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AREA OF STUDY 3
GLOBAL ECONOMIC ISSUES

2 Economic activity and
Australia’s goals

2.1 Overview
Numerous videos and interactivities are available just where you need them, at the point of learning, in
your digital formats, learnON and eBookPLUS at www.jacplus.com.au.

2.1.1 Introduction
Pick up almost any newspaper or go online, and you will find it littered with headlines about the prevailing
economic conditions in Australia and abroad, and the multitude of drivers affecting our circumstances.
Topic 2 focuses our attention on the three key domestic macroeconomic goals that are pursued by
the Australian government — strong and sustainable rates of economic growth, low inflation and full
employment. Indeed, achieving these goals helps to create economic conditions optimal for people to
enjoy better material and non-material wellbeing. Apart from understanding the nature of these important
goals and how they are measured, we will also investigate the main aggregate demand and supply factors
affecting these goals over the last two years and see the connections with changes in the level of economic
activity.

FIGURE 2.1 What do you think of when you think of the term living standards? For some, having a good living
standard might mean living on a tropical island such as this one. For others, it might mean travelling the world.
And for some, it might just mean not going hungry.
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2.1.2 What you will learn

KEY KNOWLEDGE
Use each of the points from the VCE Economics Study Design below as a heading in your summary notes.

The nature and purpose of economic activity
• the difference between material and non-material living standards
• factors that may influence living standards including access to goods and services, environmental quality,
physical and mental health, life expectancy, crime rates and literacy rates

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

• the nature and causes of the business cycle
• the meaning and importance of aggregate demand and the factors that may influence the level of
aggregate demand in the economy: changes in the general level of prices, disposable income, interest
rates, consumer confidence, business confidence, the exchange rate and rates of economic growth
overseas

• the aggregate demand curve
• the meaning and importance of aggregate supply and the factors that may influence the level of aggregate
supply in the economy: changes in the general level of prices, quantity and quality of the factors of
production, cost of production, technological change, productivity growth, exchange rates and climatic
conditions

• the aggregate supply curve
• the effects of changes in aggregate demand and aggregate supply on the level of economic growth,
employment and price levels.

The Australian government’s domestic macroeconomic goals
• the meaning of the goal of low inflation (price stability)
• measurement of the inflation rate using the Consumer Price Index (CPI) including the difference between
the headline and underlying (core) rate of inflation

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

• the meaning of the goal of strong and sustainable economic growth
• measurement of the rate of economic growth using real Gross Domestic Product (GDP)
• the reasons for pursuing strong and sustainable economic growth including lowering of the unemployment
rate, growth in real income and increased ability of government to provide essential services

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

• measurement of the labour force including the participation rate, the unemployment rate and the labour
force underutilisation rate

• types and causes of unemployment: cyclical, structural, frictional, seasonal and hard-core unemployment
• the consequences of unemployment including loss of GDP, loss of tax revenue, reductions in living
standards and greater income inequality

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

KEY SKILLS
• define key economic concepts and terms and use them appropriately
• calculate relevant economic indicators using real or hypothetical data
• explain trends, patterns, similarities and differences in economic data and other information
• apply economic concepts and theories to explain the nature and importance of the Australian
Government’s domestic macroeconomic goals

• analyse economic relationships through the interpretation of data, graphical trends, patterns and other
information.

Source: VCE Economics Study Design (2017–2021) extracts © VCAA; reproduced by permission.
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Digital document Key terms glossary (doc-#####)

To access key concept summaries and practice exam questions download and print the studyON: Revision and practice
exam question booklet (doc-XXXX).

2.2 The difference between material and non-material
living standards and factors affecting each

KEY CONCEPT
• The difference between material and non-material living standards

Many people seek an improvement in their overall living standards or general level of wellbeing.
There are two main elements that affect our general or overall living standards:
• the level of material living standards
• the level of non-material living standards (i.e. wellbeing).

Influences on Australia’s overall living standards

(the general wellbeing of society)

Material living standards ...

depend on the real quantity

of goods and services consumed by each person per 

year. These might reflect the following ... 

Non–material living standards ...

depend on the quality

of daily life for all people. These might subjectively

reflect the following ... 

the level of national production and income per head 

the way goods, services and incomes are

distributed or divided

the rate of unemployement

the rate of inflation affecting purchasing  power

level of personal happiness

level of freedom, democracy and equity of opportunity

physical and mental health and life expectancy

the state of the environment and pollution levels

quality of personal relationships

leisure time relative to hours of work

crime rates and personal safety

literacy and cultural enrichment
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2.2.1 Material living standards and the factors affecting them
Material living standards involve the level
of economic wellbeing of individuals and
the ‘quantity’ of physical goods and services
available for each person to consume. Being
able to access or consume more goods
and services each year is generally seen as
beneficial. This is because our material needs
and wants can be satisfied to a greater degree.
For example, when material living standards
rise, there is improved access to goods and
services such as food, better housing, medical
care, education, travel and holidays, clothes and
entertainment.

When determining a nation’s material living standards, there are a number of influences on the level of
material living standards that must be considered:
• Growing national production and income per person. So that each person can consume more goods

and services, emphasis is usually placed on growing the size of the economy by lifting the level of
national production between one year and the next. This is often measured by the annual rise in gross
domestic product (GDP) per capita. In turn, increased production normally leads to higher levels of
national income and consumption per head. However, for this to happen, national production and
incomes must grow at a faster rate than population for people will enjoy higher material living
standards. In turn, increasing GDP and incomes per capita depends on factors such as improved
efficiency in the use of resources, and access to increased quantities of natural, labour and capital
resources that are inputs needed for production.

• Distribution of goods, services
and incomes. Apart from growing
the nation’s per capita production
and incomes, material living
standards are strongly affected by
the way our goods, services and
incomes are shared or distributed
between people. If the pattern
of distribution is very uneven,
a small minority of people
(say, the richest 20 per cent
of the population) may consume
the majority of goods, services
and incomes (say, 60 per cent),
causing most people to live in
poverty with low material living standards. To ensure that the benefits of having a bigger economy are
shared or spread around so most people can enjoy better material wellbeing, most governments use
various policies to help reduce the level of inequality.

• General rise in prices paid for goods and services or the inflation rate. The rate of inflation (the
general rise in the prices paid for a basket of goods and services that consumers purchase) will also
affect our level of material living standards. When prices rise quickly, we often cannot afford to
consume as many goods and services. Our purchasing power is reduced, lowering our economic
wellbeing.
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• Jobless or unemployment rate. When people lose their jobs, they generally have lower incomes and
less purchasing power. This too lowers their level of consumption and access to goods and services, on
average reducing society’s material living standards.

2.2.2 Non-material living standards and the factors affecting them
Non-material living standards refer to ‘quality’ aspects of a person’s daily life. In some ways, non-
material living standards are hard to define because they are subjective or depend upon personal values.
Even so, for many people, having higher non-material living standards may involve some of the following:
• happiness
• physical and mental health and the absence of stress
• positive relationships with others and family cohesion
• the absence of persecution, corruption, war, crime and violence
• a fair, just, tolerant, compassionate and moral society
• social, economic and political freedom
• a healthy natural environment both now and into the future
• a lack of urban congestion and overcrowding
• a long life expectancy
• equality of opportunity and the absence of discrimination
• considerable leisure time as opposed to hours of work
• rich cultural experiences
• high literacy rates.

TOPIC 2 Economic activity and Australia’s goals 5

2.2.3 Relationships between material and non-material living
standards
Two types of relationships exist between material and non-material living standards:
• Conflicting relationships occur where there is a trade-off, and progress in one area of wellbeing

undermines the other.
• Compatible relationships exist where progress in one area of wellbeing helps to promote the

other area.

Conflicting relationships between material and non-material living standards
Our material and non-material living standards cannot be looked at in isolation, since one interacts with and
impacts on the other. Consider what happens to material living standards when Australia’s levels of national
production and income per head are rising between one year and the next (perhaps measured by the annual
rise in GDP per person or per capita). This may impact negatively on the ability of future generations to
lift their output and material living standards because we have used up too many resources. It may also
adversely affect our long-term non-material living standards since there are various types of trade-offs or
costs of growing the size of Australia’s economy:

UNCORRECTED PAGE PROOFS



“c02EconomicActivityAndAustraliasGoals_print” — 2019/6/28 — 9:43 — page 6 — #6

• Environmental trade-off. Our materialism and greed for natural resources to make even more goods
and services — which have raised material wellbeing to levels never before seen in human
history — have also had grave consequences for the environment. Think of the serious pollution of
rivers, land and oceans; climate change, greenhouse gases and extreme weather events; rising sea
levels and the destruction of island communities and our coastal cities; mass migrations, tensions and
war between countries over ownership of natural resources; and the almost daily reports of toxic
residues and chemicals in the air we breathe and the food we eat.

• Health and social trade-off. As
our material living standards
have grown, aspects of non-
material wellbeing have suffered.
Leisure time has been eroded for
many as work hours have
increased. Family stresses have
been aggravated by tension and
less time to devote to home life.
Rising incomes, a sedentary
work style, the proliferation of
digital devices and easy access
to a wide variety of fast foods
have contributed to serious
obesity to such a degree that the
average life expectancy of today’s
children may, for the first time, be
lower than that of their parents.

• Material trade-off. If the government were to introduce policies specifically designed to promote
non-material living standards — perhaps by tightening government environmental controls (such as
introducing a carbon tax or a carbon emissions trading scheme to make pollution costly and less
attractive), or by limiting working hours to raise leisure time and increase available family
time — these measures could undermine national production and incomes, and hence lower our
material living standards.

Compatible relationships between material and non-material living standards
While there is often a conflicting relationship, material and non-material living standards can also enjoy a
degree of compatibility where promoting material living standards and higher incomes, perhaps by growing
the size of the economy, can also increase non-material living standards in various ways:
• Cultural enrichment — Higher incomes can allow for more international travel and cultural

enrichment.
• Longer life expectancy — Higher incomes can be used to extend life expectancy and reduce daily

suffering from pain and curable ailments.
• Possibility of reduced environmental damage — Higher incomes can be directed to combating

environmental damage and reducing pollution.
• More leisure time — Higher incomes enable individuals to reduce their working hours and stress, and

increase their leisure time.
In addition, government policies (such as a carbon tax or an emissions trading scheme) could be used

to reduce the production of those types of goods involving high carbon emissions that add to pollution,
while simultaneously, encouraging the growth of new green industries (such as renewable energy), jobs and
incomes. This way, material living standards can still advance without sacrificing the non-material living
standards for future generations.
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2.2.4 Indicators of Australian living standards
As we can now appreciate, the standard of living is a broad concept involving society’s general wellbeing.
One attempt to determine whether life is progressing or regressing is called, Measuring Australia’s
Progress (MAP). This is prepared by the Australian Bureau of Statistics (ABS) and involves a large range
of indicators, both material and non-material, broken into four main categories or domains:
• economy
• society
• governance
• environment.
MAP is designed to answer the question, ‘Is life in Australia getting better?’ The latest MAP dashboard

results are summarised in figure 2.2.

FIGURE 2.2 MAP as one way to understand whether life in Australia is getting better

Australia’s MAP dashboard for recent years

What do these symbols mean?

SOCIETY

Health

Close relationships

Learning and
knowledge

Home

Safety

ENVIRONMENT

Healthy natural
environment

GOVERNANCE

Trust

Effective governance

Participation

Informed public debate

People’s rights and
responsibilities

ECONOMY

Opportunities

Jobs

Prosperity

Enhancing living
standards

A resilient economy

Community
connections and
diversity

A fair go

Enriched lives

The headline progress indicator for this theme has shown progress.

The headline progress indicator for this theme has shown regress.

The headline progress indicator for this theme has not changed greatly.

There is a data gap for this theme as there is currently no headline progress indicator.

Fair outcomes

Appreciating the
environment

Protecting the
environment

Sustaining the
environment

Healthy built
environments

Working together for
a healthy environment

International economic
engagement

Source: ABS 1370.0: Measures of Australia’s Progress, updated 2016.

Notice that for the Economy category (which is especially relevant for material living standards), there
has been progress in opportunities, jobs, prosperity and international economic engagement, but regression
in the area of a resilient economy. In addition, there was little change in the indicators for fair outcomes
(equitable income distribution). You can follow the Measuring Australia’s Progress (MAP) weblink in the
Resources tab to see a summary brochure, video and host of graphical data reflecting aspects of Australia’s
overall standard of living.

Weblinks Measuring Australia’s Progress (MAP)

Standard of living
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2.2 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. What do we mean when we refer to the standard of living?
2. What is the difference between material and non-material living standards?
3. How are material living standards commonly measured?
4. How are non-material living standards commonly indicated?

Applied economic exercises
1. One approach to measuring whether life is getting better or worse in Australia is called

Measuring Australia’s Progress (MAP).
(a) Identify and outline the four main areas or categories of measure involved in MAP. (2 marks)
(b) Use the MAP weblink in the Resources tab to research this measure. List the areas of wellbeing in recent

times that are:
i. progressing
ii. regressing. (2 × 1 = 2 marks)

2. Apart from judging a nation’s material living standards by looking at the level of real GDP or
income per head, identify and explain the other factors that need to be considered before
drawing conclusions? (xxx marks)

3. Giving examples, explain the various types of relationships that can exist between material
and non-material living standards? (4 marks)

4. Each day we make decisions about what to buy and produce that impact well or poorly on our living
standards, or on those of others. For any three of the following hypothetical events, analyse the likely
impacts on living standards.
(a) You get a new part-time weekend job at Subway.
(b) You buy a new surfboard from Rip Curl and drive to Bells Beach for a test run.
(c) A new uranium mine is given government approval to operate in the Northern Territory.
(d) In June 2018 the Fair Work Commission increased in the adult minimum wage to around

$719.20 per week.
(e) Your parents install solar power panels on the roof, encouraged by a government subsidy or payment to

offset part of the cost.
(f) The growth rate in Australia’s production or GDP has slowed due to the international

downturn or recession.
(g) Australia’s inflation rate (the general rate of rise in prices for goods and services) slowed from 4 to only 2

per cent per year.
(h) Your mother’s working hours per week were increased from 10 to 40. (3 × 2 = 6 marks)

5. Select a newspaper article that you believe reports an event that impacts positively or
negatively on your living standards, or those of the wider society. After highlighting
the key ideas, make annotated notes that explain the likely effects, stating whether they are
good or bad. (4 marks)

Resources

Weblink MAP

To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.
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2.3 BACKGROUND KNOWLEDGE Nature, effects
and measurement of economic activity

BACKGROUND INFORMATION
• The nature, effects and measurement of economic activity influences material and non-material living
standards.

One of the most important influences on Australian material living standards (i.e. the annual quantity of
goods and services consumed per person) and non-material living standards (i.e. the quality of a person’s
daily life), is the pace or level of economic activity.

2.3.1 The nature of economic activity
Economic activity refers to the actions of individuals, firms and governments that help to generate the
production of goods and services, employment and incomes. It is mainly the process of converting scarce
resources into goods and services. Its main purpose is to help satisfy society’s seemingly endless needs and
wants and thereby improve living standards.

From a microeconomic viewpoint, the level of economic activity in each individual industry is
determined largely by changes in relative prices and profits in specific markets, both here in Australia and
overseas. We covered some of these microeconomic aspects in topic 1. However, we now need to take a
much wider or macroeconomic view and study the general factors affecting the overall or national level of
domestic (within Australia) economic activity that results from the combined outcome of all the production
and consumption decisions that occur 24 hours a day in thousands of markets around Australia.

Because the levels of national production (often measured by the rate of change in gross domestic
product or GDP), income and employment change from one year to the next, Australia’s level of economic
activity is said to be unstable. Economists use the concept of the level of economic activity to describe the
general pace or speed at which productive activity is occurring nationally.

2.3.2 The effects of economic activity on living standards
As mentioned at the outset, Australia’s economic activity has far-reaching impacts on both our material and
non-material living standards, now and into the future.

The level of economic activity directly affects current material living standards
The level of economic activity directly affects current material living standards in at least three
important ways.

1. It affects the volume and quality of goods and services produced and available to the population in
order to help satisfy its needs and wants.

2. It influences employment opportunities, the number of jobs and the unemployment rate.
3. It determines our average incomes, prices, purchasing power and consumption levels per person.
Indeed, later we will later see that the federal government uses policies to influence economic activity

in order to actively pursue its core domestic aims including the goal of a strong and sustainable rate of
economic growth, the goal of full employment and the goal of low inflation. Achieving these three goals is
especially important for improving society’s material living standards.

The level of economic activity directly affects future material and
non-material living standards
The current level of economic activity also affects levels of non-material living standards now and in the
future. Although higher levels of economic activity can allow our current generation to enjoy better material
prosperity, increasingly there is the worrying realisation that extra production has been extracted by using
Pdf_Folio:9
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up common goods and depleting scarce non-renewable natural resources such as minerals, water, clean
air, forests and oceans. This deprives their access by future generations, limiting not just their material
wellbeing but also non-material living standards. We have already seen how negative externalities like
climate change, urban congestion, reduced leisure time and family tensions can result from our economic
activities. These matters raise the question of ecological sustainability: what types and levels of economic
activity should we pursue now for sustainable prosperity, wellbeing and living standards in the future?

Weblink Sustainability easily explained

2.3.3 Measuring the level of economic activity
Naturally, economists are interested in regularly measuring changes in Australia’s economic activity. This
helps us to assess how the economy is performing. However, accurately measuring a nation’s economic
activity is a huge, difficult and somewhat inaccurate process. How do we add up the total value of all the
goods and services produced in a year?

Measuring gross domestic product
When gross domestic product (GDP) is measured
at current prices, it represents the total market
value ($) of finished goods and services that have
been produced by a country over a period of time.
However, the prices paid for goods and services
change between one year and the next. This affects
the market or current value of national production
and makes it inaccurate to compare one year’s
production with another where the prices paid
were different. Hence, the most common measure
is one that statistically removes the effect of rising
or falling prices. This is called real GDP or chain
volume GDP. The Australian Bureau of Statistics
(ABS) measures GDP either annually or on a
quarterly basis (at three-monthly intervals). While
this is a fairly good estimate of the value of national
output, it is worth noting that chain volume GDP is
inaccurate for three main reasons:

1. Excluded production. Chain volume GDP does not include the value of all goods and services
produced. It ignores non-market activity such as occurs in the cash and black-market economies,
among honorary and unpaid volunteers, and from goods and services produced by family members
within individual households (gardening, tutoring, transportation, washing and ironing, cooking meals,
DIY house repairs and maintenance, caring for others, and family counselling). One reason for
exclusion is that these things are too difficult to calculate accurately. Some estimates suggest that the
actual value of non-market production may amount to a staggering 10–20 per cent of current GDP or
economic activity! If true, this means that GDP seriously underestimates national production levels.

2. Guesstimates and imputed values. The value of some items included in chain volume GDP (for
instance, the net rental value of owner occupied dwellings, along with the value of some
government-produced goods and services, and farm output consumed on the farm) must be imputed or
guesstimated. This clearly involves uncertain levels of statistical error.
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3. Adjustments made to remove the effects of price changes. As already mentioned, since the prices paid
for the goods and services that have been produced and included in GDP usually rise and sometimes
fall over a period of time, the value of GDP also needs to be adjusted to compensate for this using a
special chain price index. This index tries to statistically remove the exaggeration to the value of GDP
caused by generally rising prices, or the underestimation of GDP statistics caused by generally falling
prices. However, using the chain price index to statistically remove the effects of price changes is a
potentially inaccurate process.

In looking at how GDP is measured, we have been using the so-called production approach — by
summing up the nation’s total annual value added at each stage of output by all the Australian producers
of goods and services. However, there are also two other ways of estimating the value of GDP:
• the spending approach — by summing up the total value of spending on Australian-made goods and

services
• the incomes approach — by summing up the total value of all incomes generated from the production

of goods and services.

Some other aspects of indicators associated with economic activity
In addition to GDP, there are many other indicators of changing economic activity and performance, each
with certain characteristics:
• Lagging indicators of economic activity. Lagging indicators of economic activity tell the reader only

at what level activity was occurring some time ago. These statistics do not tell us what the economy is
doing right now. GDP falls into this lagging indicator category, since by the time quarterly production
statistics are collected by the ABS, processed and released, typically three months or so have elapsed.
Other lagging indicators of changing levels of economic activity might include the unemployment rate
and the inflation rate (the general rise in the prices paid for a basket of goods and services).

• Coincident indicators of economic activity. Coincident indicators move very closely with actual
changes in the level of economic activity. They are published regularly at shorter intervals and thus
more or less tell us what is happening right now.

• Leading indicators of economic activity. Leading indicators seek to predict where the economy may
be heading in the near future. While not completely reliable, they often forecast a change in activity
before it actually occurs. Indicators in this category could include the new housing approvals and
monthly indexes of consumer and business confidence or sentiment.

Looking for patterns in indicators
When examining statistical indicators, economists are on the lookout for patterns in the data. These could
involve:
• long-term or general trends over perhaps 10 or 20 years
• short- to medium-term cycles, perhaps over 1–3 years
• seasonal patterns that occur at the same time each year.

Weblinks Economic growth

Measuring economic performance — growth, inflation and unemployment

Real GDP and the GDP deflator

The Economic Lowdown Video Series

Measuring economic activity

GDP — measuring economic growth

Measuring the economy
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2.3 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. Define what is meant by the level of economic activity.
2. When the level of economic activity speeds up or slows down, identify three important ways this might affect

a nation’s material living standards.
3. Outline the likely effects of economic activity on non-material living standards.
4. What is chain volume GDP?
5. Explain how the level of economic activity in an economy is normally measured.
6. Why is chain volume GDP not a totally accurate measure of the level of economic activity?
7. Giving examples, what is the difference between leading and lagging indicators of economic activity?

Applied economic exercises
1. In what ways would a rise in the level of activity be likely to affect Australia’s material living standards?

(2 marks)
2. (a) Australia’s level of economic activity is usually measured using chain volume GDP. Define chain volume

gross domestic product, outlining how it is measured. (3 marks)
(b) In 2017–18, Australia’s chain volume GDP was estimated at $1 814 778 million. List and explain three

important reasons why this value of GDP is not a totally accurate measure of all the goods and services
produced. (3 marks)

(c) Why is GDP regarded as a lagging indicator of economic activity? (1 mark)

To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.

2.4 The nature and causes of the business cycle
showing changes in the level of economic activity

KEY CONCEPT
• the nature and causes of the business cycle

Reading the news headlines, it is clear that Australia’s level of economic activity or production (measured
by chain volume GDP) is not steady. It moves up and down in a wave-like or cyclical pattern. Sometimes
the real value of GDP grows faster, while at other times it is slower or actually falls against the level for the
previous year. This pattern of activity is called the business cycle.

2.4.1 The business cycle diagram showing various levels of
economic activity
Economists illustrate the ups and downs in the level or pace of economic activity using the business cycle
diagram. This is shown in figure 2.3. Notice that the level of economic activity passes through various cycle
phases — peak, contraction, trough, expansion, etc. Peaks and troughs represent upper and lower turning
points in the trade cycle. It can also be seen that the strength, severity and duration of the ‘contractions’
and ‘expansions’ may vary considerably. Sometimes the contraction is severe, leading to a deep trough in
Pdf_Folio:12
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production and hence cuts in employment, while at other times the trough is more shallow. Sometimes the
expansion is strong, leading to high peaks in production and in_ation, while at other times the peak is lower.

FIGURE 2.3 The business cycle diagram illustrates the changing levels or speeds of economic activity in an
economy.
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You should notice that this business cycle diagram (illustrating the typical path of economic activity) has
two especially important features:

1. There are short- to medium-term cyclical swings in the level of economic activity or GDP.
2. There is the upward-sloping, long-term trend in the level of economic activity or GDP.
We will now look at these two features of the diagram in more detail.

2.4.2 Short-term phases in the business cycle and the effects on
domestic macroeconomic conditions
In the short-term, the actual level of economic activity often travels from a peak, through a slowdown
(or contraction), past domestic stability, to a trough, an expansion (or recovery), and then back to a peak.
This pattern forms one complete economic cycle that is then usually repeated. In Australia, cycles are of
different lengths but often last three to eight years or longer.

With this in mind, let us now take a closer look at the four main phases of the business cycle. We will
note that as the level of economic activity changes, so too will domestic economic conditions including
GDP, unemployment and inflation.

1. Expansion or recovery phase
Starting at lower levels of GDP, there is an expansion in economic activity, often slowly at first and then
gaining pace. After a time lag, typically employment grows, cyclical unemployment falls and inflation
accelerates. In Australia, for example, this happened during 2009–10 to 2010–11 and again during 2016–17
to 2018–19.

