports relative to imports 

and decrease the CAD and the infl ation rate, while boosting AD and economic 
activity.

Australia’s foreign debt, its nature, measurement, trends, 
determinants and effects
The net foreign debt (NFD) is the difference in value between what Australia has bor-
rowed (mainly companies and the government) abroad, minus what the world has bor-
rowed from us.
•	 Trends and nature. Overall, Australia’s NFD has continued to grow fairly quickly to 

around 52 per cent of GDP. In recent times, this refl ects the growth of private sector 
(non-offi cial by fi rms, banks and households) debt, but because of a return to budget 
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274 economics down under book 1

defi cits (e.g. 2008–09, 2009–10, 2010–11, 2011–12, 2012–13, 2013–14) following the 
recent global recession, there is now also an increase in government (offi cial) debt.

•	 Determinants. Australia’s borrowing abroad has grown because of a lack of national 
savings, high local interest rates relative to those overseas and a depreciating currency 
that makes local assets cheap to foreign investors. Australia is also an attractive des-
tination for foreign direct and portfolio investment because of abundant natural 
resources and political stability. This increases our liabilities and means heavy income 
payments abroad.

•	 Effects. The main adverse effect of borrowing or debt is the problem of repaying 
interest and other types of incomes to foreigners. This adds to our CAD through heavy 
debits on the net primary incomes account. However, a benefi t is that having access to 
extra savings, allows us to enjoy the benefi ts of higher levels of investment spending 
that helps to grow the economy’s productive capacity and boost living standards.

Government policies affecting levels of international trade — 
debate between trade liberalisation versus trade protection
•	 The Australian government wants to expand trade and capital movements because, 

overall, these are seen as benefi cial for Australia. 
•	 The Australian government seeks to promote international competitiveness so that we 

can better pay our way in international fi nancial transactions. More specifi cally, it 
wants to achieve the ‘goal of external stability’ (i.e. a low CAD:GDP ratio of around 
3–4 per cent). 

•	 Various aggregate supply-side policies, including microeconomic effi ciency reforms, 
have been used to cut production costs, lift our international competitiveness and 
improve our long-term performance and living standards. For example:
– Trade liberalisation or freer trade. Since the mid-1970s (but especially since the late 

1980s), the federal government has adopted a policy of trade liberalisation and has 
shifted towards ‘freer trade’. This involves gradually removing various forms of pro-
tection (e.g. tariffs, subsidies, import quotas) for local industries that must then sur-
vive on their own merit. In the long term, these measures should improve the 
competitiveness of Australian industry and force local fi rms to become more 
effi cient, thereby improving our incomes and material living standards.

– Market deregulation. Labour market deregulation (e.g. encouraging the spread of 
effi ciency-based, fi rm-by-fi rm enterprise or workplace agreements) helps to lower 
the cost of wages (labour costs) for local fi rms, making our exports more competi-
tive. This lowers our CAD and boosts living standards.

– Reduced company tax. Company tax rates have been reduced to help make local 
fi rms more cost competitive and to encourage investment in new, more effi cient 
plant and equipment. This helps to make local exports more competitive, reduce the 
CAD and improve our living standards.

– Schemes to promote Australian exports. There are export promotion schemes, Aus-
trade and carefully targeted fi nancial assistance for exporters. This can help grow 
businesses, incomes, jobs and living standards, while reducing the CAD

– National infrastructure projects. Building up national infrastructure (e.g. highways, 
NBN, water, power) can help grow export capacity and reduce business costs, 
thereby making our exports more competitive and reducing the CAD

– Education and training policies. Government outlays and policies designed to 
increase the education and skills of our labour force (e.g. the schools building pro-
gram, the ‘education revolution’, fi nancial incentives for apprentices) help make 
workers more effi cient and creative, improve local competitiveness, increase exports, 
boost living standards and reduce the CAD.

– Policies to encourage national savings. Low national savings levels lead to high 
interest rates or costs for fi rms borrowing credit and thus discourage the purchase of 
new more effi cient equipment and technology by local fi rms. The government has 
tried to boost national savings (e.g. through increasing the compulsary super-
annuation guarantee charge (SGC) (to rise to 12 per cent by 2019)). 

– International agreements. There are international bilateral and multilateral trade 
agreements to lower tariffs and expand trade volumes (e.g. IMF, nine free trade 
agreements by 2014, WTO, APEC, ASEAN). Increased trade increases our income 
and material living standards.
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275chapter 6 Australia’s international economic relationships as a global economic issue

Australia’s economic relations with an Asian trading 
partner, China
•	 Trading relationship. The Australian and Chinese economies share a complementary 

trading relationship. China is easily Australia’s biggest export market (especially for 
commodity exports but also for services) and an important source of manufactured 
imports (e.g. clothing, electrical appliances).

•	 China’s rapid economic growth during the past two decades has allowed Australia to 
enjoy much faster economic, employment and income growth than otherwise.

•	 Foreign aid. Australia provides a substantial $18.1 million in foreign aid (loans, grants 
and technical assistance) to help reduce poverty in China.
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CONCEPT MAP 6

276 economics down under book 1

Australia’s international economic relationships as a 
global economic issue

Nowadays, international trade (e.g. exports and imports) and other types of transactions
(e.g. movement of money capital or investments) between countries is less restricted by

government tariffs and other forms of protection—there is freer trade globally.

The Australian government uses policies to improve Australia’s competitiveness by
cutting costs, helps us pay our way in international transactions and promotes the

goal of external stability (perhaps a CAD:GDP around 3–4 per cent).

The exchange rate
(what our currency is worth
when swapped for other
currencies in international
transactions)
• In�uence of demand and
 supply of our currency at
 equilibrium in the foreign
 exchange market
• Measures include
 –  TWI
 –  Individual currencies
• Depreciation overall but
 on occasions, appreciation
 of currency

The overall balance of payments account
(BOP) records credits and debits

The net foreign debt (NFD)
(the difference between what
we borrow overseas minus
what overseas owe us)
• Increased over the years
 and now equal to over
 50 per cent of GDP
• Makes up for a lack of
 domestic savings
• Private sector debt
• Public sector debt
 (recent budget de�cits)

Bene�ts of freer international transactions (reduced
protection) might include creating more jobs, cheaper prices
and lower in�ation, higher incomes, wider consumer choice,

greater ef�ciency through increased competition, specialisation
in production, economies of large scale, and increased access
to resources. As a result, material living standards are higher.

Costs of freer international transactions may include claims
that reduced protection results in the loss of some jobs

(structural unemployment in the short term) and industries,
infant industries are lost, reduced national self-suf�ciency in

wartime and greater exposure to economic instability
originating overseas.

Three important measures of Australia’s international transactions include the following

The BOP current
account

1.  Net goods
2.  Net services
3.  Net primary income
4.  Net secondary
  income

• Australia runs a large CAD (total debits exceed total
 credits for net goods, services, primary incomes and
 secondary income).
• The composition of trade and investment �ows has
 changed over the years—shift from primary exports and
 direct investment to manufactured goods and services
 and portfolio investment.
• The direction of trade and investment has changed from
 Europe to the US to Asia (including China).

1.  Net capital
2.  Net investment
3.  Net other

The BOP capital and
�nancial account

Investigate relationships with an Asian trading
partner—China—export market, source of imports

and investments, recipient of our foreign aid.

1.  Freer trade— trade
liberalisation—lower

government tariffs and
subsidies

2. Deregulation of the
labour markets

4. Reduced company
tax rates

5. Export promotion 
schemes

6. Encouraging
national savings

7. International trade
agreements

8. Education and
training policies

3. National infrastructure
projects

FIGURE 6.31
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