Indicator  Direction in a recovery

GDP

Inflation

Increasing

Unemployment Falling

Rising
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2. Peak (sometimes boom) phase
Eventually, after a period of expansion, economic activity reaches a cyclical peak or upper turning point and
then GDP starts to slow. Unemployment usually falls to its lowest level. On the other hand, inflation is often
high. If there is little unused productive capacity and a nation is located outside its production possibility
frontier (PPF), a dangerous inflationary boom may result. Australia experienced a peak, for instance, in
2011–12.

Indicator  Direction in a boom

GDP

Inflation

At highest point

Unemployment At lowest point

At highest point

3. Slowdown or contraction phase
Slowdowns or contractions in the level of economic activity normally follow a peak or possible boom. The
growth rate in GDP slows to below trend, or, if severe, national production may even fall. Usually after a
time lag, cyclical unemployment rates rise and inflation eases as businesses discount their prices to clear
their unwanted and unsold stocks of goods. Between 2012–13 and 2017–18 for example, Australia’s rate of
GDP growth was slower and below the long-term trend.

Indicator  Direction in a slowdown

GDP 

Inflation

 Rising more slowly or even falling

Unemployment  Rising

 Slowing

4. Trough (sometimes recession)
phase
The trough represents the lowest point on
the business cycle of economic activity.
Sometimes this trough is simply a minor
slowdown where there is little or no
growth in the size of the economy. Usually
unemployment is higher than normal. But,
if the value of national output actually falls
(indicated by a drop in the value of GDP
during at least two consecutive quarters or
a six-month period), this is technically called
a recession. Longer and even more severe
troughs are termed depressions, where
inflation is negative (there is deflation).

Indicator  Direction in a recession

GDP

Inflation

At lowest point or even a negative rate

Unemployment At highest point

At lowest point or even negative
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The ideal level of economic activity is called domestic economic stability
Although not actually seen as one
of the four phase of the business
cycle, sometimes an economy can
experience ideal conditions called
domestic economic stability (refer
back to figure 2.3 in section 2.4.1). On
the business cycle diagram, this state
ecstasy or economic bliss is located
midway between a peak or boom
and a trough or recession, perhaps
at points somewhere along the long-
term trend line. Here, the level of
economic activity is neither too strong
causing an inflationary boom, nor too
weak causing recession with high
unemployment. Indeed, promoting
domestic economic activity is seen as
an important domestic macroeconomic
goal for the Australian government. As we will see in Unit 4, the Australian government uses its aggregate
demand or macroeconomic policies to help steer Australia’s level of economic activity towards this prized
situation.

Indicator  Ideal situation of domestic economic stability

GDP

Inflation

Rising at about 3% per year or a little more

Unemployment Low (at around 5% of the labour force)

Low (at 2–3% rise per year)

A special situation called stagflation
In addition to the four phases of the business cycle noted previously, the economy might occasionally
experience the awful problem of stagflation. Here, the economy simultaneously experiences a fairly
stagnant level of production, combined with both high (cost) inflation and (structural) unemployment.
This occurred during 1970–77 when, although there was a very slow rate of GDP growth and a high
unemployment rate of 6 per cent, there was also high inflation averaging 15 per cent a year. This special
situation of stagflation cannot be illustrated on the business cycle diagram because the diagram assumes
that the problems of high inflation and unemployment are opposite situations that cannot coexist.

Indicator Direction in stagflation 

GDP

Inflation

Rising slowly or even a negative rate

Unemployment At high levels

At high levels
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2.4.3 The long-term trend in economic activity
To complete our look at the business cycle diagram (refer back to figure 2.3 section 2.4.1), comment should
be made about the average long-term trend line for economic activity or GDP, measured over many years.

The upward slope or steepness of the trend line is a guide to the average speed at which the value of
national production (measured here in absolute terms) has grown over many years.
• A flatter trend line on the diagram generally means that, on average, there has been only a relatively

slow annual rate of growth in the size of the economy’s output. Here, aggregate supply, or the
combined total output of all goods and services produced by businesses, has grown more slowly
over time.

• A steeper trend line indicates that, on average over time, aggregate supply has grown at a quicker pace.
By way of example, Australia can sustain an average rise in the value of its chain volume GDP of only

3 per cent a year, or a little more. This makes for a flatter average trend line. In contrast, China can usually
manage an average rise of perhaps 6 to 8 per cent per annum, causing its average trend line to be steeper.
Clearly the slope of Australia’s trend line has implications for our economic performance by affecting the
long-term rise in the nation’s production, employment, incomes, consumption, inflation and material living
standards.

2.4.4 Australia’s recent business cycle
Australia has experienced a business cycle involving faster and slower rates of economic activity. This
is illustrated in figure 2.4, which plots quarterly (every three months, four quarters per financial year)
percentage changes in chain volume GDP between 2002–03 and 2018–19.

FIGURE 2.4 Trends in Australia’s quarterly percentage change in GDP (with an added moving average
trend line)

0

0.2

0.8

0.7

0.4

0.6

0.8

1

1.2

1.4

1.6

Q
1
, 
2
0
0
2
–
0
3

Q
3
, 
2
0
0
2
–
0
3

Q
1
, 
2
0
0
3
–
0
4

Q
3
, 
2
0
0
3
–
0
4

Q
1
, 
2
0
0
4
–
0
5

Q
3
, 
2
0
0
4
–
0
5

Q
1
, 
2
0
0
5
–
0
6

Q
3
, 
2
0
0
5
–
0
6

Q
1
, 
2
0
0
6
–
0
7

Q
3
, 
2
0
0
6
–
0
7

Q
1
, 
2
0
0
7
–
0
8

Q
3
, 
2
0
0
7
–
0
8

Q
1
, 
2
0
0
8
–
0
9

Q
3
, 
2
0
0
8
–
0
9

Q
1
, 
2
0
0
9
–
1
0

Q
3
, 
2
0
0
9
–
1
0

Q
1
, 
2
0
1
0
–
1
1

Q
3
, 
2
0
1
0
–
1
1

Q
1
, 
2
0
1
1
–
1
2

Q
3
, 
2
0
1
1
–
1
2

Q
1
, 
2
0
1
2
–
1
3

Q
3
, 
2
0
1
2
–
1
3

Q
1
, 
2
0
1
3
–
1
4

Q
3
, 
2
0
1
3
–
1
4

Q
1
, 
2
0
1
4
–
1
5

Q
3
, 
2
0
1
4
–
1
5

Q
1
, 
2
0
1
5
–
1
6

Q
u

a
rt

e
rl

y
 p

e
rc

e
n

ta
g

e
 c

h
a

n
g

e
 i
n

 t
re

n
d

 G
D

P

Changes in Australia’s quarterly rate of  GDP growth

Quarter

Q
3
, 
2
0
1
5
–
1
6

Q
1
, 
2
0
1
6
–
1
7

Q
3
, 
2
0
1
6
–
1
7

Q
1
, 
2
0
1
7
–
1
8

Q
3
, 
2
0
1
7
–
1
8

Q
1
, 
2
0
1
8
–
1
9

Q
3
, 
2
0
1
8
–
1
9

Q
1
, 
2
0
1
9
–
2
0

0.2

0.5

0.6 0.60.6

0.8 0.80.8

0.70.70.7

0.60.6

1.3

1.5

1.3

1

0.6

0.8

0.7

0.6

0.5 0.5

0.7

0.4

0.5 0.50.5

0.6

0.4

0.50.5

0.6 0.6 0.6

0.7

0.8 0.8

1

0.80.80.80.8

0.7 0.7 0.7

0.6

1.1

1.3

0.4

1.2

0.8

0.6

1.2

1

0.9

0.8

0.5

0.3 0.3

0.6

0.50.5

Source: Data derived from ABS 5206.0, Table 1 (Excel version), (reference year 2016-17); Time series spreadsheet, Table 1,
see http://www.abs.gov.au/AUSSTATS/abs@.nsf/DetailsPage/5206.0Mar%202017?OpenDocument.

Can you see the wave like pattern where GDP growth rates are much faster in some quarters than in
others? Here quarterly rates range from a high of 1.5 per cent down to a low of 0.2 per cent. In particular:
• Notice the high peaks in the level of economic activity during 2003–04, 2006–07 to 2007–08.
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• While technically Australia has avoided a recession (defined as at least two consecutive quarters of
negative GDP growth) over the last 29 years, we came very close during the global financial crisis
(GFC) and subsequent slowdown in 2008–09.

• Following the recovery from the GFC by 2011–12, there was a general slowdown in Australia’s pace
of economic activity between 2013–19 in which growth rates in GDP were well below the long-term
quarterly average of around 0–7 to 0.8 per cent a year.

Weblink The business cycle

2.4 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. What is the business cycle?
2. Describe the main phases of the business cycle and illustrate these diagrammatically.
3. What are the three main domestic macroeconomic differences between a period of boom and a period of

recession?
4. What is meant by domestic economic stability?
5. What do we mean by a period of stagflation?
6. What does the upward sloping trend line represent on the business cycle diagram?

Applied economic exercises
1. (a) Draw up a table similar to that below. In your table, describe the five main differences between a period

of boom, a period of recession and the ideal situation of domestic economic stability. Try to support your
answer by quoting statistics. (4 marks)

Different features in the
economic cycle Boom Recession

Domestic
economic
stability

1. Level of AD

2. Level of GDP

3. Level of inflation

4. Level of unemployment

5. Material living standards

(b) What is stagflation? Why can this not be shown on the business cycle diagram? (2 marks)
(c) What type(s) of economic situation, shown on the business cycle diagram, do you feel Australia has been

experiencing in the past two years? Justify your answer. (2 marks)
(d) Australia’s long-term trend line for economic activity is much slower than that for the Chinese economy.

Suggest two important reasons for this. (2 marks)

To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.
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2.5 Using the circular flow model to understand the
macro influences on domestic economic activity

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

One way to better grasp the nature, causes and effects of changes in economic activity is to use a five
sector circular flow model (see figure 2.5). This model helps to simplify what the Australian economy
looks like and how its various parts interact to influence the macroeconomic levels of GDP, employment,
unemployment, incomes and material living standards.

FIGURE 2.5 The five sector circular flow model of the Australian economy
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Three leakages from
domestic spending = S + T + M

(slow AD)

Three injections into
domestic spending = I + G + X

(boost AD)

Overseas sector

Financial sector

Government sector

Government
spending

(G)

Business sector
A MACROECONOMIC CIRCULAR FLOW MODEL

OF THE AUSTRALIAN ECONOMY

Flow 2: Flow of incomes to owners selling resources

Flow 4: Flow of final goods and services supplied or produced (i.e. GDP)

Flow 1: Flow of productive natural, capital and labour resources supplied

Flow of private consumption spending on final goods and services (C)

Household sector

Savings
(S)

Taxes
(T)

Investment
spending

(I)

Export
spending

(X)

Let us now take a closer look at the model’s main features and how the diagram can be used to help
explain the causes and effects of changes in national economic activity.

2.5.1 The model’s five sectors and the roles of each sector
As can be seen in figure 2.5, the five sector circular
flow model of our economy has two main parts to
it. These are the household sector and the business
sector.

1. Household sector
The household sector comprises all 25 million plus
members making up Australia’s population. Some
members supply or sell their resources (natural,
labour and capital resources) to firms and then use
the money or income received from this to demand
or buy finished goods and services from businesses,
thereby helping to satisfy their needs and wants.
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2. Business sector
Surprisingly, Australia’s business sector is made up of over 2 million actively trading firms. These
businesses demand or purchase inputs or resources from households which they then convert into finished
goods and services. In turn, businesses supply or sell these goods and services to the household sector.

So far we have seen that Australian households and businesses both operate as buyers (demanders) and
sellers (suppliers) of goods and services. Essentially, firms buy resources and sell finished goods, while
households sell resources and buy finished goods and services. However, in addition to these two main parts
of the economy, there are also three sub-sectors — the financial, government and overseas sectors.

3. Financial sector
This is made up of the many types of financial institutions including banks, building societies, the
stock exchange, credit unions and finance companies. All these organisations borrow the savings (S) of
households and then re-lend these to creditworthy customers who use the money to finance their investment
spending (I) and the expansion of businesses. Depending on variable economic conditions, there is no
reason why the values of S and I in the financial sector will necessarily be of equal value, especially in the
short term.

4. Government sector
Governments collect revenue mostly from taxation (T) and other sources, and use this money to pay for
government spending (G) and other outlays that, among other things, help to provide collective or public
goods and services (including hospitals, roads, defence and schools). Especially in the short-term, T and
G as part of the government sector will not necessarily be equal in value, since they largely depend on
changing economic conditions.

5. Overseas sector
Each year Australians import goods and services from abroad to help satisfy our wants (M) and we also sell
exports to people living overseas (X) to meet their wants. These transactions are conducted in the external
or overseas sector. Again, there is no reason why they will necessarily be of equal value, especially in the
short term.

2.5.2 The model’s four flows
Connecting the main household and business sectors are four main flows or streams. These flows are
interdependent (i.e. one flow affects the other) and also equal when measured in money terms ($) over a
period of time. Notice that two of these flows (numbers 2 and 3) relate to the demand-side of the economy,
and there are also two flows (numbers 1 and 4) associated with the supply side.

Flow 1 — available supply of resources
Let’s start with flow 1. Here, the household sector supplies or makes available natural, labour and capital
resources for use by the business sector, which later converts them into finished goods and services.

Flow 2 — total incomes or the demand for resources
Flow 2 represents the demand for or purchases of resources by the business sector through the payment of
incomes to the household sector. For instance, those individuals selling labour are paid wages and salaries,
those lending money capital are rewarded with interest, and those allowing firms to use property gain
income in the form of rent. Logically, the money value of all incomes paid to households (flow 2) will equal
the money value of all the resources actually sold or purchased (flow 1).
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Flow 3 — total expenditure or aggregate demand (AD)
Flow 3 represents the total value of
all types of demand or spending on
Australian-made goods and services
over a period. It is called aggregate
demand (AD). The model shows
us that upon receiving income, the
household and other sectors will
then dispose of it in different ways.
As illustrated, some of the nation’s
income ends up as leakages that slow
AD, while some income results in
injections that increase total spending:
• Households. Most household

income is spent on private
consumption of goods and
services such as food and
entertainment (C). As shown on the model, income spent as C re-enters the circular flow as part of AD.

• Financial sector. Some income is directed into household savings in the financial sector. In themselves,
savings (S) are a leakage because they lower the level of C. However, the financial sector may inject
some S back into the model by lending them to business firms wanting finance to expand their
operations through private investment spending (I). This involves the purchase of plant and equipment.
Being an injection of spending, I helps to lift the level of AD.

• Government sector. Another part of household income is devoted to paying government taxes. These,
too, are classed as a leakage from the model because they lower the level of C. But again, some or all
of the money taken out through taxation may re-enter the circular flow if it is used to pay for
government consumption and investment spending (G). G is, therefore, an injection into AD designed
to help provide the community with collective goods and services, such as public schools, hospitals,
roads or defence.

• Overseas sector. Some household income leaks out of the Australian economy as spending on imports
of goods and services (M). Sometimes this leakage is partially or fully offset by overseas spending on
our nation’s exports (X). Here, X is regarded as an injection or addition to the level of AD.
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In summary, flow 3 represents the total value of spending on Australian-made goods and services over a
period of time. This is called AD and it consists of C + I + G + X − M. The reason for subtracting M at
this point is to exclude spending on imported goods and services, so that what remains is only the value of
expenditure on Australian-made items. So far we have seen that the level of AD is influenced by the total
value of leakages (made up of S + T + M) relative to the total value of injections (made up of I + G + X).
If there was a rise in leakages relative to injections, AD would fall. Conversely, if there was a fall in
leakages against a rise in injections, there would be an increase in AD or spending on Australian-made
goods and services.

Flow 4 — flow of final goods and services supplied (GDP)
Flow 4 is the total value ($) of goods and services actually produced or supplied by the business sector
over a period of time. This represents aggregate supply. It reflects the overall level of Australian economic
activity (commonly measured by gross domestic product or GDP). Especially in the short to medium term,
the actual level of economic activity or GDP is dictated by the value of AD (flow 3). In the longer term,
the supply of resources available (flow 1) is also important since it has a critical effect on the economy’s
productive capacity or potential level of GDP. In other words, the overall level of economic activity is
determined by both aggregate demand and aggregate supply factors.

2.5.3 Using the model to explain changes domestic economic activity
When examining the circular flow model in figure 2.5, we have already noted that there are two main
influences on the size of GDP (our key macroeconomic indicator of activity):

1. the level of aggregate demand
2. the level of aggregate supply.
Let us now take a closer look at these two influences.

1. Aggregate demand determines the actual short-term cyclical level of
economic activity
Applying the circular flow model, we can see that the cyclical ups and downs in GDP (flow 4) are largely
caused by increases or decreases in the level of AD (flow 3, or, the total value of expenditure on Australian-
made goods and services, made up of C + I + G + X – M). Additionally, the model also shows that
changes in AD can be caused by changes in the total value of leakages (S + T + M) relative to the total
value of injections (I + G + X).

Notice how in the short-term, changes in AD cause the actual level of economic activity to either rise
or fall:
• Rising economic activity. A period of expansion in GDP is generally caused by stronger growth in AD.

This reflects lower leakages and/or higher injections. When businesses see AD or sales rise and levels
of unsold stocks fall, they lift their output (as long as there is some unused or spare productive capacity
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available). This causes GDP to rise, increasing the demand for resources, creating more jobs and
growing national incomes. It is also likely that inflation will gradually accelerate.

• Slowing economic activity. A period of slowdown in GDP is largely the result of a weaker growth in
AD. This reflects higher leakages and/or lower injections. When businesses see a drop in spending and
sales leading to unplanned rises in stocks, they cut their output, causing GDP to slow. In turn, the
demand for resources falls, unemployment rises and national income declines — typical characteristic
of a recession.

Remember, especially in the short term:
The value in AD (made up of C + I + G + X – M)→ affects the value of GDP

2. Aggregate supply can also influence the potential level of economic activity in the
longer term
As important as aggregate demand is in determining economic activity, the circular flow model also refers
to the available supply of resources by households (flow 1) and the total or aggregate supply of finished
goods and services by businesses called GDP (flow 4). While aggregate supply can respond to changes
in aggregate demand in the short term, in the long-term the potential national level of output supplied
is largely governed by the quantity and efficiency of resources available for use by businesses. When
aggregate supply is at its potential or maximum level, it can be thought of as being similar to a point located
on a nation’s production possibility frontier (PPF). This means that:
• Aggregate supply or the total output of an economy or potential GDP can keep growing, only if

businesses have access to a greater volume of resources or if they use existing resources more
efficiently.

• Aggregate supply will be lower if there is reduced access to resources or if businesses close down
rather than expand.

Remember, especially in the longer term:
Aggregate supply (determined partly by the resources available)→ affects GDP levels

In the remaining sections of this topic, we will take a detailed look at the various factors affecting
aggregate demand and aggregate supply, since these are the macroeconomic determinants of Australia’s
economic activity.

Weblinks The circular flow of income

Measuring GDP using the income approach and the expenditure approach

The circular flow model of a market economy

Circular flow of income — how the different components of an economy interact

2.5 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. Test your memory by drawing and fully labelling the five sector circular flow model of the economy.
2. Describe the key functions of each of the five sectors shown on the circular flow model.
3. Accurately define each of the key flows shown on the circular model (including AD, GDP and total incomes).
4. According to the model, what causes the level of economic activity to rise or fall?
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5. According to the model, what are the main factors that ultimately determine the rate of growth in a nation’s
productive capacity and potential GDP?

Applied economic exercises
1. (a) Use the model to explain how generally weaker macroeconomic or aggregate demand factors would be

likely to affect the level of economic activity in the short to medium term. (2 marks)
(b) Use the circular flow model to logically step through your explanation of the macroeconomic

effects of the following events on the Australian economy.
i. A rise in the level of savings
ii. A drop in imports
iii. Increased private consumption
iv. Lower investment spending
v. Cuts in income and company tax rates
vi. A fall in leakages relative to injections
vii. Rises in GDP
viii. A drop in total household incomes
ix. A reduction in the availability and efficiency of resources (9 × 1 = 9 marks)

2. Examine figure 2.6 before answering the questions that follow.

FIGURE 2.6 The rise in demand or spending by state in
the quarter ending December 2018
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–2.5%

0.9%

0.8%
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0.6%
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Source: Graph copied directly from ABS, 5206.0, see http://www.
abs.gov.au/ausstats/meisubs.nsf/0/7F1A83D8EEABAF73CA2583
B40018551F/$File/52060_dec%202018.pdf

(a) Which two states enjoyed the fastest growth in their total spending in the December quarter and which
two states had the slowest rise? (xxx marks)

(b) Suggest why some states recorded faster rises in spending than others. (xxx marks)
(c) Predict the likely macroeconomic effects of the change in spending or demand in Western Australia.

(xxx marks)

To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.
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2.6 Meaning and importance of aggregate demand
and the factors affecting domestic economic
conditions

KEY CONCEPT
• the meaning and importance of aggregate demand and the factors that may influence the level of
aggregate demand in the economy: changes in the general level of prices, disposable income, interest
rates, consumer confidence, business confidence, the exchange rate and rates of economic growth
overseas

FIGURE 2.7 John Maynard Keynes
(1883–1946) was a British economist
whose ideas had a significant impact on
modern macroeconomic or aggregate
demand theory and practice.

In subtopic 2.5, we established the central importance of
aggregate demand (AD, consisting of C + I + G + X – M)
in determining Australia’s shorter term or cyclical level of
economic activity. Before the 1930s, little significance was
attached to the role of total spending. However, this soon
changed. In his best-known book, The General Theory of
Employment, Interest and Money, published in 1936, well-
known British economist John Maynard Keynes (pictured
in figure 2.7) pointed out that instability in AD and its
components was mainly responsible for the cyclical ups and
downs in the level of economic activity. This period marked
the start of macroeconomics as an area of study.

Following his premature death in 1946, Keynesian
demand-side economics reached its pinnacle in popularity
throughout market capitalist economies, including Australia,
during the 1950s and 1960s. However, confidence in this
theory was undermined when it was unable to deal with
the problem of stagflation (stagnant production, high
unemployment and rapid inflation) experienced in the
1970s. Despite its tarnished reputation, Keynesian theory
is still seen as highly relevant today for understanding and
regulating economic activity. Nowadays, emphasis is also
placed on the factors affecting aggregate supply (AS) and
the nation’s productive capacity.

‘Capitalism is the astounding belief that the most wickedest of men will do the most wickedest of things for the
greatest good of everyone.’
‘The difficulty lies, not in the new ideas, but in escaping from the old ones . . .’
‘But this long run is a misleading guide to current affairs. In the long run we are all dead.’
John Maynard Keynes

2.6.1 The meaning and nature of aggregate demand
Recall that aggregate demand (AD) refers to the combined or total annual value of spending by households,
governments and net overseas transactions on Australian-made goods and services. As a macroeconomic
variable, it consists of the sum of the following types of expenditure or components making up AD:
• Private consumption spending by households (C)
• Private investment spending by businesses on plant and equipment (I)
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• Public consumption spending by governments (G1)
• Public investment spending by governments (G2)
• Net overseas expenditure made up of spending on our exports (X) from abroad minus spending on

imports (M) by local residents.

Aggregate demand can be expressed as follows:

Aggregate demand (AD) = (C+ l)
Private

+ (G1+G2)
Public

+ (X−M)
Net overseas

Components of aggregate demand
Let us take a closer look at these important components making up Australia’s level of aggregate demand.
• Private consumption (C): Private consumption (C) includes household expenditure designed to help

satisfy our immediate needs and wants for durable and single-use goods such as food and clothing, as
well as services like rent (but not investment in houses), transport, power, entertainment and childcare.
While this component is normally relatively stable, its rate of growth can vary, contributing to
economic instability. It represents almost 60 per cent of AD.

• Private investment (I): Private investment (I) involves private business capital spending on products
used to make other goods and services, and often designed to grow businesses. These include physical
plant, manufactured materials and equipment including machinery, buildings including dwellings,
aircraft, dams, fertiliser, computers and farm vehicles. While this type of spending adds to AD, it also
helps to raise our nation’s productive capacity and make possible the production of other goods and
services, as well as improving the efficiency of labour and natural resources. Although this component
represents less than 22 per cent of AD, unfortunately its level is very unstable.

• Government consumption (G1): Government consumption (G1) is public expenditure on the goods
and services used to help satisfy the community’s immediate needs and wants. It incorporates spending
on staff wages for government departments, including politicians, defence spending and day-to-day
running costs such as stationery and telephone calls. Government spending does not include welfare
outlays because these are not actually spent by the government, but rather by welfare benefit
recipients. In recent years, G1 has averaged around 17 per cent of AD.

• Government investment (G2): Government investment (G2) incorporates government capital or
investment expenditure on equipment needed for the provision of public social and economic
infrastructure. It includes spending such as the building of schools, hospitals, roads, railways,
telecommunications networks and water supply. It is also used to help expand Australia’s productive
capacity and improve the efficiency of other resources. This spending represents only about 3 per cent
of AD.

• Net exports (X – M): Net exports (X – M) represent the balance or difference between foreign
spending on Australia’s exports of goods and services such as primary produce, manufactured items,
tourism and education, minus our spending on imports of goods and services, including electronic
equipment, capital goods, travel abroad, shipping, insurance, cars and oil. X and M each represents
about 18 to 24 per cent of AD. The net impact of the external sector on AD is usually plus or minus
about 4 per cent. However, this net figure behaves erratically.

• Net increase in unsold business stocks: Net increase in unsold business stocks are a relatively minor
item in AD. They represent money that has been spent by firms to make items that have not yet been
sold in the current period of time.

Reasons for the volatility of aggregate demand
Even over quite short periods of time between one year and the next, these components or parts making
up Australia’s AD are quite unstable and prone to fluctuation, as shown in figure 2.8. It is therefore hardly
surprising that the level of economic activity also shows volatility where it speeds up and slows down.Pdf_Folio:25
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FIGURE 2.8 The volatile and changeable nature of the components of Australia’s aggregate
demand.
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FIGURE 2.9 Aggregate demand factors that can
affect levels of spending on Australian-made goods
and services.
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affects C and M spending & AD

Changes in Business confidence
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Changes in interest rates
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Changes in the budget 
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affect X spending & AD

Changes in the terms of trade

affect X and M spending & AD

Changes in population growth

affect C, I, and G spending & AD

Changes in the exchange rate of the $A

affect X and M spending & AD

We now turn to consider the macroeconomic
reasons for this volatility in the components making
up the level of AD.

2.6.2 Macroeconomic factors
that may influence the
level of aggregate demand
In topic 1 we examined the microeconomic
demand conditions affecting the quantity
of a single good or service that buyers were
prepared to purchase at different price levels.
Now, however, we are interested in the
macroeconomic aggregate demand factors
that cause rises or falls in spending (AD made up
of C + I + G + X – M) at various prices,
across the whole Australian economy. These are
summarised in figure 2.9.
• Household or consumer confidence.

Consumer confidence or sentiment refers
to general household expectations about their
future income, employment prospects and
inflation. Consumer confidence affects
the future decisions of households about
whether to spend on local or foreign-made
goods and services, or save their income.
Hence it is clearly an aggregate demand
factor. After a time lag, weaker confidence
(greater pessimism) lifts household savings
and depresses C. This tends to slow AD
and economic activity. However, stronger
confidence has the reverse effect.
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• Household disposable income. Household
disposable income is the money available
for spending by individuals after receiving government
welfare transfers and following the payment
of personal tax. This is an aggregate demand factor
because it affects the level of household C of local and
foreign-made goods and services. A more rapid rise in
disposable income usually causes an acceleration in C
and M. However, a slower growth in disposable income
weakens AD, and slows GDP and economic activity.

• Rate of population growth. A country’s population
growth rate is influenced by both the net natural
increase in population (births minus deaths) and
by net migration (immigration minus emigration).
This is an aggregate demand factor since it
will especially alter expenditure on C, G and M.
Overall, a faster rate of population growth rate
tends to lift AD, while a slower rate tends to
reduce AD and economic activity.

• Business confidence. Business confidence
or expectations has to do with whether
firms are generally feeling optimistic or
pessimistic about their future sales and
profits. Business confidence is an
aggregate demand factor because it
affects the level of business investment
spending (I) on new plant and equipment.
If firms are optimistic and expect higher
future sales and profits, after a time lag
they lift I in order to help expand their
productive capacity. Here, their spending
tends to accelerate AD and economic
activity. By contrast, the reverse occurs if business pessimism sets in.

• Interest rates. Interest rates are the cost of borrowing money (credit). Along with other factors, they
are influenced by the Reserve Bank of Australia (RBA) and are part of its monetary policy stance. This
policy is designed to affect the growth in credit-sensitive C (on consumer durables) and I spending (on
the purchase of new equipment and the expansion of businesses). As a consequence, interest rates are
seen as an aggregate demand factor affecting GDP, employment and income levels. After a time lag,
a rise in interest rates tends to slow C and I, thus weakening AD and domestic economic activity,
while a reduction in interest rates tends to eventually accelerate AD and GDP growth.

• Budgetary policy stance. The budgetary policy (also called fiscal policy) stance relates to changes in
expected government receipts and outlays for the year. Clearly, tax rates, outlays on welfare, industry
assistance for exporters and spending on public goods like education, health or defence, can affect AD
by influencing levels of C, I, G1, G2, X and even M. We will see that whether the government runs a
budget surplus (where tax and other receipts exceed outlays) or a budget deficit (where its outlays
exceed its receipts) depends on many things, especially the macroeconomic conditions (i.e. whether
the level of economic activity is weak or strong).

• Public and private indebtedness. Some Australian households, businesses and governments need to
borrow money to finance their spending because their current levels of savings are too low. Such credit
causes a rise in indebtedness. Recently, this has added to our record levels of both private sector and
public sector indebtedness. Tolerance and affordability of rising debt is clearly an aggregate demandPdf_Folio:27
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factor that can affect C, I and G spending, and hence the growth in AD and level of domestic economic
activity.

• Economic activity overseas. Economic activity overseas among our trading partners involves the
general pace of production in countries including Japan, the United States, New Zealand and China,
and whether these nations are experiencing a period of boom or recession. This is an aggregate
demand factor that alters the level of overseas spending on X (exports of locally made commodities,
services and manufactured goods), and may possibly influence levels of foreign I. After a time lag, a
downturn in activity overseas usually means weaker X sales and AD in Australia, thereby slowing
domestic economic activity. However, the reverse applies if activity abroad rises.

• Terms of trade. The terms of
trade measures the ratio of the
average prices the world is
prepared to pay us for our
exports against the average
price we pay the world for our
imports. It is regarded as an
aggregate demand factor
because the prices we receive
or pay in international
transactions affect the value
of our exports or injections
against the value of imports
or leakages. It is measured by
means of an index that uses a
base year as the basis of
comparisons for following years. The terms of trade index = export price index ÷ import price index ×
100. For instance, a rise in the terms of trade index tends to increase the value of our X relative to M.
This tends to boost AD and economic activity, while a fall has the reverse effect.

• Exchange rate for the Australian dollar. Each year there are millions of international transactions
between countries. For this to occur, currencies need to be swapped or exchanged. The exchange rate
is the price at which the Australian dollar is swapped for other currencies. Changes in the dollar’s
average value can be gauged using the trade weighted index (TWI) consisting of a basket of key
currencies or, alternatively, any of the individual exchange rates for around 200 foreign currencies. The
exchange rate affects the price or attractiveness of exports relative to imports. In turn, this affects the
value of Australia’s exports against the value of our imports. For example, a depreciation (fall in value)
of the Australian dollar tends to boost the value of our Xs and reduce Ms, thereby increasing our levels
of AD and economic activity. However, when the Australian dollar appreciates (rises in value), this
slows net exports (X – M) and hence economic activity.

Table 2.1 summarises some of Australia’s most important macroeconomic or aggregate demand drivers
of spending and economic activity, especially in the short term.

2.6.3 Reviewing how changes in aggregate demand factors
can affect the economy
Before closing this section about aggregate demand, it’s worth reviewing the significance of changes
in aggregate demand factors on the level of economic activity and prevailing domestic macroeconomic
conditions. By affecting the components making up AD, changing macroeconomic aggregate demand
factors can cause total spending to either rise or fall. In so doing, this alters the short-term cyclical level of
GDP, economic activity, inflation, unemployment, incomes and material living standards. Figures 2.10 and
2.11 summarise the main steps or sequence in our explanation of changing economic conditions:
Pdf_Folio:28
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TABLE 2.1 Macroeconomic drivers of AD and short-term economic activity in Australia

Component of aggregate demand (AD)
Important macroeconomic or aggregate demand-side
factors or conditions affecting the level of spending

Household consumption spending (C) Consumer confidence

Disposable income

Interest rates on credit

Household savings and debt

Business investment spending (I) Business confidence

Interest rates on credit

Business stocks of unsold goods

Government consumption and investment
spending (G1 & G2)

Domestic economic conditions

Election promises and political conditions

Budgetary policy settings and public sector debt

Net overseas or external spending (X – M) Value of the Australian dollar or exchange rate

Overseas and domestic economic conditions and
confidence

Terms of trade and global commodity prices

FIGURE 2.10 The significance of generally stronger aggregate demand-side factors

Stronger macroeconomic demand-side factors that increase AD and domestic economic activity

Generally stronger aggregate demand factors (e.g. robust levels of consumer and business confidence,

overseas activity) will boost levels of C, I, G and net Xs, thus increasing total sales of goods and service

and lifting AD.

Step 1

Inline_01

With generally rising sales, lengthening orders and unplanned falls in warehouse stock levels, businesses will

usually try to increase their production, providing there is some unused productive capacity available. If this

spare capacity is not available, falling stocks may lead to widespread shortages of goods and services,

creating inflationary pressures.

Step 2

Inline_01

As firms try to increase production, the level of GDP will rise and the pace of economic activity will quicken.

There is an upswing in the business cycle.

Step 3

Inline_01

The increase in production requires that firms purchase more resources, including labour. This tends to create

more jobs and reduce unemployment.

Step 4

Inline_01

When most firms employ more resources, average incomes rise. Economic prosperity and material living

standards may improve as long as inflation remains low.

Step 5

Inline_02

Pdf_Folio:29

TOPIC 2 Economic activity and Australia’s goals 29

UNCORRECTED PAGE PROOFS



“c02EconomicActivityAndAustraliasGoals_print” — 2019/6/28 — 9:09 — page 30 — #30

FIGURE 2.11 The significance of generally weaker aggregate demand-side factors

Weaker macroeconomic demand-side factors that decrease AD and domestic economic activity

Generally weaker aggregate demand factors (e.g. drops in disposable income and terms of trade, and higher

interest rates) will tend to slow levels of C, I, G and net Xs, thus reducing total sales of goods and service and

decreasing AD.

Step 1

Inline_01

With generally falling sales, shortening orders and unplanned rises in warehouse stock levels, businesses will

usually cut their output levels to avoid further overproduction. Because there is likely to be widespread price

discounting by firms to clear excess stocks, inflationary pressures disappear.

Step 2

Inline_01

As most firms try to cut production, the level of GDP will decrease and the pace of economic activity will

weaken. There is a slowdown in the business cycle.

Step 3

Inline_01

This decrease in production requires that firms purchase fewer resources, including labour. This tends to

reduce the number of jobs and increase unemployment.

Step 4

Inline_01

Because most firms are employing fewer resources, incomes fall. Economic prosperity and material living

standards usually deteriorate.

Step 5

Inline_02

Weblinks Aggregate demand practice

Keynesian economics and the Great Depression

2.6 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. Define the term aggregate demand.
2. Keynesian economics traces changing levels of economic activity to changes in AD, which in turn reflect

aggregate demand factors. Identify and explain two important aggregate demand factors that may affect the
levels of each of the components of spending that make up AD (C, I, G, X and M).

3. Explain, step-by-step, the economic effects of a rise in the level of AD.
4. Explain, step-by-step, the economic effects of a fall in the level of AD.

Applied economic exercises
1. (a) Define what is meant by the term aggregate demand (AD) and outline the key factors

affecting its level. (2 marks)
(b) In general terms, carefully work through the effects on the level of economic activity of:

i. a rise in the level of AD
ii. a fall in the level of AD. (2 × 2 = 4 marks)
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(c) Identify and outline three important aggregate demand factors that potentially could increase the level of
economic activity in Australia. (3 marks)

(d) Identify and outline three important aggregate demand factors that potentially could slow the level of
economic activity in Australia, other than those selected for your answer in part ©. (3 marks)

2. (a) Briefly define private consumption spending (C). (2 marks)
(b) Using figure 2.12, describe the recent changes in Australian household consumption spending. (1 mark)
(c) Identify, define and explain two important aggregate demand factors that could account for the trends in

Australia’s private consumption between 2016–17 and 2017–18. Try to support your answer with
statistical data drawn from figure 2.12. (4 marks)

FIGURE 2.12 Recent changes in Australian household consumption spending (C)
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Source: Data derived from ABS 5206.0

3. (a) What is private investment spending (I) and how does its level affect economic activity? (2 marks)
(b) Examine figure 2.13 showing changes in private investment spending. Identify, define and explain two

important aggregate demand factors that could account for the trend in private investment spending
between 2015–16 and 2017–18. Try to support your answer with statistical data drawn from figure 2.13.

(4 marks)
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FIGURE 2.13 Annual percentage change in Australian private business investment spending (I)
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To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.

2.7 Meaning and importance of aggregate supply and
the factors affecting its level and domestic economic
conditions activity

KEY CONCEPT
• the meaning and importance of aggregate supply and the factors that may influence the level of aggregate
supply in the economy: changes in the general level of prices, quantity and quality of the factors of
production, cost of production, technological change, productivity growth, exchange rates and climatic
conditions

Ultimately or in the long-term, the size and growth of Australia’s GDP are limited by the levels of aggregate
supply (AS) and productive capacity. Remember that aggregate supply refers to the combined production
level of all the nation’s businesses measured over a period of time. Previously we noted that in the end,
the nation’s potential supply or production level (economic activity) is especially limited by the quantity
(volume) and efficiency (productivity) of its available resources.

This is not at all a new idea. Indeed, classical economists such as Adam Smith (1723–1790), John Stuart
Mill (1806–1873) and Jean Batiste Say (1767–1832) all emphasised the importance of the aggregate supply
Pdf_Folio:32
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side of the economy as the main determinant of economic activity. Perhaps the clearest statement was
contained in Say’s Law. Roughly summarised, this claims that ‘supply creates its own demand’. Thus,
the more goods and services produced or supplied, the more income is created and the greater the level
of demand or spending. According to this theory, there could never be severe underproduction (boom)
or overproduction (recession), since spending should exactly match incomes and the level of production
supplied. Furthermore, given competition and self-interest, a nation’s output level would be close to the
economy’s productive capacity so that all resources would be fully employed. Ultimately, the level of
economic activity would be limited only by the availability of a nation’s resources.

Emphasis on aggregate supply as a key determinant of economic activity has moved in and out of
fashion. The Great Depression (1929–33) for instance, vividly demonstrated that supply did not always
create its own demand and that there could be overproduction and 30 per cent unemployment! Indeed, it
was John Maynard Keynes’ General Theory that turned Say’s Law on its head! He in fact claimed that
‘demand dictates supply’. However, in the 1970s — after 40 years in retirement — a variation on
traditional supply-side theory was pushed by an American economist, Arthur Laffer (shown in figure
2.14), along with others. Since the 1970s, these new ideas have been further refined, giving rise to a
range of government aggregate supply-side
policies that sought to create incentives
for firms and individuals to improve
efficiency and lift their level of output.
This approach was clearly evident in
the policies of the Reagan
(‘Reaganomics’) and Thatcher
(‘Thatcherism’) administrations in the
United States and the Unites Kingdom
respectively, as well as in those of the
Hawke, Keating, Howard and subsequent
Coalition governments in Australia to
2019. Even so, it is now realised that
both the aggregate supply and aggregate
demand sides of the economy have
important complementary roles to play
in influencing economic activity at the
macroeconomic level.

FIGURE 2.14 Arthur Laffer’s ideas have helped to
popularise supply-side economics

‘Government spending is taxation. When you look at this, I’ve never heard of a poor person spending himself into
prosperity; let alone I’ve never heard of a poor person taxing himself into prosperity.’
‘And you can’t have a prosperous economy when the government is way over spending, raising taxes, printing
too much money, overregulating and restricting free trade. It just can’t be done.’
Arthur Laffer

2.7.1 The meaning and nature of aggregate supply
Another way of defining aggregate supply (AS) is as the overall level of production of all types of goods
and services (including consumer, capital and public goods) that are collectively produced or supplied by
the nation’s businesses over a period of time.

Up to a point, firms are generally more willing and able to expand their collective supply or national
production in response to a general rise in prices or an increase in total spending, provided there is some
spare capacity or available resources in the economy. Beyond this point, where no unused capacity exists
(there are no unemployed resources) and a nation is on its production possibility frontier (PPF), aggregate
supply cannot grow further unless there are changes involving better macroeconomic supply conditions that
make businesses even more willing and able to lift their production levels.Pdf_Folio:33
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2.7.2 The factors that may influence the level of aggregate supply

FIGURE 2.15 Aggregate supply factors that can affect
a nation’s productive capacity and the potential level of
its GDP
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There are at least four main groups of
aggregate supply factors affecting the
overall quantity of goods and services
that Australian businesses are collectively
willing and able to produce or supply at
various price levels in our economy (see
figure 2.15).

1. Increasing access to labour
resources can grow productive
capacity and aggregate supply
Increasing the size, skills and productivity
of the labour force can greatly enlarge
a nation’s productive capacity, grow the
level of aggregate supply and help increase
the sustainable pace of economic activity.
Access to labour resources may be affected
by many factors including the following:

(a) Demographics and the population’s age structure
The increase in the size of the population and its age distribution, affect the size and growth of the nation’s
labour force. Australia’s ageing population (where there is a rising proportion of the population in older
age groups) is causing labour shortages or bottlenecks in some industries that limit the expansion of our
productive capacity and the level of aggregate supply.

(b) Participation rates and the size of the labour force
The participation rate in the labour force is the proportion of people aged 15 and over who are able and
willing to work. This proportion will affect the supply of labour and hence access to the labour resources
needed to grow a nation’s productive capacity.

(c) Various government aggregate supply policies
There are several key government policies that can affect access to labour resources. For example:
• Immigration policies. These include setting annual target levels, giving priority to certain skills and

selecting those in younger age groups.
• Education policies. These shape the effectiveness and level of spending on education, skills and

training, that in turn impact on innovativeness and productivity of the labour force.
• Policy about welfare access. This affects how difficult it is to gain welfare payments. It may include

the setting of the pension access age, work obligations for those with children, and requirements for
the unemployed to demonstrate they are actively looking for work. In turn, this impacts on the
participation rate and the size of the labour force.

• Financial assistance with childcare. This affects the cost of childcare and the affordable of having
children. It also impacts on whether parents participate in work.

(d) Labour productivity
High labour productivity allows for a greater level of output per worker. This is often measured by the
annual percentage change in GDP per hour worked. Many factors affect labour efficiency, including access
to the latest capital equipment, effective management practices, the work environment, skills and training,
and the use of financial and other incentives.

(e) Amount of leisure time and hours of work
Typically, fulltime work occupies around 40 hours per week. The rest is available for sleep and
leisure. Over recent decades, there has been a decrease in leisure and an increase in hours worked.
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This has increased the volume of labour resources available and helped to grow productive capacity or
aggregate supply.

2. Increasing access to capital resources can grow productive capacity and
aggregate supply
Building up a nation’s capital resources is essential for increasing productive capacity and aggregate supply.
This may be affected by many factors, including the following.

(a) Investment levels
Capital resources are increased through high levels of private and public investment in new plant and
equipment. Investment also comes from foreign capital inflow designed to set up or finance new firms and
grow productive capacity.

(b) Interest rates
The purchase of new plant and equipment helps to expand companies, efficiency, profitability and capacity.
However, this is often expensive so that most firms need to borrow credit from banks and pay interest on
their overdrafts. When interest rates are high, this deters investment, slows the growth of capital resources
and limits capacity and aggregate supply.

(c) Outlays on technology and R&D
The use of new technology like robotics in various industries such as manufacturing, warehousing and
medicine, along with investments in research and development (R&D), can help increase the volume and
efficiency of capital resources, adding to our productive capacity.

(d) Tax rates
It is claimed that low tax rates on businesses can provide incentives for higher levels of business investment
in new, more efficient capital equipment needed to expand capacity. In addition, lower tax rates on personal
incomes can encourage greater participation in the labour force and higher productivity.

(e) Adequacy of national infrastructure
Businesses depend heavily on efficient social infrastructure (such as education), especially on economic
infrastructure (such as roads, railways, water, power and telecommunications). Good infrastructure helps
to cut business costs, and improve international competitiveness and profitability. Firms become more
willing and able to expand their productive capacity, growing aggregate supply. Providing infrastructure
often involves public sector investment, but some projects have been financed through public-private
partnerships (PPPs).

3. Increased access to natural resources grows productive capacity and
aggregate supply
Access to abundant natural resources provides a country with a potential to grow its productive capacity and
aggregate supply. While the quantity of non-renewable natural resources is fixed and limited, their ‘known’
quantity, usefulness and efficiency can sometimes be increased by the following:

(a) Mineral exploration
Using exploration and new technology can help us find new deposits of minerals, sources of energy, and
uses for natural resources.

(b) Land management
Lifting the productivity and sustainability of mining and farming practices can help grow rural and export
capacity.

(c) Combatting climate change
If left unabated, climate change and severe weather events will reduce our productive capacity by
destroying natural and capital resources. For this reason, it is essential that we have policies in place
designed to reduce global warming. These might involve measures to put a price on carbon like a tax or
an emissions trading scheme.
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4. Lower business costs and better profitability grow productive capacity and
aggregate supply
To survive and be able and willing to increase aggregate supply, businesses need to be profitable (i.e. their
sales revenue must more than outweigh their costs and taxes). The after-tax profits of firms are affected by a
host of aggregate supply factors.

(a) Wage and other on-costs of employing labour
Labour costs are generally the biggest production expense for most firms. These include payments to
staff in the form of wages, salaries and on-costs (like sick and other types of leave, and compulsory
superannuation charges) that impact on business competitiveness, profitability and survival. Government
labour-market efficiency reforms and approaches by businesses can help slow real unit labour costs
(RULCs). By cutting costs, strengthening business profits and reducing closures, this encourages the
expansion of a nation’s productive capacity and aggregate supply.

(b) Productivity or efficiency
Productivity refers to the output gained from a certain quantity of inputs, thus greatly affecting costs and
profits. Productivity can be enhanced by improving skills, applying technology and using the latest capital
equipment in production, along with pay and other incentives. There is labour productivity (i.e. GDP per
hour worked) and multifactor productivity (GDP per unit of all resources used).

(c) Interest rates or the cost of credit
The level of interest rates paid by business on their borrowed funds affects whether firms increase their
investment in the new plant and equipment that is needed to grow productive capacity and aggregate supply.

(d) Cost of materials used in manufacture
The cost of buying raw materials like oil, steel, coal, copper or chemicals affects company profits and hence
whether firms grow or shrink.

(e) Value of the Australian dollar and the cost of imports
Changes in the exchange rate used for swapping currencies and international transactions can affect the
production costs and hence profits of local firms that need to purchase imported machinery and materials. In
addition, the exchange rate can affect the competitiveness, sales and profits of local companies that export,
again affecting the growth in productive capacity.

( f) Cost and adequacy of utilities
The level of charges for utilities, such as gas, water and electricity, greatly influence production costs, local
competitiveness and business profitability, thereby affecting capacity and aggregate supply.

(g) New technology
The willingness and ability of firms to adopt new cost-cutting technologies in their production process can
also impact on efficiency, costs, competitiveness and survival.

(h) Scale or business size
The size of a business can alter its average costs per unit. Bigger firms can make savings from large-scale
production, where some costs like purchasing resources, advertising, management, equipment and R&D can
be spread more thinly over a greater volume of output. In turn, lower average costs and better profits make
firms generally more willing and able to grow their capacities, and thus help increase aggregate supply.

(i) Tax rates affect business survival, and the incentive to produce and expand
The tax rates on company profits and other incomes affect aggregate supply. Lower tax rates may reduce
the number of business closures. They can also provide greater incentives for firms to invest and expand
their operations, and for labour to work harder by increasing rewards. As a result, there should be a rise in
productive capacity.

(j) Other government aggregate supply policies
Specific government aggregate supply policies can lift efficiency, lower business costs, increase
profitability, boost productive capacity and grow aggregate supply. Here we might think of the following
examples:Pdf_Folio:36
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• Reductions in the level of government tariff protection increases foreign competition and encourages
local firms to cut costs and use resources more efficiently.

• The payment of government subsidies and targeted industry assistance can boost aggregate supply (but
not necessarily efficiency).

• The provision of efficient and adequate economic infrastructure like transport, water and power needed
by firms, can affect their production costs and profits.

• High levels of government red tape in setting up and running businesses can discourage start-ups.
• Immigration can grow the supply of labour, slow wage costs, and reduce skills shortages.
• Environmental policies to mitigate climate change can encourage the growth of low-emissions

industries (and discourage production in others).

2.7.3 Reviewing how changes in aggregate supply factors can affect
the economy
In the short term where there is unused capacity available in the economy, a nation’s level of economic
activity (and therefore its material living standards) largely reflects changes in the level of aggregate
demand. In other words, aggregate demand decides the extent to which the economy’s available capacity
is actually used. However, in the longer term, it is impossible to keep on expanding the level of economic
activity and production simply by spending more and boosting AD. The economy soon hits its capacity
limits. When this point is reached, further increases in national production depend on new, more favourable
aggregate supply conditions.

Figures 2.16 and 2.17 summarise the effects on the level of economic activity of generally more
favourable or less favourable aggregate supply conditions.

FIGURE 2.16 How more favourable aggregate supply factors can increase economic activity

More favourable aggregate supply conditions

Generally more favourable aggregate supply conditions for Australian businesses—including greater access

to resources and better profitability (e.g. due to lower wage costs, fewer strikes, higher labour productivity,

new mineral discoveries, increased immigration, lower oil prices, cheaper electricity, access to improved

technology)—reduce the number of firms closing down and encourage more firms to expand their operations.

Step 1

Inline_01

When businesses expand and new firms start up, this grows the nation’s productive capacity and thereby 

increases the size of its PPF and potential GDP. The achievable level of aggregate supply is greater than 

before, allowing for a faster sustainable rate of growth in economic activity and a bigger economy.    

Step 2

Inline_02

FIGURE 2.17 How less favourable aggregate supply conditions can slow economic activity

Less favourable aggregate supply conditions

Generally less favourable aggregate supply conditions for Australian businesses—including reduced access to 

resources and poorer profitability (e.g. due to an ageing population, severe weather events including drought 

and cyclones, fewer strikes, negative labour productivity combined with higher wages, new and higher taxes on

business, dearer electricity, reductions in infrastructure projects)—increase the number of firms closing down 

and discourage firms from expanding.      

Step 1

Inline_01

When more businesses close down than open up, this cuts the nation’s productive capacity or potential, 

thereby decreasing the size of its PPF. The potential level of aggregate supply is lower than before. This limits 

the sustainable rate of GDP growth and economic activity, and shrinks the economy.  

Step 2

Inline_02

Weblink Aggregate supply practicePdf_Folio:37
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2.7 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. Define the term aggregate supply.
2. What are the main determinants of the level of aggregate supply?
3. Explain how each of the following aggregate supply factors would be likely to affect a nation’s productive

capacity:
(a) a rise in costs of production for firms or falling profits
(b) an increase in the labour force participation rate
(c) weaker labour productivity
(d) a reduction in tax rates on individuals and companies
(e) the end of drought conditions
(f) a reduction in bankruptcy rates among businesses.

4. Explain how generally more favourable aggregate supply conditions would be likely to affect economic
activity and other domestic macroeconomic economic variables.

Applied economic exercises
1. (a) Explain the meaning of productive capacity and identify the general influences on its level. (2 marks)

(b) Giving reasons, outline how any two of the following aggregate supply factors might tend to affect
Australia’s productive capacity, long-term sustainable level of economic activity and material living
standards.
i. An increased labour force participation rate from 65 to over 70 per cent, as occurs in some
Scandinavian countries.

ii. A slowdown in the adoption of ICT and other new technology.
iii. A $100 billion boost to government investment spending on nation-building infrastructure projects like

water, transport and power generation, as announced in 2019–20 budget.
iv. A general fall in business profitability.
v. Worsening drought, floods and climate change.
vi. An annual rise of 15 per cent in business investment spending.
vii. Shortages of skilled labour due to an ageing population.
viii. Relaxation of environmental controls and the abolition of the carbon tax on polluting industries, such

as coal, power and mining industries (as in July 2014). (2 × 2 = 4 marks)
2. Examine figure 2.18 showing the annual change in worker productivity for Australia between 2008–09 and

2017–18, and answer the questions that follow.

FIGURE 2.18 Annual percentage change in Australia’s labour productivity (measured
by GDP per hour worked)
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(a) Explain how labour productivity is measured. (2 marks)
(b) Identify and outline one important factor that could explain the recent trend in labour productivity

between 2011–12 and 2017–18. (2 marks)
(c) How would you expect the recent trend in labour productivity to 2017–18 to affect an economy’s

productive capacity and the aggregate supply line? Try to quote statistical data. (2 marks)
(d) Explain how you would expect the recent trend in labour productivity to 2017–18 to affect the average

level of incomes and material living standards of Australians. (2 marks)
3. (a) What do interest rates charged on loans represent? (2 marks)

(b) Examine figure 2.19 showing changes in interest rates charged on loans to large Australian businesses.
Explain how you would expect the overall trend in Australian interest rates on business overdrafts
between 2010–11 and 2017–18 to have affected each of the following:
i. aggregate demand and hence the short-term cyclical level of economic activity
ii. aggregate supply and hence the long-term sustainable level of economic activity.

Note: In your answer, try to refer to a labelled AD–AS diagram to show the before and after situations of the
change in overdraft interest rates. (2 × 2 = 4 marks)

FIGURE 2.19 Changes in Australian overdraft interest rates that banks charge large businesses
(annual percentage at June)
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To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.
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2.8 Using a diagram to show the effects of changes
in aggregate demand and supply on domestic
macroeconomic conditions

KEY CONCEPTS
• the aggregate demand curve
• the aggregate supply curve
• the effects of changes in aggregate demand and aggregate supply on the level of economic growth,
employment and price levels

FIGURE 2.20 The aggregate demand curve for the whole
Australian economy.
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We have looked at aggregate demand
and aggregate supply separately, and
examined how changes in a large number
of macroeconomic factors or conditions can
affect the level of economic activity and living
standards, both in the short and long terms.
A handy tool often used by economists,
called an aggregate demand–supply
diagram (illustrated in figures 2.20 to
2.25), allows us to study the interaction
between these two forces at the same
time, and to see the effects they have on
a country’s general economic conditions.
Unlike the microeconomic demand–supply
diagram used in topic 1 to show how the
equilibrium price and quantity of a single
good or service is determined in a particular
market, the aggregate demand–supply
diagram looks at how a general equilibrium is
reached nationally across all markets, thereby
affecting our key domestic economic
goals including:
• the level of real GDP
• the levels of employment and unemployment
• the average level of prices or the inflation rate.
The downward sloping AD line in figure 2.20 shows that the value of real domestic production purchased

contracts from, say, $400 billion to $300 billion as general prices rise from P1 to P2. By contrast, national
output purchased expands as prices fall.

These three domestic economic aspects will shortly be our focus. But for now, let us start
to build the AD–AS diagram. When complete, the diagram will have several features, including
the following:
• two axes: the vertical axis (representing the nation’s average level of prices or the inflation rate) and

the horizontal axis (showing the overall level of economic activity, measured by real GDP)
• an aggregate demand curve (drawn here as a straight line)
• an aggregate supply curve
• an equilibrium at the point of intersection for the AD–AS curves, which establishes the general price

and output levels for the whole economy.
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2.8.1 The aggregate demand curve
Aggregate demand (AD) is the total annual value of spending on Australian-made goods and services. It
consists of C + I + G1 + G2 + X − M. When graphed, as in figure 2.20, the AD curve or line (sometimes
drawn as a concave curve) for the whole economy has a negative slope. This line looks much like the
demand line we drew for a single market except that here it represents the total level of all spending. This
means that the overall quantity demanded (the amount of national output purchased each year, shown on
the horizontal axis) contracts when there is a rise in the general price level (the national price level, shown
on the vertical axis). Alternatively, lower prices cause an expansion in the quantity of national production
demanded.

There are at least three reasons for this negative sloping aggregate demand line:
• Purchasing power effect. Generally higher prices throughout the economy eat into the purchasing

power of people’s nominal level of incomes, contracting how much they can afford to buy.
• Import substitution effect. Domestic inflation encourages Australians to buy cheaper or more

competitive imports of goods and services, contracting spending on domestically produced goods
and services.

• Interest rate effect. When average prices or inflation are higher, interest rates also rise. This makes
borrowing money from banks more expensive, contracting spending levels.

FIGURE 2.21 How changes in aggregate demand
conditions cause shifts in the position of the AD line.
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It was John Maynard Keynes who recognised
the instability of AD, especially the volatile
nature of savings, private investment and net
exports. Over a period of time, people buying
Australian-produced goods and services may
increase or decrease their level of expenditure
at a given price to reflect new conditions of
aggregate demand (see subtopic 2.6). In figure
2.21, it can be seen that the national response
to generally stronger demand-side conditions
(such as greater business confidence and
lower interest rates on credit) is that buyers
are prepared to purchase larger quantities of
local products at all price levels. This means
that the whole AD line shifts out and to the
right (an increase in total expenditure from
AD1 to AD2).

Conversely, generally weaker
macroeconomic or aggregate demand conditions
(e.g. a recession overseas or lower disposable
incomes) move the whole AD line out and to
the left (a decrease in total expenditure at any given price level from AD1 to AD0).

As discussed in subtopic 2.6, changing aggregate demand factors (such as changes in consumer
confidence, household disposable income, rate of population growth, business confidence, interest rates,
government budgetary policy, economic activity overseas, the terms of trade and the exchange rate for the
Australian dollar) can all alter the level of AD in an economy.

Having covered the aggregate demand line, it’s now time to take a look at the economy’s aggregate
supply line.

2.8.2 The aggregate supply curve
Aggregate supply is the total annual volume of Australia’s output that firms are willing and able to supply
or produce. When graphed, Australia’s aggregate supply line or curve (AS) traces the relationship between
the quantity of final national production that would be made available by suppliers at different general price
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levels. As expected, the overall slope of the aggregate supply line is positive sloping up and to the right. As
shown in figure 2.22, the line has three sections to it:
• Horizontal section. The horizontal section of the AS line exists at low levels of national output or

supply, where there is plenty of unused productive capacity. At this level of national production, firms
would find it very easy to increase their production levels in response to little or no rise in the general
level of prices.

• Vertical section. At the opposite extreme is the upper or vertical zone of the AS line, where there is
generally no unused productive capacity. Here, real national production is at its physical limit because
all resources are fully employed. Even large rises in the general price level and the offer of huge profits
are not enough for an actual increase in the volume of national production. This is simply because
firms cannot all get hold of the extra resources that they would require to further lift GDP unless more
favourable aggregate supply conditions develop.

• Intermediate section of elbow. Between these extremes is the intermediate zone on the AS line, located
at the ‘elbow’ where the line starts to bend upwards. This corner section indicates the gradual onset of
full employment of labour and other resources, where the little excess capacity remaining soon gives
way to no unused capacity at all. Moving upwards into this zone, bigger and bigger rises in average
prices are needed to make extra production profitable and possible.

FIGURE 2.22 The aggregate supply line for the whole
Australian economy
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The AS line in figure 2.22 shows that the
value of real domestic output produced is
initially able to increase exceedingly quickly
from $0 to, say, $310 billion following little
or no increase in prices, because there is much
excess capacity in the economy. However, from
this zone onwards, larger and larger increases
in price, from P0 to P1, are required to induce
increased production to, say, $400 billion as
excess capacity is absorbed. Beyond this point
hyper-inflation may exist but further increases
in production are impossible, because no more
unused capacity exists: production remains at
the capacity level of $400 billion.

As you should now appreciate, the aggregate
supply response of Australia’s producers to
rising prices depends on the level of unused
capacity and whether there is access to extra
resources. While firms would generally like to
supply more as prices rise, at higher levels of
activity their efforts are sometimes frustrated by production bottlenecks or constraints that limit national
output.

Over a period of time, the productive capacity of the Australian economy changes, and with it, the size
and position of the AS line. In this regard, aggregate supply factors are the main influence. We are already
familiar with these factors (see section 2.7). They include changes in business production costs (such as
changes in RULCs, tax rates, power charges and the price of raw materials) and profitability (influencing
whether firms expand or close down altogether), along with changes in the quantity and efficiency of
natural, labour and capital resources that are available (perhaps affected by labour force participation rates,
labour productivity, industrial action, immigration, local and foreign investment levels, severe weather
events and government microeconomic policies).

As shown in figure 2.23, the onset of generally more favourable aggregate supply conditions that
improve national productive capacity cause the whole AS curve to increase or shift outwards from
AS1 to AS2.
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FIGURE 2.23 How changes in aggregate supply conditions
can shift the position of the AS curve.
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Here, most firms become more willing
and able to lift supply, increasing the
potential level of GDP. By contrast,
nationally less favourable supply-side
conditions result in a decrease in the
AS line that shifts inwards from AS1 to
AS0. Producers are less willing and able
to produce at the general level of prices
prevailing, and capacity is cut.

2.8.3 The effects of changes
in the equilibrium level of
domestic economic activity
National economic conditions are volatile
and change to reflect the levels of AD and
AS. Sometimes these conditions show a
cyclical pattern with periods of recovery,
boom, contraction and recession. At
other times there may be stagflation (low
production, high unemployment and cost
inflation). The cause of changes in all these economic conditions can now be illustrated on our complete
AD–AS diagram.

Equilibrium can be changed by new conditions that shift the AD curve

FIGURE 2.24 How changes in the level of aggregate
demand can alter macroeconomic conditions.
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Let us start by looking at the effects of
changing levels of AD or spending. Whether
economic activity is relatively high (perhaps
leading to a boom), low (possibly causing
recession) or ideal (leading to domestic
economic stability) can depend on where
the AD line actually crosses the AS line.
Referring to figure 2.24 we can see that the
actual position of the AD line reflects the
changeable macro conditions of demand
affecting expenditure on Australian-made
production.

Notice how in figure 2.24 the AD
line can change to intersect the AS
line, creating different equilibria (E0,
E1, E2) levels of economic activity. An
excessive level of AD (AD2) causes
an equilibrium (E2) which produces
serious inflation (P2) or boom (where
GDP2 = about $400 billion), while
an insufficient level of AD (AD0)
causes an equilibrium (E0) which
produces extremely low levels of GDP (GDP0 = approximately $100 billion) with severe cyclical
unemployment and recession. It is a matter of trying for the ideal level of AD (AD1) and GDP (GDP1 =
about $350 billion) where activity is neither too hot nor too cold — a situation of economic stability.
This situation exists only when AD is at AD1 and equilibrium at E1.Pdf_Folio:43
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Deficient AD and recession
If generally weaker aggregate demand
conditions prevail for Australia (as
happened between 2012–13 and
2018–19) and total expenditure is
deficient at only AD0, this has three
important macroeconomic effects:
• Slower GDP growth. The

equilibrium level of economic
activity (measured on the
horizontal axis by real GDP) will
decrease to just GDP0, perhaps
causing a recession.

• Higher cyclical unemployment.
Low or falling production means
there is less demand for resources
including labour, causing the level
of cyclical unemployment to rise.

• Lower demand inflation. Weaker spending and hence higher levels of unsold stocks, lead to price
discounting by sellers (to help clear these stocks) and hence a slower inflation rate of only P0.

Excessive AD and boom
At the opposite extreme, if stronger aggregate demand conditions caused expenditure to rise excessively
to AD2 (as happened during 2007–08), the new equilibrium located high up on the AS line, will cause our
domestic macroeconomic conditions to again change in three important ways:
• Maximum GDP growth. Excessively strong spending growth would ensure that national production

rises to its highest point at GDP2.
• Very low cyclical unemployment. Excessive spending that stretched national production beyond its

limit (GDP2), would increase the demand for resources including labour. As a result, cyclical
unemployment would fall to very low levels and cause labour shortages.

• Rapid demand inflation. While high levels of production and low unemployment are often seen as
good, the problem with this particular equilibrium is that there would be an inflationary boom. Because
of excessive and unsustainable levels of spending, production would not be able to keep up and so the
economy would overheat. Widespread shortages of goods and services would develop, causing rising
prices and demand inflation. This is seen on the diagram by the hike in the price level to P2. Living
standards would suffer due to the reduced purchasing power of incomes.

Ideal AD and domestic economic stability
Between the two extremes of deficient (AD0) and excessive levels of spending (AD2) shown in figure 2.24,
there is an ideal pace of domestic economic activity. If aggregate demand conditions cause expenditure to
be at AD1, domestic economic stability or bliss should exist. This has three main domestic impacts:
• A strong and sustainable rate of economic growth. With spending at AD1, equilibrium would occur at

near maximum production (GDP1). Here, economic activity is neither too hot leading to inflation, nor
too cold causing recession.

• Full employment. When there is a strong and sustainable rate of economic growth (GDP1), there would
be a rise in the demand for resources including labour, leading to relatively low unemployment rates
(called full employment).

• Low inflation and prices. When the pace of economic activity is neither too strong nor too weak, there
would be no widespread shortages or surplus of goods and services, so it is likely that inflation or
general prices would be quite low and stable (P1). Here, conditions are such that our material living
standards should be maximised.
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Given that domestic economic stability creates conditions optimal for economic prosperity and improved
living standards, the federal government and central bank (the Reserve Bank of Australia or RBA) use
macroeconomic policies to steer the economy by manipulating the level of AD. (These macroeconomic
aggregate demand instruments will be covered in topic 4.)

So much for the role of changes in macro demand-side conditions and AD in helping to decide the
national level of economic activity (perhaps involving booms and recessions). However, this Keynesian
aggregate demand-side explanation cannot account for the unique situation of stagflation. Nor can changes
in AD shed much light on the determinants of Australia’s long-term rise in economic activity. It is thus time
to turn to aggregate supply-side explanations.

Equilibrium can be changed by new conditions that shift the AS curve
When using the aggregate demand–supply diagram, we have thus far assumed that conditions affecting the
position of the AS curve have remained fixed. In the real world, however, this is not the case and from time
to time, the position of the AS curve shifts. The question is, what happens on our diagram (as seen in figure
2.25) if aggregate supply conditions change, causing most Australian businesses to either supply more or
less at a given price level?

FIGURE 2.25 How changes in the level of aggregate
supply cause macroeconomic conditions to change.
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The AS line seen in figure 2.25 can change as a result of increases and decreases in production costs,
efficiency, resource availability and profits.

In turn, more or less favourable supply-side conditions cause the equilibrium (E) level of economic
activity to change. At E2 there is a non-inflationary growth thanks to better supply-side conditions — real
GDP is higher (GDP2 = $420 billion) and prices (P3) are lower than when equilibrium occurs at E1. At
E1, there is stagnation, due to less favourable supply-side conditions — real GDP is lower (GDP2 = $290
billion) and prices are higher (P1) than when equilibrium occurs at E0. For any economy, it is much better to
bring about an increase in AS than a decrease in AS. This can be done by supply-promoting measures to cut
production costs or boosting the availability of resources and profit levels.
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More favourable aggregate supply conditions
Let us first assume that aggregate supply conditions improved and changed favourably, making producers
keener and more able to increase their production, lifting capacity from AS1 to AS2. Notice that there is a
rise in the total quantity of goods and services supplied at all prices and the whole AS curve shifts outwards
and to the right of the original line. There are three benefits of this:
• Stronger and more sustainable rate of economic growth. The new equilibrium (E2) created as a result

of generally more favourable conditions and an increase in AS (the shift from AS1 to AS2), means a
rise in national output (the shift from GDP1 to GDP2). Although real GDP is higher, this is
economically sustainable because the level of prices or inflation is actually lower.

• Slower cost inflation. As mentioned, more favourable supply conditions are often associated with
lower production costs or better profits for businesses. If production costs are lower, firms can cut
prices to make their products even more competitive. This causes the general level of prices in the
economy to fall (the shift from P1 to P2), lowering cost inflation pressures.

• Lower structural unemployment and more jobs. More favourable aggregate supply conditions often
lower costs and prices, thus making local businesses more competitive and profitable. This can mean
that fewer firms close down and others expand more rapidly, in the long term reducing structural
unemployment and creating more jobs.

All up, more favourable conditions that increase AS mean an improvement in domestic economic
stability, prosperity and material living standards.

Less favourable aggregate supply conditions
What if aggregate supply conditions became less favourable and producers were not as willing or able to
increase capacity or the total supply goods and services at various price levels? Supply would decrease from
AS1 to AS0, causing the problem of stagflation and a general deterioration in macroeconomic economic
conditions in three ways:
• Lower or stagnant levels of GDP. The fall in aggregate supply would cause real production levels to

stagnate or decrease (the shift from GDP1 to GDP0).
• Rising cost inflation. A typical cause of the decrease in aggregate supply is less favourable conditions

for businesses such as rising production costs and/or falling business profits. These conditions usually
force most firms to lift their prices, accelerating cost inflation (the shift from P1 to P0).

• Rising structural unemployment. With weak or negative economic growth, rising production costs and
falling profits, some firms will close down and workers will lose their jobs. Structural unemployment
will then rise.

The solution to the worrying problem of stagflation is to implement government aggregate supply
policies designed to improve supply-side conditions. We will investigate these measures later in topic 5.

2.8.4 Applying the AS–AD diagram to government policy
In Unit 4 of this course (topics 4 and 5), our attention will focus on how the Australian government may
deliberately manage the level of economic activity. Here, its aim is to improve economic stability (i.e.
simultaneously promote strong and sustainable economic growth, low inflation and full employment) and,
ultimately, make society better off. There are two approaches used by the federal government as part of its
policy mix to grow economic activity over time at an optimum rate:

1. Aggregate demand or macroeconomic policies (including the federal budget and the actions of the
Reserve Bank of Australia or RBA to influence interest rates) are used to try to steer the level of
national spending and economic activity to help maximise living standards. This is not an easy task,
but AD needs to be controlled so that it is neither too strong (causing inflationary booms) nor too weak
(causing recessions and unemployment).

2. Aggregate supply policies often seek to improve aggregate supply conditions. They focus on increasing
efficiency and productive capacity, and boosting AS. As a result, economic growth, becomes more
economically and environmentally sustainable in the long term.
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The effects of using these policies to deliberately manipulate the level of aggregate demand or to grow
aggregate supply could also be shown on the AD–AS diagram. You might like to contemplate what
would happen to the positions of the aggregate demand and/or supply lines if the government adopted the
following policies:
• reducing company tax rates
• building more national infrastructure
• increasing interest rates set by the RBA
• progressively raising the pension age from 65 (2016) to 66 (2019) and then to 67 (2023) and possibly

even to 70 years (by 2035).

Weblink What are aggregate demand and aggregate supply?

2.8 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. What is the AD–AS diagram and what does it show?
2. Define the following terms related to the AD–AS diagram:

(a) Aggregate demand
(b) Aggregate supply
(c) Equilibrium level of economic activity
(d) An increase and decrease in aggregate demand
(e) An increase and decrease in aggregate supply

3. Explain the shape of the AS line.
4. Be able to use the AD–AS diagram to illustrate the main types of economic conditions that can exist in an

economy.

Applied economic exercises
1. (a) Draw and label an AD–AS diagram where the economy is experiencing domestic economic stability.

(1 mark)
(b) Draw and label an AD–AS diagram where the economy is experiencing an inflationary boom. (1 mark)
(c) Draw and label an AD–AS diagram where the economy is experiencing a severe recession. (1 mark)
(d) Draw and label an AD–AS diagram where the Australian economy is originally experiencing domestic

economic stability. Next, on this same diagram, show and label the effects of a serious recession
overseas in China and the United States, and a drop in our terms of trade. (2 marks)

(e) Draw and label an AD–AS diagram where the Australian economy is originally experiencing domestic
economic stability. Next, on this same diagram, show and label the effects of a rise in Australia’s level of
business confidence from 90 to 130 points. (2 marks)

(f) What is stagflation? Show the onset of this situation on an AD–AS diagram. (2 marks)
(g) Why is it important for AD to rise at a rate that is matched equally by the rise in AS? (2 marks)

2. Complete and fully label each of the AD–AS diagrams representing the Australian economy in figure 2.26 to
show the hypothetical effects of an event that alters the macroeconomic conditions of either aggregate
demand or aggregate supply, and hence the economy’s equilibrium level of prices and GDP. In most cases,
you will need to add a second AD line (AD2) and/or a second AS line (AS2), along with a new equilibrium
price (P2) and real GDP (GDP2). (9 × 1 = 9 marks)
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FIGURE 2.26 Aggregate demand–supply diagrams
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Resources

Digital document Figure 1.20 is available in Word format in this topic’s student resources
tab (doc-19063)

To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.
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2.9 The goal of low inflation (price stability)

KEY CONCEPTS
• the meaning of the goal of low inflation (price stability)
• measurement of the inflation rate using the Consumer Price Index (CPI) including the difference between
the headline and underlying (core) rate of inflation

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

When the levels of spending and economic activity
are too strong, boom conditions can occur, leading
to increased inflation. In turn, inflation poses risks. It
undermines the purchasing power of wages and erodes
the living standards of ordinary families.

Earlier in this topic we studied the macro
aggregate demand and supply determinants
of a nation’s level of economic activity. We
also saw that changes in the pace of economic
activity affects three important macroeconomic
outcomes:
• the rate of economic growth
• the employment and unemployment rates
• the rate of inflation.
Indeed, these key indicators of our

economy’s performance, give rise to the
Australian government’s three core domestic
macroeconomic goals that will be studied in
the remaining pages of this topic. In reviewing
each of these areas, we should also consider
their recent impacts on our overall wellbeing
or living standards.

One of Australia’s central macroeconomic
priorities is the goal of low inflation (sometimes
also called price stability).

2.9.1 Defining the goal of low inflation
Inflation occurs when the prices of most goods and services are rising (as opposed to the reverse situation,
deflation, when prices are generally falling). During times of inflation, most things become dearer to buy
and money gradually loses its purchasing power. Most people see inflation as something to be avoided.

The government’s, or more precisely, the Reserve Bank of Australia’s (RBA), goal of low inflation
is achieved when general consumer prices for goods and services are increasing fairly slowly within the
current target range of 2–3 per cent a year average, over the duration of an economic cycle — a rate that is
consistent with achieving other government macroeconomic goals. Indeed, the RBA’s main responsibility
is to keep inflation within this range. What this means is that inflation may be a bit above the target in some
years, while in others it might be a bit lower. It’s the average that counts.

Low inflation does not mean that inflation should be zero. The reason is simple. Zero inflation would be
inconsistent with the achievement of Australia’s other domestic economic goals. For example, very low
inflation would require a really slow level of economic activity, resulting in weak economic growth and
high cyclical unemployment. In reverse, setting an inflation target above 2–3 per cent a year would also
undermine the achievement of other government economic goals.

Low inflation helps to create general conditions in which other government goals (and ultimately
improved living standards) are more likely to be achieved, so perhaps you can see why many economists
regard the achievement of low inflation as the most important domestic economic aim.
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2.9.2 Measuring the inflation rate
There are a number of measures of consumer inflation compiled by the Australian Bureau of Statistics
(ABS) and the RBA. The two we will focus on are the headline consumer price index (CPI) and the
underlying or core measures of inflation. Trends in these measures are shown in figure 2.27. Notice that
over the period 2007–08 to 2017–18, inflation has slowed to below the target rate.

FIGURE 2.27 Trends in Australia’s headline and underlying inflation rates (annual
percentage)
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Sources: Data derived from ABS 6401.0, Table 2; RBA Statistics, Table G1.

The headline consumer price index (CPI)
The headline consumer price index (CPI) measures
quarterly changes in the retail prices of both locally and
foreign-made goods and services that typically represent
a high proportion of the expenditure of metropolitan
households (including employees, pensioners, the
unemployed, employers) living in the capital cities. The
CPI has the following important features.

Regimen
The regimen refers to the range of goods and services
included in the basket whose prices are to be measured.
The CPI measures the price changes of around 100 000 individual items that are subdivided into 11
categories, including food, clothing and footwear, housing, household contents and services, transportation,
tobacco and alcohol, health, recreation, education, communication, and financial and insurance services.
From time to time, the ABS reviews the composition of the regimen and the weighting of items. For
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instance, the revised regimen recently excluded previously included items like home mortgage costs, but
the basket of items was modified to also include house prices (but not land), bank fees, home computers and
software, and tertiary education fees.

Prices surveyed
The quarterly price survey is carried out in a representative range of metropolitan retail outlets spanning
both the private sector (e.g. Coles, Myer, Kmart) and public sector (such as local council property rates).

Weighting of items
Each item in the regimen is weighted according to its relative importance in overall household expenditure.
Things that are expensive or frequently purchased have a greater bearing on index trends (e.g. food, housing
and transport) than items of less significance (such as education, alcohol and tobacco). Weights are usually
reviewed every five years.

Base year
Price changes over a period of time are compared against the price or cost of the regimen in a representative
starting period or base year. Recently, the base year for our CPI was changed to 2011–12 and this is given
a value equal to 100 index points. For instance, in 2017–18 the CPI for Australia’s eight capital cities was
measured at 112.3 points, as against 110.2 in 2016–17. On this basis, there was a 1.8 per cent inflation rate
(figure rounded) between 2016–17 and 2017–18. This annual rate of inflation was calculated as follows:

Annual percentage rise in theCPI for 2017–18 =
Number of points increase inCPI × 100

Value of theCPI in the first year

=
(112.3− 110.2) × 100

110.2

=
2.0 × 100

110.2
= 1.8%

The underlying inflation rate (the core inflation rate)
The inflation rate can be affected by many factors, making the headline CPI not well suited for some uses.
It is so volatile that some feel it does not clearly expose the persistent or generalised sources of inflationary
pressures in an economy. For this reason, the ABS measures of the underlying inflation rate (also called
the core inflation rate).

The ABS prepares the headline CPI excluding volatile items to measure the underlying inflation rate.
This is an index that simply reduces the size of the headline CPI regimen by excluding the prices of
fresh vegetables, fruit, fuel, energy and perhaps other items. These items are excluded because their
prices are affected by one-off or volatile events such as cyclones (e.g. Yasi, Marcia and most recently
Debbie in 2017), droughts (e.g. 1996–2010, 2014–19), floods (e.g. Townsville in early 2019) and
changes in some government policies (e.g. the rises in the rates of excise tax on tobacco, alcohol and
fuel in recent budgets, and the imposition of the carbon tax during 2012–14).

The differences between the measures of headline and underlying measures of inflation
There are several key differences between the headline and underlying CPIs:
• Different sized regimens or baskets of goods and services — these indicators measure the prices of

different baskets of goods and services. The headline CPI has a bigger regimen or basket of goods and
services that includes the prices of over 100 000 items. However, the underlying CPI has a smaller
regimen of around 80 000 items that removes volatile items like food and energy whose prices are
affected by one-off events.

• Different statistical results — often, the statistics generated from the headline and underlying CPIs
reveal different inflation rates. For instance, if the prices of volatile items are rising faster than other
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items due to one-off events, then the headline figure normally shows a higher rate than the underlying
rate. However, in reverse, if the prices of volatile items are falling, then the headline rate will tend to
be lower than the underlying rate.

• Different uses — the RBA often finds that the underlying CPI provides important additional
information when it needs to make decisions about whether to increase interest rates to help slow
persistent or core inflationary pressures. This is because raising interest rates to slow AD will usually
have no useful impact in curbing underlying inflationary pressures that are caused by one-off events
that are outside of those attributed to the economy (e.g. a cyclone or a rise in government excise tax
that makes goods dearer). Some people are tempted to use the CPI to provide a guide to changes in the
cost of living for households. On this count, while neither the headline nor the underlying CPIs are
accurate indicators, the headline CPI provides a broader view of changes in living costs.

Some limitations of using the CPI as a measure of inflation
The CPI data provide a guide to general retail price trends in the Australian economy. However, the
accuracy of the published inflation rate depends on several factors.

Prices are only those paid by metropolitan households
Only around 100 000 selected consumer goods and services that are typical of the items purchased by
metropolitan households are included in the CPI basket. Figures for the inflation rate may therefore be
misleading indicators for people who do not live in capital cities. In addition, the inflation rate represents
the average of the eight capital cities.

Inappropriate weighting of items in the regimen for some households
For some categories of households, the weighting of items in the regimen may be inappropriate and
unreflective of the actual pattern of household expenditure. For them, this makes the figures less useful. For
instance, if meat prices went up and caused the CPI to rise faster, the inflation figure would be misleading
for vegetarian households.

2.9.3 Causes and types of
inflation
There are two main types of inflation, each
caused by different factors:

1. Demand inflation is caused by
excessively strong spending or AD
in an economy, reflecting aggregate
demand factors that are pushing up
spending when there is little spare
productive capacity available to
lift output.

2. Cost inflation is caused by less
favourable aggregate supply factors
for businesses that cause a rise in
production costs. These are then
passed on to consumers in the
form of higher prices so firms
protect their profits.

These two causes of inflation are
summarised in figure 2.28.

Let’s take a closer look at these
causes of inflation.
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FIGURE 2.28 The two causes of inflation
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Causes of demand inflation
Australia’s rate of demand inflation accelerates and slows to reflect changes in the cyclical level of AD
and economic activity. It moves up, especially in booms when AD (remember that AD = C + I + G +
X − M) is excessive due to strong aggregate demand conditions when there is little or no unused productive
capacity available. These aggregate demand factors that drive up spending might include:
• rises in consumer confidence
• strong levels of business optimism
• rises in disposable income per capita
• rapid population growth
• lower interest rates and bigger expansionary budget deficits
• stronger global economic growth amongst our major trading partners
• higher terms of trade.
In a situation where spending (AD) is running ahead of national production (AS) in an economy near its

productive capacity, demand inflation pressures are caused by falling stock levels, widespread shortages of
goods and services, and the general inability of firms to significantly lift output. This erodes the purchasing
power of incomes and hence undermines living standards.

In reverse, demand inflation disappears when spending and economic activity slow. There may even be
deflation if there is a recession or depression. Here, generally weaker aggregate demand conditions cause
unplanned rises in stocks of goods due to falling sales. In turn, this leads to widespread price-discounting
by sellers, slowing demand inflation. Lower prices usually improve our purchasing power and material
living standards.

Using the AD–AS diagram to show the effects of changing aggregate demand
conditions on inflation
The development of boom or demand inflation pressures can be illustrated on an AD–AS diagram. Figure
2.29 shows that persistently strong aggregate demand conditions eventually cause the level of expenditure
on Australian-made goods and services to become excessive (i.e. an increase from AD1 to AD2) and rise
beyond the economy’s productive capacity (at GDP2), causing increased inflation (a rise from P1 to P2).

By contrast, the onset of generally weaker aggregate demand conditions will slow expenditure (from
AD2 to AD1), thereby easing general shortages of goods and services, promoting price-discounting and thus
curbing demand inflation pressures (P2 to P1).

FIGURE 2.29 How excessively strong aggregate demand conditions cause excess
levels of AD and widespread shortages, leading to demand inflation
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Causes of cost inflation
At various times, Australia experiences cost inflation. Put simply, cost inflation occurs when it costs firms
more to produce or sell their goods or services. Rising production costs might include:
• higher wages and salaries for staff
• rises in the on-costs of labour like the superannuation guarantee levy and various types of leave

entitlements
• elevated charges for electricity, gas, water and other utilities
• higher costs of transport (e.g. due to rises in oil prices or congestion) and telecommunications
• the prices paid for commodities and raw materials used in production like those for wool, oil and steel.
Here, the rising costs of purchasing resources are seen by firms as less favourable aggregate supply

conditions. They eventually force businesses to pass these on to consumers in the form of higher prices at
the counter. Failure to raise prices in response to higher costs would otherwise mean lower profits, losses or
even business closures.

In reverse, lower production costs allow firms to reduce their prices to compete and still make good
profits, thereby easing cost inflation pressures.

Using the AD–AS diagram to show the effects of changing aggregate supply conditions
on inflation
The amazing AD–AS diagram can also be used to illustrate the onset of cost inflation. Figure 2.30 shows
that the development of less favourable aggregate supply conditions (perhaps involving increases in
production costs or other factors like higher taxes on businesses that shrink their profits), make businesses
less willing or able to produce. This decreases the level of aggregate supply. There is an inward move of the
AS line from AS1 to AS2. The consequence of rising production costs and the inward shift of the aggregate
supply line is higher cost inflation (shown by price rises from P1 to P2), along with reduced national output
(production falls from GDP1 to GDP2).

FIGURE 2.30 How generally less favourable aggregate
supply conditions can cause higher production costs for
firms leading to cost inflation pressures.
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2.9.4 Consequences of high inflation
Rapid inflation (an average inflation rate above the 2–3 per cent per year target) is usually seen as
unfavourable because it usually undermines the achievement of other government goals, ultimately eroding
Australian living standards. Some of these consequences are summarised in figure 2.31.
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Rapid inflation redistributes incomes and purchasing
power more unevenly

FIGURE 2.31 The consequences of
high inflation
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Rapid inflation, or generally rising prices, changes the way
incomes are distributed in the economy. It has different effects
on various groups of individuals. A few people gain increased
purchasing power and incomes, while the living standards of
most people suffer. Consider these examples:
• Fixed income earners such as self-funded

retirees (who fund their retirement themselves instead
of receiving a pension), whose incomes often depend on fixed
amounts of interest, find that they become poorer because
their incomes do not keep up with rising prices. However,
those whose incomes are upwardly flexible like speculators
(those willing to take financial risk in return for larger gains),
or workers who are in a strong wage-bargaining position, can
end up with rising incomes and enjoy better living standards.

• Exporters become less internationally competitive, so their
sales, incomes and living standards fall. Importers, however,
may
gain because of stronger sales and hence higher incomes.

• Ordinary families who have taken out a variable mortgage
or home loan find that their housing affordability declines
as rising interest payments take up a higher proportion of
their family incomes. They must reduce their consumption of
other goods and services, undermining their living standards.
However, lenders of money at variable or market interest
rates may find that their incomes rise.

• Some workers may become unemployed because inflation
has caused local businesses to close due to weaker
competitiveness against cheaper goods from abroad. As these
unemployed people move onto welfare, they face greatly
reduced incomes, purchasing power and living standards.

Given the negative effects of inflation on living standards for most people, it is no wonder that the
Australian government and RBA try hard to pursue the goal of low inflation.

Rapid inflation can undermine efficiency in
resource allocation
Resource owners often allocate their resources to try and maximise
their incomes and returns. When there is inflation, the prices of shares,
property and some other assets tend to rise faster than the general
inflation rate. This often provides investors with good opportunities
to make large capital gains, boosting their incomes and living
standards. Inflation therefore tends to cause resources to be sucked
out of more productive long-term uses (such as the expansion of
business investment in plant and equipment) and redirected into more
speculative investments that rise faster in value. This undermines
efficiency in resource allocation, eventually slowing the long-term
sustainable rate of economic growth and depressing living standards.
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Rapid inflation erodes Australia’s international competitiveness
Higher inflation rates in Australia relative to those overseas tend to damage the competitiveness of locally
made goods and services against imports. Often, local sales suffer as consumers switch to the cheaper
imported substitutes. The value of our exports too is likely to be down, because overseas consumers prefer
to source their goods and services from countries where inflation is slower. This causes Australia’s trade
balance (the difference in value between exports and imports) to become less favourable, and may lead to
a rise in the current account deficit (CAD) and even cause the exchange rate to depreciate or fall in value
against other currencies. In turn, a lower exchange rate reduces our purchasing power and hence material
living standards.

Rapid inflation can slow the rate of economic growth
Inflation has mixed effects on the rate of economic growth. On the one hand, excessive inflation is often the
result of unsustainably rapid increases in the level of spending (AD) where there are widespread shortages
of goods and services due to a lack of spare productive capacity. Sometimes, this can help to provide the
incentive for business to undertake higher investment spending needed to increase capacity and the potential
rate of economic growth. However, sometimes rapid inflation can undermine consumer and business
confidence about the future, eventually slowing spending and possibly leading to a recession. In addition,
inflation often drives up domestic interest rates or the price of borrowing. In part, this is due to a tightening
of monetary policy (involving deliberate rises in interest rates to slow spending) by the RBA to help check
inflation. Higher interest rates then further undermine confidence, slowing credit-based spending, in turn
depressing economic growth and material living standards.

Rapid inflation can eventually cause unemployment
Rapid inflation can lead to an increase in structural unemployment. One reason for this is that excessive
inflation undermines the international competitiveness of Australian producers. For example, firms
producing items for local and export markets, or competing against cheaper imports, are unable to maintain
or expand their sales and market share. In turn, this depresses profits, slowing business expansion. This
can cause business closures and higher rates of structural unemployment. In turn, unemployment causes
lower incomes, depressing consumption per head and average material living standards. Another reason
is that high inflation rates can eventually undermine confidence and slow spending, and thus depress the
rates of economic and employment growth. Higher unemployment does not only reduce average incomes
and material living standards, it can also diminish non-material living standards by reducing self-esteem,
happiness, and health, while increasing family tensions and crime rates.

Rapid inflation alters household and business behaviour
Passing mention has already been made of the way that inflation rates can alter the behaviour and spending
decisions of households and businesses. In particular:
• Inflation causes interest rates to rise, adding to the cost of borrowing credit and servicing debt.
• Inflation tends to erode household and business confidence, eventually slowing spending, adding to

unemployment, and eroding incomes, purchasing power and the general affordability of purchasing
goods and services (e.g. housing).

• Inflation has a wealth effect. Rising prices for assets like property and shares make some richer people
feel and appear to better off. As a result, they may actually spend more in the short term.

Weblinks Inflation

Nominal vs real, unemployment and inflation

Inflation: ‘Why play leap frog?’
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2.9 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. Define what is meant by the government’s goal of low inflation (price stability).
2. Outline three key economic effects of high rates of inflation.
3. Identify and outline the two key measures of the inflation rate.
4. What is demand inflation and what factors might cause it to occur? Illustrate this on a fully labelled AD–AS

diagram.
5. What is cost inflation and what factors might cause it to occur? Illustrate this on a fully labelled AD–AS

diagram.

Applied economic exercises
1. Examine the CPI data in table 2.2 showing trends in Australia’s inflation rate, before answering the questions

that follow.

TABLE 2.2 Trends in Australia’s CPI

Measure 2010–11 2011–12 2012–13 2013–14 2014–15 2015–16 2016–17 2017–18 2018–19 2019–20

CPI at June
(base year,
2011–12 =
100)

97.7 100 102.3 105 107.5 108.6 110.2 113.0

Source: Data derived from ABS 6410.0 (Table 1).

(a) What is the consumer price index (CPI)? Outline how the ABS goes about constructing it. (3 marks)
(b) Identify and briefly outline two important weaknesses of using the CPI as a measure of Australia’s

inflation rate. (2 marks)
(c) Using table 2.2 above, calculate the CPI inflation rates for all years from 2011–12 onwards.

Use the inflation rates you have just calculated to plot a graph showing changes in Australia’s inflation
rate. Using your graph, describe the trends in Australia’s inflation rate from 2011–12,
noting the extent to which the RBA has actually achieved its goal of low inflation (price stability). (4 marks)

(d) Distinguish the headline inflation rate from the underlying rate. (2 marks)
2. (a) Explain two important differences between demand inflation and cost inflation. (2 marks)

(b) Identify four factors (two aggregate demand and two aggregate supply factors) that influenced Australia’s
inflation rate during the past two years, and explain clearly their effects. In addition, try to illustrate and
explain the impacts of these factors using two fully labelled AD–AS diagrams (each showing the before
and after effects of the factor). Try to illustrate your explanation with examples and specific statistical
evidence drawn from the past two years. (8 marks)

3. Explain how you would expect a lower inflation rate to affect each of the following:
(a) The distribution of income between various groups making up Australian society and their living

standards
(b) The values of exports and imports
(c) The allocation of resources between competing uses
(d) The unemployment rate (4 × 2 = 8 marks)

4. Explain how any two of the following factors would be likely to affect the achievement of the goal of low
inflation in Australia.
(a) The 20 per cent depreciation of the Australian dollar between 2012 and early 2019
(b) A general fall in the average price paid for crude oil from over US$100 per barrel to around US$65 per

barrel between 2013 and 2019
(c) The impact of recent cyclones (e.g. Debbie in 2017 and the Townsville floods of January and February

2019) and the drought in northern and eastern Australia (e.g. 2017–18–19)
(d) A fall in RULCs by 4.2 per cent during 2016–17–18
(e) A slower rate of growth in labour productivity, as occurred in 2016–17–18.
(f) The progressive reduction in the company tax rate from 30 per cent to 26 per cent from July 2020 for

small to medium-sized businesses
(g) Higher commodity export prices as occurred during 2015–16–17–18–19 (2 × 2 = 4 marks)
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To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.

2.10 The goal of strong and sustainable
economic growth

KEY CONCEPTS
• the meaning of the goal of strong and sustainable economic growth
• measurement of the rate of economic growth using real Gross Domestic Product (GDP)
• the reasons for pursuing strong and sustainable economic growth including lowering of the unemployment
rate, growth in real income and increased ability of government to provide essential services

Strong and sustainable economic growth is a second domestic macroeconomic goal for the Australian
government.

2.10.1 Defining the goal of strong and sustainable economic growth
Economic growth occurs when there is an increase in the level of national production of goods and services
between one year and the next. The rate of economic growth is measured by the annual percentage rise in
real gross domestic product (chain volume GDP).

The goal of strong and sustainable economic growth is defined as the fastest rate of growth in national
production, averaging perhaps 3 per cent per year, that is consistent with achieving other economic and
environmental goals.

Let us take a closer look at the two key elements of this definition.
• A strong rate of economic growth. This is defined as the fastest rate of increase in GDP that is

consistent with achieving other government economic goals. Although targets change and depend on
the circumstances, as a rough guide, an average rise in real GDP (chain volume GDP) by around 3 per
cent each year (or possibly a little more) over the economic cycle is seen by some as a realistic target.
At this speed, economic growth should normally allow other government economic goals to be well
achieved (e.g. low inflation, full employment, equity in income distribution and improved material
living standards). Put another way, if Australia tried to sustain a rate of economic growth that was too
strong (perhaps at 4, 5, or 6 per cent a year), there would soon be severe economic problems and living
standards would ultimately suffer. For one thing, if Australia’s GDP grew too rapidly, the pace of
national output would be pressed beyond the normal rise in productive capacity. Supply or production
would not be able to keep up with demand or expenditure. At the other extreme, if Australia’s rate of
economic growth was too slow, perhaps at 1 or 2 per cent a year or less, some government
economic goals would also not be achieved. The unemployment rate would soon rise, since there
would not be enough jobs and incomes created for a growing labour force. Higher unemployment
would then lead to poverty. Again, living standards would suffer unless economic growth occurs at the
right speed.
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• Sustainability of economic growth. In part, this term refers to ecological or environmental
sustainability. Here, we are referring to the rate at which Australia’s economy can grow its production
of goods and services without jeopardising the living standards of future generations. The obvious
problem is that our greed for non-renewable natural resources (water, minerals, forests, oceans and air)
is creating severe environmental problems like pollution and global warming, resource depletion and
loss of biodiversity. For instance, land clearing of old-growth forests, discharging waste into our
waterways and the atmosphere, allowing property development in fragile ecological areas, building
ever more freeways, and encouraging excessive consumerism and materialism may maximise our
short-term living standards and extravagant lifestyles, but what will our children inherit from us? Will
they be able to enjoy the same material and non-material living standards as us? So, the rate of
economic growth is only ecologically sustainable in the long term if it does not deplete non-renewable
resources, degrade the environment and reduce the ability of future generations to meet their needs and
wants. In some ways, a trade-off exists between strong economic growth and future
living standards.

2.10.2 Measuring the rate of economic growth
As we shall see, measuring economic growth and living standards is a complex business, full of difficulties.

Calculating gross domestic product (GDP)
Economic growth occurs when there is a rise in the real value (volume) of finished goods and services
produced in Australia between one year and the next. The most common indicator of the growth rate
in national production is the annual percentage change in GDP (gross domestic product). Here, GDP
estimates the annual value of goods and services produced or sold by a nation, after an adjustment is made
to statistically remove the effects that changes in prices have on the value of production (this is discussed
in more detail below). GDP figures are prepared by the ABS every quarter (at three-monthly intervals),
and the four quarters can be combined to produce the annual rate of economic growth, as shown in figure
2.32. Notice that in recent years, the rate of economic growth has been relatively weak and below the
government’s 3 per cent target.

Thinking back to the circular flow model of the Australian economy (see figure 2.5 in subtopic 2.5), it
is possible to see that the value of goods and services produced or GDP (flow 4) can be estimated in three
ways. This is because the model assumes that the three flows — total expenditure on production (flow 3 or
AD), total incomes paid to those selling resources (flow 2) and total production (flow 4 or GDP) — are all
equal in value. This being the case, estimates of GDP can be made using three different approaches.

1. GDP(E)
GDP should be equal to the total annual market value of expenditure (also called aggregate demand) on
final goods and services produced in Australia. Here, expenditure on GDP consists of the annual sum of
private consumption spending (C), plus private investment spending (I), plus government consumption
spending (G1), plus government investment spending (G2), plus any change in unsold stocks, plus overseas
spending on our exports (X) minus our spending on imports (M).

2. GDP(I)
GDP should also be equal to the total market value of incomes paid to those selling the resources needed for
production. Incomes here include wages, plus salaries, plus supplements, plus the gross operating surplus or
profits of firms.

3. GDP(P)
Additionally, GDP should be equal to the total market value of final goods and services produced each
year. This is equal to the value added in production by all firms each year. Value added in production refers
to the total market value of sales minus the cost of all inputs purchased by firms. Additionally, in special
cases the annual value of production needs to be imputed or estimated because the output has not actually
been marketed or sold. Examples include the value of accommodation provided by houses occupied by
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FIGURE 2.32 Changes in Australia’s annual rate of economic growth (chain volume GDP)
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Source: Data derived from ABS 5206.0 (Excel table).

their owners, the value of farm output not sold but consumed on the farm, and the cost of providing some
government services that are not actually sold to consumers for a market price. Even then, it is impossible
to include all forms of production in GDP — that would simply be too complicated. Some things are
therefore excluded from the GDP estimates, such as the value of illegal black market and non-traceable
production involving the cash economy, home duties including parenting, and backyard do-it-yourself
activities.

Calculating chain volume GDP and allowing for changes in price levels
Inflation (generally rising prices) and deflation (generally falling prices) affect the total market value of
goods and services produced by the nation and hence influence the annual rate of economic growth between
one year and the next. These circumstances can lead to a misleading impression of the actual size of the
change in the volume or real value of goods and services produced each year, measured by GDP at market
or current prices. Inflation would exaggerate the rise in the marketed value of goods and services produced
and sold, while deflation would cause the market value of output to be underestimated. If nothing was done
to compensate for this problem, our GDP figures would be almost meaningless in times when general prices
were rising or falling. To correct this problem, the ABS statistically removes the impact that annual price
changes would have on the value of production, measured at current or market prices, by using a measure
called chain volume GDP.

Chain volume GDP takes account of the annual market value of expenditure on GDP and then uses
special chain price indexes (a bit like the CPI) to deflate the figures (if there has been inflation) or inflate
them (if there has been price deflation). These chain price indexes measure the average change in the prices
of goods and services relevant to expenditure on GDP for the most recent year, against the prices that
existed in a selected base year or reference year, where the price index is always equal to 100 points.
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Unlike past ABS practice in adjusting GDP for price variations by having a base year that was seldom
altered, the current approach is to use a changing reference year; that is, the year immediately before the
current year. This reference year advances by one year, every year. Hence, in calculating chain volume GDP
for 2016–17, the reference year for prices (measured by the chain price indexes) was 2015–16, while for
GDP in 2017–18 the prices used were those that existed in 2016–17, and so on. One consequence of this is
that previous GDP figures need to be revised every year. While this seems a bit complicated, all the ABS
is attempting to do is to expose how the real value (in volume terms) of goods and services produced in
Australia, has changed between one year and the next.

Figure 2.33 provides a simplified example of how this statistical adjustment process is applied to convert
GDP at market prices to chain volume GDP (also called real GDP).

FIGURE 2.33 Using the chain price index to adjust GDP at market prices to chain volume GDP (real GDP)

Data for example Year 1 Year 2

Procedure for adjustment to remove the effects of inflation on the value of GDP:

GDP at current or market prices
$100

million

$100

million

$???

million

100

points

110

points

$120

million

Chain price index (year 1 is the reference year for chain volume GDP in year 2)

Calculate the value of chain volume GDP for year 2 (i.e. real GDP)

Chain volume GDP for year 2

Price index in the base of reference year GDP at market prices in the year to be adjusted

1Price index in the year to be adjusted
= ×

= $109.09 million 

100 $120 million

1110
= ×

Notice that after the adjustment process to remove the effects of a 10 per cent inflation rate (seen by the
10 point rise in the chain price index from 100 points to 110) on the value of GDP at market prices, the
final result for chain volume GDP (real GDP or GDP at constant prices) was far more modest. Instead of
GDP appearing to rise by $20 million (or 20 per cent), it grew only by $9.09 million, making the rate of
economic growth 9.09 per cent.

Some limitations of using GDP as a measure of economic growth
Data relating to GDP are only estimations or ‘guestimations’ of the annual value of a nation’s output. While
the statistics can provide a general indication of changes in economic growth, they are by no means totally
accurate, and there are great limitations to what they actually tell us about the economy and our level of
wellbeing. There are several reasons for this.

GDP is an underestimation caused by the exclusion of non-market production
The value of some types of non-market production is normally excluded from the GDP figures because
its value is too difficult to calculate. Examples include illegal production as part of the black economy,
production involved with the cash economy, along with household and individual or non-market activity
such as home repairs, gardening, housekeeping, volunteer work and do-it-yourself activities around
the home.
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Some items included in GDP are imputed and subject to error
The value of some production that needs to be included in GDP must be estimated or imputed because it
is not actually marketed or sold in the normal way, potentially reducing the accuracy of GDP as a measure
of economic growth. For instance, this process applies to the value of farm output that is consumed on the
farm, the net rental value of accommodation provided by houses to their owners, and the cost of providing
government or public services that are subsidised or provided free of charge to the community.

Quality changes may not be reflected in the value of GDP
Quality changes in the goods and services produced between one year and the next are not always fully
reflected in the changes in the value of chain volume GDP. In some cases, quality can increase while the
price paid or value of production actually comes down (e.g. some cars, air travel tickets and computers),
making the rate of economic growth appear less impressive than it is in reality.

Removing the effects of price changes from the value of GDP can involve error
GDP measured at market prices needs to be statistically adjusted to remove the exaggerations to the market
value of national production caused by inflation, or the under-estimation caused by deflation. This process
of converting GDP at current prices to GDP at constant prices in terms of a reference year requires the
construction of an accurate chain price index. However, it is difficult to calculate such indexes so that they
accurately and fully reflect changes in the prices of all goods and services entering GDP.

Some reasons why GDP is not a good measure of overall living standards
Some people try to use the growth in chain volume GDP to indicate changes in material living standards
(i.e. the quantity of goods and services consumed by each person) and non-material living standards (the
quality of life for each person). On its own, chain volume GDP would tell us very little about our overall
wellbeing, for several reasons:
• Uneven distribution of national production and incomes. Economic growth leads to increased

production and consumption of goods and services. However, not all individuals, families, regions and
groups benefit equally from economic growth because Australia has great income inequality. Some
people benefit more than others.

• Population size. It is commonly asserted that the bigger a country’s chain volume GDP and the faster
its rate of economic growth, the better off people are materially. However, this would only occur if the
rate of growth was faster than the rate of rise in our total population, in which case average GDP per
capita would rise.

• Changes in hours worked and leisure time. As we have seen in recent years, economic growth may
sometimes result from the labour force working longer hours. However, this reduces the amount of
leisure time and perhaps the quality of family life, eroding non-material living standards.

• Negative externalities. Growing the size of GDP has created negative externalities or costs for third
parties that lower society’s material and non-material living standards. For instance, think of pollution
and environmental damage, resource depletion, stress, urban problems, overcrowding and the
corruption of society’s moral values by the relentless and seductive invasion of advertising and
materialism.

For all these reasons, we are surely left thinking that GDP in itself tells almost nothing very useful about
society’s real living standards.

2.10.3 Causes of economic growth
Earlier in this topic we saw that there are two main macroeconomic determinants of a country’s rate of
economic growth:
• In the short term the cyclical rate of economic growth reflects the strength of aggregate demand
factors. These largely determine the extent to which the economy’s available productive capacity is
actually used.

• In the longer-term, the potential sustainable rate of economic growth is determined by aggregate
supply factors. These ultimately govern the economy’s productive capacity that is made available.
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These two determinants of the rate of economic growth are summarised in figure 2.34.

FIGURE 2.34 The two main determinants of the rate of economic growth

The two main determinants of economic growth
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spending lead to rising stocks so firms will cut

production and slow the rate of economic growth

Generally less favourable supply conditions for

businesses that reduce resources, increase costs

or erode profits, causes firms to cut capacity or

close down, reducing the sustainable rate of

economic growth

Generally more favourable supply conditions for

businesses that grow resources, cut costs or lift

profits, can encourage firms to expand

productive capacity, lifting the sustainable rate of

economic growth

The long-term sustainable rate of
economic growth (the potential rate)

The influence of aggregate demand conditions
As noted, Australia’s rate of economic growth varies cyclically in response to volatile changes in aggregate
demand-side conditions that affect the level of expenditure or AD (C + I + G + X − M). These conditions
might include the following:
• variations in consumer confidence
• changes in business confidence
• a change in disposable income
• the rate of population growth
• changes in interest rates and monetary policy set by the RBA
• a change in the budget outcome (i.e. the size of the deficit or surplus)
• instability overseas in the rate of economic growth, especially among our trading partners

such as China
• changes in the terms of trade (i.e. the ratio of export to import prices).
When these aggregate demand conditions are generally stronger and cause spending to grow faster,

business stocks fall. To replenish these stocks and meet stronger sales and orders, firms will lift output
(provided they have access to some unused productive capacity), thereby accelerating the rate of economic
growth.

In reverse, mostly weaker aggregate demand conditions slow expenditure. The level of unsold stocks
would then rise and new orders disappear. In this case, firms cut production and defer new investment,
slowing Australia’s rate of economic growth.

Using the AD–AS diagram to show the effects of changing aggregate
demand factors on economic growth
We can again use the AD–AS diagram to illustrate the impact of changes in aggregate demand conditions
and the level of AD on Australia’s actual rate of economic growth. Referring to figure 2.35, the optimum
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FIGURE 2.35 How changing aggregate demand conditions can affect
the level of AD and thus Australia’s cyclical rate of economic growth.

Real GDP/national output

G
e

n
e

ra
l 
p

ri
c

e
 l
e

v
e

l
AD2 = excessive (due to strong

demand-side conditions) and

exceeds the economy’s productive

capacity resulting in widespread

shortages and an infationary boom

AD1 = ideal levels of spending

result in domestic stabilityAD0 = too low

(due to weak

demand-side

conditions)

GDP1 and GDP2

(the economy is at its

productive capacity or

optimum rate of

economic growth)

GDP0

(the economy is in a

recession and there

is much unused

productive capacity)

Demand infation

Low infation

AS

P2

P1

P0

rate of economic growth occurs when AD is sufficient to cross the AS line at the elbow. This level of
expenditure corresponds with AD1. Notice that GDP1 is close to the economy’s maximum or potential.
However, if demand-side conditions are too weak, falling expenditure to AD0 causes firms to cut output
to GDP0, slowing the rate of economic growth, perhaps resulting in a recession.

By contrast, if expenditure grows too quickly at an unsustainable rate and reaches AD2, excessively strong
aggregate demand conditions cause the economy to be stretched beyond its capacity or ability to supply.
Here, extra spending is not translated into increased economic growth. Instead, excessive expenditure only
causes depleted stocks and widespread shortages, leading to demand inflation. This is seen by the rise in the
general price level from P1 to P2.

The influence of aggregate supply conditions
Changing aggregate supply conditions can also affect Australia’s potential and sustainable rate of economic
growth. They do this by altering the availability of resources, production costs, profits, the level of business
expansion or closures, and the ability and willingness of firms to produce goods and services. There are a
number of important aggregate supply conditions that can change and shift the position of the AS line:
• the level of staff wages and salaries, including changes in the minimum wage
• labour on-costs like the superannuation guarantee charge and various type of leave entitlements
• labour productivity (GDP per hour worked)
• R&D and the adoption of new technology in production
• the rate of business bankruptcy, versus that for new start-ups
• climate change and weather events
• the age distribution of the population (affected by the birth and death rates, and the rate of net

migration)
• the labour force participation rate and the number of hours worked per week
• the cost of electricity, gas, water and other utilities
• changes in the adequacy of infrastructure and the costs of transport, electricity and communications
• changes in the exchange rate may affect the costs of imported resources and equipment used by local

firms to produce goods and services
• variations in the cost of borrowing credit from banks by local businesses.
These aggregate supply factors can alter the economy’s productive capacity or the sustainable speed limit

at which AS or national output can grow:
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• When there are mostly better or more favourable aggregate supply conditions for business, firms
become more willing and/or able to produce and expand.

• By contrast, generally less favourable supply conditions might slow the sustainable rate of economic
growth.

Using the AD–AS diagram to show the effects of changing aggregate supply conditions on the
sustainable rate of economic growth
The AD–AS diagram (see figure 2.36) can again be used to illustrate the effects of changing aggregate
supply conditions on the long-term sustainable rate of economic growth. Notice that as a result of generally
more favourable supply conditions, the aggregate supply line (AS) for the economy grows and moves
outwards and to the right from AS1 to AS2. Notice, too, that the new equilibrium level for economic
activity is now higher (GDP2 not GDP1), indicating increased economic growth. By contrast, generally
less favourable aggregate supply conditions — such as higher production costs, lower profits, increases in
bankruptcy rates and reduced efficiency — limit the economy’s productive capacity (a shift from AS2 to
AS1) in the long term, retard the sustainable rate of economic growth (GDP2 to GDP1) and accelerate cost
inflation (P1 to P2).

FIGURE 2.36 The effect of more favourable
aggregate supply conditions that boost productive
capacity, grow AS and increase Australia’s sustainable
rate of economic growth.
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2.10.4 The reasons for pursuing strong and sustainable
economic growth
There are sound reasons why the Australian government pursues the goal of strong and sustainable
economic growth. These are summarised in figure 2.37.

Economic growth can help raise real incomes and material living standards
As shown on the circular flow model (see figure 2.5 in subtopic 2.5), there is a close relationship between
levels of national production and incomes. Normally, a nation can only have higher incomes if it produces
more goods and services and there is strong economic growth at a rate that is faster than the increase in
population (for Australia, this is usually 1.5–2 per cent a year). This usually causes real incomes per head,
purchasing power and consumption to increase, thereby raising average material living standards. At the
other extreme, sluggish rates of economic growth associated with rising unemployment levels can slow
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or perhaps even decrease real incomes per person, cutting the
quantity of goods and services consumed per
capita and thus material living standards.

FIGURE 2.37 Reasons for pursuing
strong and sustainable rates of economic
growth
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This relationship can be seen in figure 2.38. Notice that
when GDP per capita rises more quickly, generally there
is a faster rise in real disposable income per head (e.g.
2007–08, 2011–12), while weaker growth often causes real
disposable (after-tax or spendable income) per head to fall
(e.g. 2012–13–14–15–16).

Economic growth generally creates more jobs
and lowers unemployment
As shown in figure 2.39, when the rate of economic growth
is slow or negative (as occurs during a recession), firms
employ less labour and other resources as they cut their
production levels. This leads to depressed average incomes,
lower consumption of goods and services and material
living standards. Especially during the GFC in 2008–09–10
and again over 2013–14–15, the average growth rate in
GDP was slower and below the longer-term trend. This
kept unemployment quite high. By contrast, as seen in the
period 2006–07 to 2007–08 and to some extent in 2017–18, stronger rates of economic growth lead to an
increase in businesses demand for resources including labour, thereby boosting jobs and reducing cyclical
unemployment. In turn, this helps to raise average per capita incomes, consumption and hence material
living standards.

FIGURE 2.38 How Australia’s rate of economic growth affects real per capita income levels
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The relationship between Australia’s annual growth in GDP per head and real disposable
income per head
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FIGURE 2.39 How Australia’s rate of economic growth affects unemployment
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Sometimes, however, this generally direct
relationship between the rate of economic
growth and the number of jobs does not
hold true. For instance, strong growth that
is driven by the use of new technology in
production in place of workers, or resulting
from aggressive cost-cutting and efficiency
measures by firms and governments,
may increase both economic growth and
unemployment (called structural unemployment) simultaneously, especially in the short term. So despite
faster growth, some people may experience a reduction in incomes, consumption and material living
standards.

In addition, higher unemployment erodes our non-material wellbeing because it can lead to reduced
physical and mental health outcomes for individuals, and add to family tensions, social isolation, crime and
unhappiness.

Excessively rapid economic growth can accelerate inflationary pressures
Excessively rapid rates of economic growth can accelerate inflationary pressures. One reason for this is that
rises in GDP and hence incomes are often driven by strong rises in optimism and expenditure (AD). When
such spending occurs in an economy where there is little or no unused or spare productive capacity, it can
create widespread shortages of goods, services and resources, potentially leading to both demand and cost
inflation pressures. In turn, rising prices generally undermine the real purchasing power of family incomes,
consumption and material wellbeing.

In reverse, weaker economic growth as a result of softer spending can cause unplanned rises in stock
levels and widespread price discounting by sellers, thereby easing inflationary pressures. Slower inflation
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can help make goods and services more affordable for most ordinary families, improving their consumption
and material living standards.

This generally direct relationship between Australia’s rate of economic growth and the inflation rate
is partly illustrated in figure 2.40. As shown by the two trend lines, notice that over the last few years, as
economic growth slowed so did inflation.

FIGURE 2.40 The relationship between Australia’s rate of economic growth and the inflation rate
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Relationship between Australia’s annual rate of economic growth and the inflation rate
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Source Data derived from ABS 5206.0 (Excel table 3), 6401.0 (table 2).

Economic growth improves the government’s finances and ability
to provide essential services
Solid rates of economic growth (perhaps around 3 per cent a year) help to strengthen the government’s
financial or budgetary position, possibly resulting in smaller budget deficits (where budget tax and
other receipts are less than budget welfare and outlays) or even surpluses (when the value of budget
receipts exceeds budget outlays). This occurs because average incomes rise when GDP is growing
faster. Automatically, the government collects more budget revenue from personal, company, excise and
sales taxes. In turn, having more tax revenue makes it possible to finance higher levels of government
outlays on welfare for the neediest, along with improved provision of social and economic infrastructure
(e.g. transport, power, housing and telecommunications, education), without adding to the government’s
already heavy levels of borrowing, debt and interest repayments. As a result, society’s collective needs are
better met and living standards improved.

Excessively rapid economic growth can weaken our trade balance
The trade balance of a country is the annual difference between the values of exports and imports over a
period. The rate of economic growth can have mixed effects on the trade balance.
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Excessively rapid economic growth, especially at rates above the target, can weaken our trade balance.
This is because to lift production, local firms need to buy more imported equipment or raw materials.
Another reason might be that strong economic growth usually leads to rising household incomes, some of
which will be spent on imports such as electrical appliances, cars and overseas holidays. As a result, it is
likely that Australia’s trade balance will be weaker or in deficit.

Weblinks GDP — measuring economic growth

Goal of strong and sustainable economic growth

Nominal vs real, unemployment and inflation

2.10 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. Define what is meant by the government’s goal of a strong and sustainable rate of economic growth.
2. What are the main effects of low or unsustainably high rates of economic growth?
3. What is GDP and how is it measured?
4. Explain two weaknesses of GDP as a measure of economic growth.
5. List and explain two important aggregate demand factors and two important aggregate supply factors that

can either accelerate or slow Australia’s rate of economic growth. Illustrate the effects of these
macroeconomic factors using an aggregate demand-supply diagram.

Applied economic exercises
1. (a) Define GDP. (1 mark)

(b) Outline two important limitations or inaccuracies of chain volume GDP when it is used to indicate each of
the following:
i. the rate of economic growth in a nation’s production
ii. overall living standards. (2 + 2 = 4 marks)

(c) Given the hypothetical information for a country contained in table 2.3 below, calculate the chain volume
GDP for Year 2, showing your basic working. (1 mark)

TABLE 2.3 Data for calculating chain volume GDP

Data Year 1 Year 2

GDP at current or market prices $100 million $110 million

Chain price index (year 1 is the reference year
for chain volume GDP in year 2)

100 points 105 points

(d) Outline why it is necessary for the ABS to make these adjustments to the value of GDP at market prices.
(2 marks)

2. Australia’s rate of economic growth depends on the interplay between two sets of factors. ‘In the long term,
strong and sustainable rates of economic growth require an increase in our productive capacity. Additionally,
in the short term, economic growth requires a steady increase in the level of aggregate demand.’
(a) Quoting relevant statistics, describe the trend in Australia’s rate of economic growth during the last two

years. (2 marks)
(b) Identify and clearly explain two important aggregate demand factors that have affected Australia’s rate of

economic growth during the past two years. Try to provide statistical evidence of this relationship.
Illustrate their effect on a fully labelled AD–AS diagram to show the before and after situations of these
two factors. (2 + 2 = 4 marks)

(c) Explain the meaning of the term productive capacity. (2 marks)
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(d) Identify and clearly explain two important aggregate supply factors that have affected Australia’s rate of
economic growth during the past two years. Try to provide statistical evidence of this relationship.
Illustrate their effect on a fully labelled AD–AS diagram to show the before and after situations of these
two factors. (2 + 2 = 4 marks)

(e) Explain how any two of the following factors would be likely to affect Australia’s rate of economic growth.

i. The drop in oil prices to relatively low levels during 2013–19
ii. A 30 per cent fall in the terms of trade following the crash in commodity prices in 2013–16, followed

by a 4.8 per cent rise during 2016–17–18
iii. A low rate of growth in labour productivity, as happened during 2015–18
iv. A drop in real net national disposable income per capita during 2013–16
v. Higher levels of unemployment, as happened during 2012–14
vi. Infrastructure bottlenecks or labour shortages (caused by Australia’s ageing population) and a

relatively low participation rate
vii. Higher rates of business bankruptcies
viii. Proposed increases in government funding for national infrastructure projects from 2018–19 onwards
ix. An 18 per cent fall in the TWI during 2010–19 (2 + 2 = 4 marks)

3. Examine figure 2.41 and answer the questions that follow.

FIGURE 2.41 Changes in Australia’s annual growth rate in chain volume GDP
reported quarterly

–4

–2

1988 1995 2002

Year

G
D

P
 g

ro
w

th
 r

a
te

 (
%

)

Graph A

Graph B

2009 2016

0

2

4

6

8

10

2.2

2.4
2.3

2.7

3.13.1

Apr 2018Jan 2018

Year

Jul 2018 Oct 2018 Jan 2019

2.6

2.8

3

3.2

G
D

P
 g

ro
w

th
 r

a
te

 (
%

)

Source: Graphs copied directly from Trading Economics, see https://tradingeconomics.com/australia/gdp-
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(a) Referring to data in graph A, describe the changes in the quarterly level of economic growth over the
period 1981 to early 2019. (2 marks)

(b) Referring to the graph, to what extent has the government’s goal of strong and sustainable economic
growth been achieved in the last two years? (2 marks)

(c) Referring to data from graph B, describe the recent trend in Australia’s annual rate of economic growth
measured quarterly between January 2018 and January 2019. Other things remaining constant, explain
how would you expect this to affect our rate of unemployment and inflation? (5 marks)

(d) Examine table 2.4 showing recent trends in Australia’s rates of economic growth and unemployment.
Update table 2.4 to include the latest data available using ABS 5202.0 and 5206.0 and RBA Statistics.

4. (a) Referring to the GDP data in table 2.4, evaluate the extent to which the federal government has actually
achieved its goal of a strong and sustainable rate of economic growth. (2 marks)

(b) Quoting statistical data from table 2.4, explain the relationship that seems to exist between Australia’s
rate of economic growth and the unemployment rate. (2 marks)

(c) Explain how the recent change in Australia’s rate of economic growth would be likely to affect our
inflation rate. (2 marks)

(d) Explain how the recent change in Australia’s rate of economic growth would be likely to affect the
distribution of income and overall living standards. (2 marks)

(e) How would the recent change in Australia’s rate of economic growth be likely to affect the federal
government’s financial position and its ability to provide public goods and welfare? (3 marks)

TABLE 2.4 Trends in Australia’s rates of economic growth and unemployment

Year
Percentage chain volume
GDP (reference year is
2016–17)

Percentage unemployed rate
(percentage of labour force
unemployed)

2007–08 3.7 4.2

2008–09 1.8 4.9

2009–10 2.0 5.4

2010–11 2.5 5.1

2011–12 3.9 5.2

2012–13 2.6 5.4

2013–14 2.6 5.9

2014–15 2.3 6.1

2015–16 2.8 5.8

2016–17 2.3 5.7

2017–18 2.8 5.5

2018–19

2019–20

Source: Data derived from ABS 5202.0, 5206.0; RBA Statistics.

To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.
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2.11 The goal of full employment

KEY CONCEPTS
• the meaning of the goal of full employment and classifications within the labour force: employed,
unemployed, hidden unemployment, disguised or underemployed

• measurement of the labour force including the participation rate, the unemployment rate and the labour
force underutilisation rate

• types and causes of unemployment: cyclical, structural, frictional, seasonal and hard-core unemployment
• the consequences of unemployment including loss of GDP, loss of tax revenue, reductions in living
standards and greater income inequality

FIGURE 2.42 One of the Australian government’s
key domestic macroeconomic objectives is to
achieve the goal of full employment.

Full employment is a third Australian government
domestic macroeconomic goal.

However, when the level of aggregate demand
or spending is too weak, firms cut production,
reducing the demand for resources including
labour. This can lead to a recession and cause a
rise in cyclical unemployment. Unemployment
not only reduces the average income and
consumption levels of individuals, it also has
adverse effects on the quality of life including
family and other relationships, health and
happiness.

2.11.1 Defining the goal of
full employment
Employment means that a person 15 years or
over, who is able and willing to work, has a paid
job. This is seen as beneficial since it means that
labour resources are being used productively to
lift national output. It also allows individuals
to gain income and enjoy better material living
standards. However, unemployment occurs when
people aged 15 years or over, who are ‘actively
looking for work’, cannot find it. These people are
prevented from contributing to national production,
and the resulting increase in welfare payments
are considered a burden on taxpayers and usually
cause national incomes to be distributed less evenly
than before. For these reasons, the Australian
government seeks to achieve its goal of full
employment.

More specifically, the government’s goal of full employment means having the lowest rate of
unemployment, perhaps around 5 per cent of the labour force or a bit less, consistent with achieving
low inflation and other government economic goals. This implies that there should be no cyclical
unemployment caused by weak aggregate demand, slow economic growth or recession.

According to Treasury research, full employment for Australia is defined as an unemployment rate of
around 5 per cent of the labour force. Recently, however, some economists have challenged this figure.
They now believe that an unemployment rate as low as 4 per cent or perhaps even less, might be possible
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without greatly accelerating inflation. If achieved this would allow us to use resources more efficiently,
operate closer to Australia’s productive capacity and improve society’s general wellbeing.

Whatever the exact number, the target level of unemployment is currently chosen (rather than aiming for
a zero per cent unemployment rate) because the government reluctantly accepts that there will always be
some natural unemployment, even in a healthy economy. Natural unemployment can have four causes:

1. structural causes of unemployment — new technology (e.g. robotics in manufacturing, ATMs in
banking, online buying in retail) making some jobs obsolete; the mismatch of skills held by the
unemployed to the jobs vacancies available; business relocation or closures; rationalisation by firms
such as the introduction of cost-cutting measures; some government microeconomic policies (e.g.
cutting tariffs, market deregulation)

2. frictional causes of unemployment — people unemployed during their job search between one job and
the next (e.g. builders and tradies)

3. seasonal causes of unemployment — unemployment that occurs at the same time each year (e.g.
shearers, tourist operators and fruit pickers)

4. hard-core causes of unemployment — personal characteristics that make holding down a job difficult
(e.g. those with personal characteristics such as a physical disability or perhaps a criminal record who
may find obtaining employment difficult).

These days an unemployment rate of around 4 or 5 per cent of the labour force is seen as the lowest
rate currently possible without undermining the achievement of other government economic objectives,
especially the goal of low inflation. This concept is called the non-accelerating inflation rate of
unemployment (NAIRU); that is, the lowest possible rate of unemployment that will not significantly
accelerate inflation. For example, if unemployment remained at around 3 per cent for long (as during
2007–08), there would be an acceleration of cost inflation mostly because labour shortages would cause
wage levels to rise. Then, in order to protect their profits, many businesses would be forced to pass on these
higher wage costs to customers by raising their selling prices.

2.11.2 Measuring the labour force
Let us now look at how we measure unemployment.

The ABS labour force survey
According to the Australian Bureau of Statistics (ABS), Australia’s labour force consists of all individuals
aged 15 or over who are able and willing to work. The labour force therefore includes people who are
defined as employed as well as those who are unemployed.

The extent to which the goal of full employment of the labour force is achieved is measured using
various labour market indicators calculated by the ABS from its monthly labour force survey. The survey
interviews only around 0.7 per cent of Australian households, who make up a representative sample.
This, along with some data from private agencies, enables labour market statistics to be compiled on the
following aspects:
• size and growth of the labour force
• rate and level of employment
• rate and level of unemployment
• rate of labour force underutilisation
• participation rate for persons
• duration of unemployment
• annual change in aggregate hours worked
• number of job vacancies.
But what exactly do all these terms mean?
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Employed persons
Agreed definitions are an essential starting point
for all surveys. In compiling these statistics, the
ABS defines employed persons as meeting the
following criteria:
• working either fulltime (35 or more hours per

week) or part-time for more than one hour per
week for pay (or more than 15 hours a week
in a family business when not being paid)

• aged over 15 years.
It includes those who have a job, but may be prevented from working because of illness, strikes, holidays

or other similar interruptions.

Unemployed persons
Unemployed persons are defined as those:
• actively looking for full- or part-time

work but unable to find it
• able and willing to take up a job in the week

prior to the survey period
• aged over 15 years.
It includes those waiting to resume work after being laid off

or stood down without pay.

Calculating employment and unemployment rates
Employment and unemployment can be expressed in two ways:

1. Figures can be given as an actual number; for example,
in February 2019, 12 742 200 persons were employed
and 671 300 persons were unemployed out of a total
labour force of 13 435 800 persons.

2. Figures can be expressed as a rate or percentage of the total
labour force; for example, in February 2019, 95.0 per cent of the labour force was employed while 5.0
per cent was unemployed. The following formula can be used for this calculation:

Theunemployment rate (%) =
Number of people unemployed × 100

Total number of people in the labour force

Growth rates in employment and unemployment can also be calculated from these data.

Other terms and measures of labour market conditions
There are also several other important definitions that need to be understood about ABS labour market
indicators.
• The participation rate is the proportion of all people aged 15 years and over who are either employed

or unemployed, according to the above definitions. This rate can be calculated as follows:

Theparticipation rate (%) =
Total number of people in the labour force × 100

Total number of people 15 or over in the population

• Job vacancies refer to the number of job offers or positions advertised by employers that are unfilled.
• The underutilisation rate is the extent to which the available labour is not working at its capacity.

This is equal to the unemployment rate plus the underemployment rate.
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Underutilisation rate (%) = Unemployment rate (%)+ Underemployment rate (%)

• The duration refers to the average number of weeks for which a person is unemployed.
• Hidden unemployment includes people who would like work but who are discouraged from seeking

jobs for various reasons, such as a repeated failure to find work, and who have left the labour force and
are therefore no longer ‘actively looking for work’.

• Disguised unemployment is where individuals have jobs but are underemployed and not working to
capacity, such as in part-time jobs with limited hours.

Despite the great range of labour market indicators shown in figure 2.43, the most commonly quoted one
is the unemployment rate.

Limitations of the unemployment statistics
Australia’s unemployment survey data can be misleading and inaccurate, for several reasons.
• Definitions of employment and unemployment are somewhat arbitrary and affect the result. The

definitions used to classify a person as employed or unemployed are somewhat arbitrary or random.
For instance, why should the cut-off point for employment be those who work more than one hour
a week? Although this is common internationally, why should it not be, say, four or six hours of
work a week?

• The statistics fail to account for the hidden unemployed. This category includes those who are
discouraged from seeking jobs because of their feelings of hopelessness, lack of success in gaining
work in the past, the unsuitability of their training, and because of personal and family reasons.
Because they are not ‘actively looking for work’, they are not regarded as members of the labour force,
nor are they classified as unemployed during normal surveys. The inclusion of these people would
cause a much higher level of unemployment than is currently reported. For instance, the ABS has
conducted a survey of hidden unemployment and found that their inclusion would have more than
doubled the official unemployment rate. In addition, the ABS also publishes statistics on the
underemployed (disguised unemployment) where employees have jobs but are not working to their
full capacity.

• Changes in the participation rates and other factors can affect the results. A change in the
participation rate, the duration of unemployment or the proportion of those in fulltime work, could
have caused the unemployment rate to either look better or worse.

• Survey error. With only around 0.7 per cent of Australia’s population being surveyed across different
regions, industries and occupations, the likelihood of error in the results is higher than would be the
case with a survey of all workers. This may partly account for the variability in recent unemployment
figures.

2.11.3 Causes and types of unemployment
Australia’s unemployment rate and labour market conditions as shown in figure 2.43 are influenced by two
sets of factors:
• cyliclical unemployment is caused by generally weaker aggregate demand factors that slow spending

on Australian-made goods and services
• natural unemployment (especially structural unemployment) is caused by changing aggregate supply
conditions that alter the way goods and services are produced and/ or whether firms close down.

The causes of cyclical unemployment
The general rule is that Australia’s level of cyclical unemployment rises and falls with the overall strength
of aggregate demand conditions that affect the pace of economic activity. These conditions include factors
like consumer confidence, business confidence, disposable income, population growth, the effects of taxes
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FIGURE 2.43 Trends in Australia’s labour market indicators
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worked (trend June on June)

2.8 3.0 1.6 3.3 1.6 0.7 0.6 0.9 0.8 0.4 3.2 2.6

U
n

e
m

p
lo

y
m

e
n

t 
ra

te

4

5

6

7

3

2

1

0

4.5
4.2

4.9

5.4 5.4

5.9 5.9
5.7

5.5

6.2

5.25.1

20
06

–0
7

20
07

–0
8

20
08

–0
9

20
09

–1
0

20
10

–1
1

20
11

–1
2

20
12

–1
3

20
13

–1
4

20
14

–1
5

20
15

–1
6

20
16

–1
7

20
17

–1
8

20
18

–1
9

20
19

–2
0

Australia’s unemployment rate (percentage of the labour force)

Year

The Australian government's goal of full employment is

the lowest unemployment rate, perhaps around 5% or a

bit less, that does not accelerate inflation. Here there

should be no cyclical unemployment but some natural

unemployment is tolerated.

Source: Data to construct graph derived from ABS 5206.0 (Excel table) and 6401.0. Data for table derived from ABS 6202.0,
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and outlays in the budget, interest rates and the RBA’s monetary policy, the exchange rate for the Australian
dollar, overseas economic activity and the terms of trade.
• When domestic and international demand conditions are generally weaker, they cause the level of

spending, production and economic activity to collapse, possibly leading to recession and cyclical
unemployment. This is because falling levels of AD (C + I + G + net X) mean that firms will notice
rising stocks and fewer orders. Sooner or later they have little choice but to cut production, which
weakens the demand for resources including labour and raises the level of cyclical unemployment.

• When aggregate demand conditions are generally stronger and accelerate AD, firms notice rising
sales, falling stocks and greater orders for goods and services. In response, businesses try to lift their
output by employing more resources, including labour. If extra staff can be recruited from the ranks
of the unemployed, then the level of cyclical unemployment will fall. Once the pool of cyclical
unemployment is eliminated, further falls in unemployment would not easily be possible. They would
only cause labour shortages in a sizzling labour market, driving up wages and causing cost inflation.

Using the AD–AS diagram to show the
effects of changing demand conditions
on the labour market

FIGURE 2.44 How weaker aggregate demand
conditions that slow AD and GDP can cause higher
levels of cyclical unemployment.
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The effects of changing aggregate demand
conditions on the level of economic activity
and the rate of cyclical unemployment can be
illustrated on an AD–AS diagram. Figure 2.44
shows that if mostly weaker aggregate demand
conditions cause expenditure on Australian-
made production to fall below the economy’s
productive capacity (from AD1 to AD0), then
national production and employment will
fall (from GDP1 to GDP0) causing cyclical
unemployment to rise. In reverse, generally
stronger aggregate demand conditions stimulate
spending (from AD0 to AD1) and economic
activity (seen in the rise from GDP0 to GDP1),
creating full employment. Only if spending
grows too fast (beyond AD1) and exceeds the
economy’s capacity will the onset of overfull
employment in the labour market cause inflation
to accelerate.

The causes of natural unemployment
Despite the re-emergence of some cyclical unemployment recently in Australia, the main cause or type of
unemployment facing Australia is natural unemployment. Recall that natural unemployment consists of
four types:

1. structural unemployment (the most important cause recently)
2. frictional unemployment
3. seasonal unemployment
4. hard-core unemployment.
Currently, these four types of natural unemployment make up around 5 per cent of the labour force

or a bit less (representing the government’s goal or target in this area). This figure represents the non-
accelerating inflation rate of unemployment or NAIRU — that is, the lowest unemployment rate that will
not result in increased inflation. Often natural unemployment is caused by changing aggregate supply
conditions. Unlike cyclical unemployment that can occur only in a recession, some natural unemployment
exists all the time. Let us look more closely at the four main types or causes of natural unemployment.
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1. Structural unemployment
Structural unemployment is easily the biggest single cause of
natural unemployment and accounts for most of Australia’s
current unemployment rate. It occurs because of structural
change where businesses alter the way they go about producing
goods and services and try to cut costs or lift efficiency.
Structural change can arise from the following causes:
• Use of new technology. The replacement of labour with

new technology and automated machines can lead to higher
structural unemployment in an industry. For instance, the
past 20 years especially have seen the widespread adoption
of robotics in the manufacture of cars and household appliances, the increased use of electronic data
processing and communications (in banking ATMs, stock management, transportation and
warehousing), and the rise in online buying (adversely affecting traditional retail stores). This has
displaced many unskilled jobs. A recent report warned that by 2030, up to 46 per cent of existing work
in Australia (i.e. up to 6.5 million fulltime jobs) could be automated, possibly creating higher levels of
structural unemployment.

• A mismatch of skills among the unemployed. When firms use new technology, they often no longer
need to hire those with traditional skills. This creates a mismatch between the skills held by the
unemployed and the skills needed to fill the advertised job vacancies. Skills most recently sought by
employers include those of computer programmers, and experts in electronics and robotics.
Unfortunately, most of our 673 000 or so unemployed lack the wanted skills to fill the 245 000 job
vacancies on offer (February 2019), and so remain unemployed.

• Business closures and relocation due to high costs, poor profits and a lack of international
competitiveness. If production costs are too high and profits too low, local businesses are
uncompetitive. They are forced to close down or move to overseas countries with cheap wages, such as
India, China and the Philippines. This causes structural unemployment to rise locally. Recent examples
of local business closures include Darrell Lea Sweets, some Heinz food plants, a section of Qantas
servicing, the Shell Refinery at Clyde, Pacific Brands (Bonds underwear), car makers GMH, Ford and
Toyota during 2017, auto parts maker CMI, Toys“R”Us and Footlocker. There are many aggregate
supply developments that may push up business costs, erode profits, reduce our international
competitiveness, and possibly lead to business closures and hence structural unemployment. These
include the following:
• higher wage and labour on-costs
• poor labour productivity
• expensive borrowing costs or interest rates
• the switch to online shopping by many consumers
• climate change and severe weather events.

• Some recent government aggregate supply policies. Aggregate supply policies are cost-cutting,
efficiency promoting measures that seek to improve business conditions, reduce costs, grow profits,
encourage expansion and boost Australia’s productive capacity. Especially in the shorter term, some of
these policies can lead to higher structural unemployment. With this in mind, consider the following
policy measures:
• changes to the operation of the labour market involving some deregulation of the labour market
• government trade liberalisation that involves gradually reducing the level of tariff protection of local

firms from imports.
The AD–AS diagram shown in figure 2.45 can be used to illustrate the effects of higher production costs

on the level of structural unemployment. These less favourable supply conditions shift the AS line inwards
and to the left (from AS1 to AS2). Rising costs of production can force firms to increase their prices,
resulting in cost inflation (prices rise from P1 to P2). Cost pressures can also reduce the competitiveness
and profitability of local firms. As a result, some businesses will close down and staff may lose their jobs asPdf_Folio:78
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national output falls (the shift from GDP1

to GDP2). In reverse, better aggregate supply
conditions that increase profits or capacity may
cause an outward shift to the right in the AS line
(from AS2 to AS1) because firms are more willing
and able to expand production (the shift from
GDP2 to GDP1). Instead of closing down, firms
expand, jobs are retained and structural
unemployment falls.

FIGURE 2.45 How aggregate supply changes involving
rising production costs, lower profits and business
closures can cause structural unemployment.
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   profitability)2. Frictional unemployment
Frictional unemployment is a second type of
natural unemployment. It exists when people
are unemployed between finishing one job and
starting another. This is common in the building
trades and in some areas of rural industry.

3. Seasonal unemployment
Seasonal unemployment is a third type of
natural unemployment. It results from the
termination of jobs at the same time each year
due to the regular change in the seasons.
For instance, fruit pickers, tourist and holiday operators,
ski instructors, school leavers and shearers frequently experience this type of unemployment.

4. Hard-core unemployment
Hard-core unemployment is another type of natural unemployment. It is often the product of personal
attitudes that are seen by some as hostile to effective employment. Sometimes, people lose the work ethic
and find it hard to hold down a nine-to-five job. Especially in the past, it was claimed that our over-generous
welfare system increased unemployment levels because it made unemployment too comfortable, creating
a welfare trap. Sometimes, too, personal appearance, criminal record or a physical disability can prevent
individuals from being given an opportunity to work.

FIGURE 2.46 The consequences of
unemployment
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2.11.4 Consequences of unemployment
High unemployment rates have mostly negative effects.
As shown in figure 2.46, they depress both material and
non-material living standards of individuals and their
families, and they are bad for the economy. By contrast,
the achievement of the goal of full employment usually has
beneficial impacts on living standards. Let us look at these
effects more closely.

Unemployment lowers incomes, increases
inequality and reduces material living standards
Having achieved full employment means that most people
receive relatively good incomes and are able to enjoy
reasonable living standards. For instance, in 2019 those with
fulltime jobs on average weekly earnings were paid over
$1600, while those on the adult minimum wage received
$719.20 a week. By contrast, there is generally a big cut in
average incomes and living standards when people lose their
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jobs and become unemployed and dependent on government welfare benefits of perhaps only $250–$350
per week. Similarly, changing from fulltime employment to part-time or casual work brings a corresponding
reduction in disposable income. With less income, a person has to reduce spending and purchase fewer
goods and services. Material living standards fall, and income inequality widens.

In addition, the long-term unemployed (those unemployed for more than 52 weeks) find that their
wealth (personal assets) is quickly run down to meet daily expenses. Moreover, non-material wellbeing
often suffers due to a loss of self-esteem, health, skills and friendships; potentially higher crime rates; and
feelings of despair, isolation and failure.

Unemployment lowers non-material wellbeing and the quality of life
Typically, the unemployed are less happy,
more financially stressed, enjoy poorer
physical and mental health outcomes (e.g.
higher rates of diabetes, social isolation
and depression), and have feelings of poor
self-worth. These factors adversely affect
the quality of daily life and overall, reduce
society’s non-material wellbeing.

Unemployment is a waste of
resources and causes a loss of
GDP and incomes
Only when there is full employment will
economic growth and material living
standards be maximised. In this situation,
the economy would be located on its production possibility frontier and thus operating at its productive
capacity or physical limit. By contrast, higher unemployment means that some labour resources are idle
and therefore not contributing to national production or the generation of incomes. Here, average incomes,
purchasing power and material living standards would suffer.

High unemployment can slow inflation
Higher unemployment tends to slow cost inflation. This is because unemployment means that the supply
exceeds the demand for labour creating a surplus or glut that depresses wages in the labour market.

In addition, unemployment can also reduce demand inflation. The unemployed have less disposable
income, eroding confidence and slowing spending. Weaker spending can cause an unplanned rise in unsold
stocks of goods leading to price discounting.

By contrast, if Australia’s unemployment rate was very low (say less than 4-5 per cent of the labour
force), this would signal labour shortages. Here, the demand for labour by businesses would exceed the
supply of labour. As expected, labour shortages would lead to increased wage costs, putting pressure on
firms to pass on these costs to consumers as higher prices in order to protect their profit margins. This
would cause cost inflation.

Very low unemployment could also add to demand inflation, because it causes wages and income to rise
more quickly, strengthening confidence and consumption spending. If there is little unused capacity, higher
spending might lead to widespread shortages of goods and hence demand inflation.

Unemployment weakens government finances and living standards
It is important that we provide financial support for the unemployed through the payment of government
welfare and income support. However, this becomes very expensive and less affordable when
unemployment is high. For example, at the peak of the recession in 1992, there were more than 950
000 unemployed people requiring welfare benefits. Similarly, during 2012–13–14–15, the number of
unemployed rose to 766 000 people. These conditions put a huge strain on the government’s budget and
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borrowing or debt, that then needs to be repaid down the
track. It may also mean that the government needs to
cut other areas of spending such as education or health,
or even raise tax rates on those with jobs to repair the
deficit. Overall, weakened government finances reduce
society’s general wellbeing.

In contrast, when there is full employment, the
government’s budget position is stronger and surpluses
may be recorded. In this situation, the government is in
a better position to improve its provision of community
services and infrastructure, and possibly even cut
tax rates. In this situation, average living standards
progress.

Weblinks Nominal vs real, unemployment and inflation

Unemployment and labour force

2.11 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. Define the government’s goal of full employment.
2. What are the main effects of high rates of unemployment?
3. How does the ABS measure labour market conditions?
4. Explain two inaccuracies that may affect the measurement of the unemployment rate.
5. List and explain two important aggregate demand factors and two important aggregate supply factors that

could affect Australia’s unemployment rate.

Applied economic exercises
1. (a) The ABS collects a range of data relating to Australia’s labour market conditions including the labour

force, unemployment rate, participation rate, underemployment rate, average hours worked and more.
Examine table 2.5 and calculate the following (showing your formulae and basic working):
i. size of the labour force
ii. unemployment rate
iii. employment rate
iv. participation rate in the labour force. (4 × 1 = 4 marks)

TABLE 2.5 Australia’s population and labour force estimates, February 2019

Indicator Persons

Total population of Australia 25 301 000

Total number of persons aged over 15 years 20 482 000

Number of people employed 12 762 000

Number of people unemployed 673 100

Source: Data rounded and derived from ABS 3101.0, 6202.0, 6291.0.55.003.
See also Australia’s population clock, http://www.abs.gov.au/ausstats/abs@.nsf/
0/1647509ef7e25faaca2568a900154b63?OpenDocument.
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(b) Examine the data in table 2.6 relating to Australia’s labour market conditions between 2012–13 and
2017–18 before answering the questions that follow.

TABLE 2.6 Changes in selected indicators of Australian labour market conditions, 2011–12 to
2017–18

Year 2012–
13

2013–
14

2014–
15

2015–
16

2016–
17

2017–
18

2018–
19

2019–
20

1. Unemployment rate
(percentage of labour force,
average of 12 months)

5.4 5.9 6.1 5.8 5.7 5.5

2. Percentage change in the
annual rate of unemployment

3.8 9.2 5.1 −4.8 −3.4 −3.5

3. Unemployment rate, 15–19
age group for 2011–12 and
15–24 age group for other years,
(trend percentage at June)

12.0 13.5 13.4 12.7 12.8 11.6

4. Long-term unemployed as a
percentage of total unemployed
(at June)

20.1 24.4 23.4 22.9 23.2 25.1

5. Number unemployed persons
(’000 at June) 688 742 766 726 727 714

6. Labour force underutilisation
rate (trend percentage at May
each year)

12.9 13.5 14.1 14.1 14.3 13.9

7. Participation rate (trend
percentage at June)

65.0 64.9 65.0 64.8 64.9 65.6

8. Annual rise in the number
of part- and fulltime employed
(percentage change, trend, June
on June)

1.1 0.7 1.7 1.8 1.9 2.6

9. Annual total job vacancies
(’000, at May) 139 143 156 159 189 236

10. Annual percentage change
in aggregate hours worked
(June-on-June trend)

0.6 0.9 0.8 0.4 3.2 2.6

Source: Data derived from ABS 3101.0, 6202.0, 6291.0.55.001 (Tables 14B, 15B) 5206.0, 6105.0, 6291.0.55.001,
6354.0; RBA Statistics (Labour force, G7).

i. What is meant by the term labour market conditions? (2 marks)
ii. Using supportive statistics drawn from table 2.6, or from the most recent data found on

the ABS website, describe the general trends in the strength of Australia’s overall
labour market conditions over the past two years. (3 marks)

iii. Quoting statistical evidence from table 2.6, evaluate the extent to which the federal
government has actually achieved its goal of full employment during the last two years. (2 marks)

(c) What are the main differences between cyclical unemployment and structural unemployment? (2 marks)
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(d) Identify two important aggregate demand factors that have affected Australia’s labour market
conditions during the last two years. Use a fully labelled AD–AS diagram to help explain their
likely impact on the unemployment rate. (2 marks)

(e) Identify two important aggregate supply factors that have affected Australia’s unemployment
rate during the last two years. Use a fully labelled AD–AS diagram to help explain their
likely impact. (2 marks)

(f) From the following list, select one important aggregate demand factor and one important aggregate
supply factor, and explain how each is likely to have affected Australia’s labour market conditions.
i. An overall reduction in the federal government’s budget deficit, 2013–14–15–16–17–18–19
ii. A very slow rate of rise or fall overall in RULCs, 2016–17 to 2017–18
iii. A decline in China’s rate of economic activity, 2013–19
iv. Mostly weaker or flat domestic consumer confidence, 2013–19
v. An 18 per cent fall in the TWI representing a measure of the exchange rate for the Australian dollar

against other important currencies
vi. The twelve cuts in domestic interest rates by the RBA between 2011 and April 2019
vii. Weaker business confidence in Australia (2 + 2 = 4 marks)

(g) Between 2016–17 and February 2019, Australia’s underutilisation rate fell from 14.3 per cent to 13.1 per
cent.
i. Explain what is meant by the labour force underutilisation rate. (1 mark)
ii. Showing your working, calculate the underutilisation rate for a country using the hypothetical data

contained in table 2.7. (1 mark)

TABLE 2.7 Hypothetical data for a nation’s labour force

Indicator Percentage

Employment rate (percentage of the labour force) 95.5

Unemployment rate (percentage of the labour force) 4.5

Underemployment rate (percentage) 4.8

Population aged over 15 (percentage of total population) 78.0

Participation rate (percentage) 70.0

(h) The federal government pursues the goal of full employment because it helps to improve our living
standards. Explain how the fall in Australia’s unemployment rate from 6.1 to around 5.0 per cent between
2014–15 and February 2019 would tend to affect any three of the following.
i. Consumer confidence and the growth in AD
ii. The rate of economic growth
iii. The rate of inflation
iv. Government finances and the budget bottom line
v. Income inequality
vi. The level of non-material living standards (3 × 1 = 3 marks)

To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.
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2.12 Aggregate demand and aggregate supply
factors that have influenced domestic macroeconomic
performance in the last two years

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

By now you should understand that there are two main drivers that determine domestic macroeconomic
economic conditions, thereby affecting the degree to which the Australian government’s three key domestic
macroeconomic goals and living standards are achieved.

In the last few years to 2019, changing aggregate demand and aggregate supply factors caused the
following trends:
• The average inflation rate was very low sitting at around 1.8 per cent (the bottom end of the RBA’s

target range of 2–3 per cent a year).
• The average rate of economic growth was slower recently, averaging just 2.55 per cent (below the

government’s goal of 3 per cent).
• After averaging 5.5 per cent in the last two years, the average unemployment rate fell to 5.0 per cent by

February 2019 (above the government’s goal of 5 per cent or a bit less).
These performance trends are shown in figure 2.47.
In the current VCE course, students are required to have an understanding of the various aggregate

demand and aggregate supply factors that have shaped Australia’s macroeconomic conditions over the last
two years. Some of these factors are discussed in the next two sections of this text, but bear in mind that
these influences are continually changing and hence this section will need to be regularly updated.

2.12.1 Aggregate demand factors that have recently affected
Australia’s economic conditions and living standards
Over the last two years to 2019, there were some aggregate demand factors that operated to strengthen
spending on Australian-made goods and services. These included low interest rates, a weaker exchange rate,
reductions in company tax, modest economic growth overseas, improvements in our terms of trade, rising
disposable incomes and positive business confidence.

However, unfortunately, these were partly offset, since other factors were creating headwinds that slowed
AD. Here we might think of flat consumer confidence, reductions in real disposable income per head and
the cut in the size of budget deficits. The upshot of these opposing forces is that overall, aggregate demand
was weaker and economic conditions were less than ideal. In this situation, the Australian government’s
three key domestic goals were not fully achieved:
• Absence of demand inflation: Weaker AD conditions both here and overseas, have led to unplanned

rises in stocks. In turn, firms responded by widespread price discounting to clear their surplus, thereby
removing demand inflation pressures.

• Slower cyclical rate of economic growth: The weaker growth in AD combined with slower orders and
unplanned rises in stocks caused many firms to cut production. This reduced the cyclical growth rate
in our GDP.

• High cyclical unemployment: To avoid further unplanned rises in stocks there was a slower rise in
production. As a result, the demand for labour rose more slowly. This led to higher than usual rates of
cyclical unemployment, mostly above 5 per cent, along with some weakness in labour market
conditions.
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FIGURE 2.47 Recent changes in Australia’s three key domestic
macroeconomic indicators
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So with this general background in mind, our attention now turns to a closer look at some of the specific
aggregate demand factors affecting the economy’s performance and the success or otherwise in achieving
our key domestic macroeconomic goals.

Slow wages growth weakened consumer spending
As an aggregate demand factor, the level of consumption spending (C) accounts for over 60 per cent of
all spending making up AD. If it rises more slowly, as seen in recent years and figure 2.48, this greatly
weakens the growth total spending and the speed of activity. In turn, this causes economic growth to be
sluggish, further depressing demand inflation and adding to cyclical unemployment.

Mostly flat or weak consumer confidence slowed consumption spending
Over the last few years, figure 2.49 shows that Australian consumers have been relatively pessimistic about
their future employment situation and income level. On this graph, 100 index points is where the number
of optimists exactly equals the number of pessimists. So between 2016 and early 2019, most households
were pessimistic (the index was below 100 points as it was in 18 out of the last 40 months). As a weaker
aggregate demand factor, this slowed the growth in private consumption spending (C) weakening AD.
As unsold stocks of goods rose, firms often discounted their prices, reducing demand inflation pressures.
In addition, some businesses cut production, along with the demand for resources. This added to cyclical
unemployment and kept labour market conditions weaker.
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FIGURE 2.48 Recent trends in Australian wages growth
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FIGURE 2.49 Changes in Australia’s consumer confidence
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australia/consumer-confidence.

 

Modest business confidence helped to lift
investment spending
As shown in figure 2.50, most businesses were moderately optimistic
about their future levels of sales and profits over the last few years. The
optimists outweighed the pessimists as shown by the net balance being
above zero. As a result, many businesses increased their borrowing of
money from banks to finance higher levels of private investment spending
(I). This helped to strengthen AD and caused unsold stocks to fall. In
turn, some firms boosted their production, increasing the demand for
resources. This then helped to cause a fall in cyclical unemployment and
a rise in average incomes.

Even so, figure 2.50 also shows that business confidence, as an
aggregate demand factor, weakened dramatically between mid 2018 and
early 2019. Unfortunately, if this trend persists, it will tend to slow AD,
inflation, GDP growth and employment.Pdf_Folio:86
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FIGURE 2.50 Changes in business confidence or expectations — Australia
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Source: Graph copied directly from Trading Economics, see https://tradingeconomics.com/australia/business-confidence.

Low interest rates encouraged consumption and investment spending
Australian interest rates have been at record lows in recent years to 2019. As a stronger aggregate demand
factor, this made it cheaper and more attractive for households and businesses to borrow credit and
undertake private consumption (C) and investment (I) spending, in turn helping to stimulate AD, GDP and
employment, all without accelerating inflation pressures (given the current existence of unused capacity).
Figure 2.51 for instance shows how low interest rates stimulated lending to large and small businesses to
finance investment or capital spending. While investment spending in mining has fallen (since the end of
the minerals boom a few years ago), that for non-mining has risen, helping to support AD and economic
activity.

Growth in population contributed
to higher spending
Recently, Australia’s rate of
population growth has been a bit
faster than in some years rising by
around 1.6 to 1.7 per cent a year.
This has been mostly driven by
quite high levels of net migration
(over 240 000 in 2018). Overall, this
development helped to boost aggregate
demand conditions by contributing
to household C expenditure and AD.
With lower stocks but plenty of spare
capacity, population growth did not
add to demand inflation (except in the
property market). It caused some firms
to lift their production. As a result, there was stronger demand for resources by businesses, causing cyclical
unemployment to slowly fall, thereby strengthening labour market conditions.
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FIGURE 2.51 Trends in the value of bank lending to Australian businesses and
investment spending
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Less expansionary Australian government budgets slowed spending growth

FIGURE 2.52 Actual and projected changes in the size of
the Australian government’s budget deficit or surplus
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For a decade, the federal government ran
large budget deficits where the total values of
government outlays or injections exceeded
revenues or leakages. These added to the
burden of paying interest on Australia’s
public sector debt. As a result, there was a
pressing need to gradually cut the size of
budget deficits and slowly return to surplus.
Consequently, as shown in figure 2.52,
the last few budgets involved reducing the
deficit. In so doing, this tended to slow rises
in spending, inflation and economic growth,
and kept cyclical unemployment higher than
otherwise.

Reductions in rates of company tax
helped to lift private investment
spending
Over recent years, the Australian government
has announced reductions in the rates of tax
on the profits of small and medium-sized
companies from 30 per cent prior to 2016
to 27.5 per cent in 2018, eventually coming
down to just 25 per cent by 2020–21.

As a stronger aggregate demand factor, it is likely this has helped to boost business confidence and
stimulate higher levels of private investment spending (I), lifting AD, economic activity and employment.
In this situation, higher investment spending posed no threat to inflation because there was some unused
productive capacity available.

Rises in overseas economic activity stimulated spending on our exports
Following the end of the GFC, figure 2.53 shows that world economic activity rose by an annual average of
around 3–4 per cent in recent years, as has that for our major trading partners such as China, Japan, South
Korea and the United States (even though this has been slower in the last few years than in some previous
periods).

Overall, positive economic growth abroad has meant that more resources were needed by our trading
partners and others for production. With the rise in global demand this helped to increase the value of
Australia’s exports of commodities. Recently, as also shown in figure 2.53, this also led to us receiving
higher commodity prices, thereby lifting the terms of trade, adding to the price and value of Australia’s
exports or injections. Recently, this demand factor also helped to grow AD and GDP, contributing to the
reduction in cyclical unemployment and a strengthening of labour market conditions.

Review of the recent effects of aggregate demand factors on Australia’s domestic
macroeconomic conditions
Our review of Australia’s recent aggregate demand factors showed that there were some forces at work
that accelerated AD, while others slowed it. On balance, this helped to generate the following domestic
macroeconomic conditions:
• demand inflation remained very low as there was some unused productive capacity
• economic growth was positive, but relatively weak and below trend
• cyclical unemployment fell, but overall, the average was above the target rate
• general living standards did not improve significantly for most people.Pdf_Folio:89
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FIGURE 2.53 Changes in global economic activity (including Australia’s
major trading partners) and our terms of trade index
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Source: The two graphs have been copied directly from RBA, Chart Pack, see
https://www.rba.gov.au/chart-pack/world-economy.html and https://www.rba.gov.au/chart-
pack/commodity-prices.html.

2.12.2 Aggregate supply factors that have recently affected
Australia’s economic conditions and living standards
Over the last two years to 2019, there were also some aggregate supply factors that operated to strengthen
the potential rate of growth in Australia’s productive capacity and make conditions more favourable for
businesses. These included low interest rates, reductions in company tax rates, negative RULCs and a slow
growth in wage costs, cheaper oil and raw materials, along with higher participation rates and a bigger
supply of labour. However, unfortunately, the positive impacts of these were partly offset, by other negative
factors slowing capacity and AS. Here we might think of the collapse of labour productivity, infrastructure
bottlenecks, our ageing population and skills shortages, and climate change associated with severe weather
events.
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On balance, these opposing forces retarded the growth in productive capacity and AS, causing economic
conditions were less than ideal where the Australian government’s three key domestic goals were not fully
achieved:
• Low rates of cost inflation. Although there were some developments pushing production costs up,

fortunately, there were also others that reduced the pressures on local firms to raise prices to protect
their profits. This kept cost inflation down.

• Slower potential rate of economic growth. Despite some favourable aggregate supply developments,
there were other less favourable ones that discouraged businesses expansion, led to closures, slowed
the growth in productive capacity and AS and cut the potential rate of economic growth.

• Some structural and other types of natural unemployment. Recently, structural unemployment (as the
main type of natural unemployment) remained quite high due to Australia’s relatively weak
international competitiveness, low profits, business closures and relocation, the mismatch of skills
amongst the unemployed, some government policies, the restructuring of production methods and
other changes in aggregate supply conditions.

Again, with this background in mind, it is now time to review some of the main aggregate supply factors
that have recently helped to shape Australia’s performance and affected the achievement or otherwise of our
domestic macroeconomic goals.

Weak productivity growth slowed the rise in productive capacity
Productivity or efficiency bounces around from year to year, as shown in figure 2.54 which measures
the annual percentage change in GDP per hour worked. Overall, Australia’s average growth in labour
productivity has slowed dramatically in recent times to December 2018–19.

FIGURE 2.54 Quarterly changes in the index of Australia’s labour productivity
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Source: Graph copied directly from Trading Economics, see https://tradingeconomics.com/australia/productivity.

This is a less favourable aggregate supply factor. It means that there has been a smaller rise in
efficiency or output gained from a given quantity of labour resources and other inputs. The problem with
lower productivity is that production costs rise more quickly, accelerating cost pressures, undermining
international competitiveness and eroding business profits. Firms become less willing and able to produce,
slowing economic and employment growth. Some businesses may even close down or relocate overseas
Pdf_Folio:91
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where wage and other costs are lower — as has happened with Ford, Toyota and Holden car manufacture;
Darryl Lea confectionery; Shell oil refinery; Brinton’s carpets; Blundstone boots; some Qantas servicing;
and aluminium smelting by Alcoa. All this adds to structural unemployment.

High labour costs, reduced international competitiveness and limited capacity
In absolute terms, Australia is a high-wage country, as illustrated in figure 2.55. Indeed, the minimum wage
set annually by the Fair Work Commission (the one-stop-shop for all industrial relations matters including
the setting of the minimum wage) places our workers near the top of the list by international standards. In
addition, there are numerous on-costs of employing labour, including the superannuation guarantee charge
(SGC) — an additional cost currently amounting to 9.5 per cent (rising to 10 per cent for 2021–22) of staff
wages that must be paid by firms. Then there are the generous paid annual maternity and paternity leave
arrangements, and other guaranteed employment conditions. None of this would be problematic if worker
productivity was high by international standards. Unfortunately, it is not. Australian workers on average
produce nearly 20 per cent less per hour than US workers, but are paid more than double the average US
rate. This adds to real labour costs for local businesses, and contributes to cost inflation pressures. High
costs make us less internationally competitive and erode business profits, discouraging production and
slowing economic and employment growth.

FIGURE 2.55 International comparisons of minimum
hourly rates of pay (US$)

Source: Graph copied directly from Wikipedia, the free
encyclopaedia, https://en.wikipedia.org/wiki/List_of_minimum_
wages_by_country#cite_note-1.

Falling RULCs helped encourage the expansion of business capacity
Despite the negative effects on productive capacity of Australia’s high wages and low productivity, there
is some good news for business. In recent years, the rate of growth in real unit labour costs (RULCs)
has been negative (e.g. –3.7 per cent in 2016–17 and -0.5 in 2017–18), as shown in figure 2.56. This
should help to reduce cost inflation pressures, improve business profitability and survival, make Australian
firms more willing and able to grow productive capacity and expand their operations and lower structural
unemployment.
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FIGURE 2.56 Relationship between Australia’s annual change in real
unit labour costs (RULCs) and the inflation rate
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Cheap oil and costs of other producer goods encouraged business expansion
In the last few years, the price or cost of producer goods (inputs used by Australian businesses in the
manufacture of other goods) have risen slowly. As shown in figure 2.57, for example, oil prices have
generally remained low by historical levels in recent years, as have the costs of some other resources
used by businesses.

FIGURE 2.57 Recent trends in the cost of crude oil per barrel (US$)
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Source: Graph copied directly from Trading Economics, see https://tradingeconomics.com/commodity/crude-oil.

 

This is a favourable aggregate supply factor for users of oil (e.g. Qantas, farmers). It has allowed some
firms to produce at a lower cost, thereby keeping cost inflation in check. In addition, reduced costs help
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to strengthen profits and are thus an incentive for business expansion, and stronger rates of economic and
employment growth.

An ageing population and relatively low participation rates limited productive capacity
Australia has an ageing population — there is a rising proportion of people in older age groups (65 and
over), than in younger age groups. In the last two decades, the median age rose from 33 to over 37 years,
and is projected by the ABS to rise to 40 years by 2040. Figure 2.58 shows that the proportion of Australia’s
population of non-working age was rising nearly two times faster by June-2018 than that for people of
working age, despite the recent rises in the pension access age.

FIGURE 2.58 Trends in the annual growth of Australia’s population of working and non-working age.
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This is a less favourable supply-side factor because it tended to reduce the labour participation rate (the
proportion of those aged 15 and over who are economically active as members of the labour force) and the
supply of labour resources. Participation fell from a peak of over 67.5 per cent in 2009 to 65.6 per cent
in February 2019. The macroeconomic effects of this problem are many. If not addressed, ageing and a
reduced participation rate are likely to:
• generate labour shortages or bottlenecks that put upward pressure on wages and add to cost inflation

pressures
• slow productive capacity, limiting the sustainable rate of economic growth
• weaken government finances by slowing tax receipts and raising outlays on the aged, leaving less

money for the government to spend on the economic and social infrastructure needed to grow
Australia’s productive capacity.

Climate change and severe weather events slowed productive capacity
In recent years, there has been a lot of publicity about climate change caused partly by the release of carbon
dioxide emissions into the atmosphere. This has resulted in global warming, that for Australia, has meant
an increase in the occurrence and intensity of severe weather events including bushfires, floods, cyclones,
hailstorms, tidal surges, heatwaves and droughts. For instance:
• 2019 — the three years of drought in eastern Australia to 2019 slowed the growth in GDP by 0.75 per

cent or around $12.5 billion
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• 2019 — the tropical storm and floods around Townsville, Queensland, in January to February led to
farming and other losses of almost $1 billion

• 2017 — Cyclone Debbie hit Queensland and resulted in $1.5 billion in lost coal exports due to the
flooding of mines and destruction of rail and port infrastructure, along with a $1.5 billion repair bill for
the state government, over $120 million in lost tourism and $270 million of lost sugar cane production

• The Garnaut Review of climate change put the annual cost of unmitigated climate change on
Australia’s infrastructure at around $9.0 billion per year (equal to 0.5 per cent of GDP) by 2020, rising
to $40 billion by 2050.

As can be seen, these less favourable aggregate supply
conditions have recently limited the growth of Australia’s
productive capacity by destroying public infrastructure like
roads, power and rail systems, along with farms, mines and
other industries such as tourism in the affected regions.

Regrettably, the Australian government, businesses
and the general public have not adequately addressed the
critical issue of climate change and its negative impacts on
productive capacity and society’s overall wellbeing.

Reductions in company tax rates helped to
encourage the expansion of business capacity
Figure 2.59 shows that Australian businesses pay higher
rates of tax on their profits compared with firms in similar
countries abroad. For large Australian companies, the
current rate is 30 per cent.

FIGURE 2.59 International comparisons of company tax rates (percentage of profits)
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However, as shown in table 2.8, the Australian government has recently announced several reductions in
the rate of company tax paid by small and medium-sized businesses, with others to be phased in over the
next few years.

TABLE 2.8 Recent and upcoming reductions in Australian company tax rates

Year
Company annual
turnover threshold

Tax rate for companies
under the threshold

Tax rate for
large companies

2017–18 $25m 27.5% 30.0%

2018–19 and
2019–20

$50m 27.5% 30.0%

2020–21 $50m 26.0% 30.0%

2021–22 $50m 25.0% 30.0%

Source: Data derived from ATO, see https://www.ato.gov.au/rates/changes-to-company-tax-rates/.

Essentially, cutting the corporate tax rate is seen as a more favourable aggregate supply factor. It should
help lift the after-tax profits of Australian businesses, and boost the ability, incentive and willingness to
start up and expand operations. It should also help to make local firms more internationally competitive
and reduce the number closing down. This should reduce structural unemployment. In these ways, lower
company tax rates should help grow Australia’s productive capacity, aggregate supply and potential GDP,
thereby promoting domestic macroeconomic goals.

Higher bankruptcies and lower profitability have slowed productive capacity
According to the ABS data shown in figure 2.60, recently there has been a sharp downward trend in
the gross operating pre-tax profits of Australian incorporated businesses between December 2016 and
December 2018.

FIGURE 2.60 Trends in the growth rate of gross profits for
Australian companies
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This slower growth in profits was also accompanied by higher bankruptcy rates. As unfavourable
aggregate supply factors, these tended to reduce productive capacity, and force some businesses to close,
adding to Australia’s structural unemployment. However, cuts to the rate of tax on the profits made by small
to medium-sized companies should help to offset this problem, creating better aggregate supply conditions.

Low interest rates for businesses borrowing credit helped to grow productive capacity
Interest rates can be seen as an aggregate supply cost factor (as well as an aggregate demand factor affecting
spending). This is because many firms borrow money from banks to finance their operations. Figure 2.61
shows that recently during 2018 and early 2019, interest rates charged to businesses borrowing credit from
Australian banks fell to historic lows of between 3.5 and 5.5 per cent.

FIGURE 2.61 Recent trends in Australian interest rates charged
to businesses borrowing from banks
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They have reduced borrowing costs for businesses and therefore helped to keep profits up. In so doing,
cheap credit should help to reduce business closures and structural unemployment, and encourage the
expansion of productive capacity and the creation of new jobs. Recent low interest rates in Australia relative
to those overseas in say the United States, have also kept our exchange rate lower than otherwise to 2019,
making local firms more internationally competitive, and fostering economic growth and jobs.

Large bottlenecks in national infrastructure limit productive capacity
Australia has a large stock of ageing economic infrastructure. Bottlenecks exist in some key areas
such as water supply, electricity, gas, road and rail transport, shipping and airport facilities, and
telecommunications. By reducing efficiency, these infrastructure shortages added to business costs and
made local firms less competitive internationally, leading to closures. They also limited our productive
capacity and the sustainable rate of economic growth in mining, agriculture, manufacturing and trade, and
have in part been caused by a lack of adequate government funding due to the weakened budget situation.
Recently, however, the federal government has been in catch up mode and has tried to reduce some of these
bottlenecks.
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The 2019–20 budget, for instance, revealed that $100 billion would be spent on national infrastructure
building projects in the next 10 years, up $25 billion from the previous year. A further $5 billion in
concessional loans to the private sector undertaking such projects in northern Australia was promised
in the 2015 budget. All this is on top of the massive $51+ billion national broadband network (NBN)
that will continue to be rolled out to 2021. The message here is that it is not all bad news with regards to
infrastructure bottlenecks. These government projects should help to improve aggregate supply conditions
that encourage business efficiency, and grow the economy’s competitiveness, productive capacity, AS and
potential GDP.

Review of the recent effects of aggregate supply factors on Australia’s domestic
macroeconomic conditions
As can be seen from reviewing Australia’s recent aggregate supply factors, there were some forces at work
that lifted productive capacity and AS, while others slowed it. On balance, this helped to generate the
following impacts on the government’s domestic macroeconomic goals:
• cost inflation remained very low
• economic growth was positive, but below trend
• structural unemployment continued to exist
• general living standards for most people did not greatly improve.

2.12 ACTIVITIES
To answer questions online and to receive immediate feedback and sample responses for every question go to
your learnON title at www.jacplus.com.au.

Check your understanding
1. Identify and explain the three key domestic macroeconomic goals pursued by the Australian government.
2. Outline the recent trend in each of Australia’s three key domestic macroeconomic areas during the last two

years:
(a) rate of inflation
(b) rate of economic growth
(c) rate of unemployment.

3. Identify and outline three important aggregate demand-side and three key aggregate supply-side influences
affecting trends in these indicators during the last two years:
(a) rate of inflation
(b) rate of economic growth
(c) rate of unemployment.

Applied economic exercises
1. (a) Describe trends in each of the following government domestic macroeconomic economic goals during

the last two years, indicating whether the government’s goal has been achieved:
i. inflation
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ii. economic growth
iii. unemployment. (3 marks)

(b) Identify two factors (one domestic and one international aggregate demand factor) and explain
how each is likely to have affected the government’s three domestic macroeconomic goals over
the last two years. (4 marks)

(c) Identify the two most important aggregate supply factors and explain how each is likely to have affected
the government’s domestic macroeconomic goals over the last two years. (4 marks)

(d) How would you expect the trends in the government’s domestic macroeconomic goals to have affected
Australian living standards over the last two years? (4 marks)

To answer practice exam questions online and to receive immediate feedback and sample responses for every
question go to your learnON title at www.jacplus.com.au.

studyON: Practice exam questions

Fully worked solutions and sample responses are available in your digital formats.

2.13 Review
2.13.1 Summary
The concept of living standards

• Material living standards relate to our economic wellbeing or the quantity of goods and services as
determined by our access to and annual consumption of goods and services.

• Material living standards are sometimes measured by:
• national production (GDP) per head per year
• income levels per person per year
• consumption per person per year and also need to consider how evenly goods and services are

distributed between individuals in our country.
• Non-material living standards affect the quality of our lives and may be affected by:
• freedom
• equality of opportunity
• amount of leisure time relative to work hours
• job satisfaction and security
• life expectancy and physical and mental health
• happiness and stress levels
• clean natural environment and lack of pollution and congestion
• low crime rates.

Attempts to improve material living standards by increasing national production (GDP) per head may
lower non-material living standards through reduced leisure time or environmental degradation (there
is a trade-off). In addition, attempts to protect the environment and non-material living standards may
undermine material living standards.

What is economic activity?

• ‘Market’ or economic activity involves production by firms and individuals that is actually sold for
profit and included in GDP. Most non-market activity is excluded from the data.

• Productive activity as measured by GDP ignores the huge contribution to real production that is
undertaken in households engaged in non-market activity, such as home duties and do-it-yourself
household repairs.

• The level of domestic economic activity describes the general pace at which an economy is producing
goods and services.

• The level of economic activity also affects the levels of inflation and unemployment.
• Economic activity impacts on our current and future living standards (both material and non-material).Pdf_Folio:99
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The five sector circular flow model of an economy

• The macroeconomic five sector circular flow model of the Australian economy can illustrate how
economic activity takes place and how the different sectors (household, business, financial,
government and external sectors) of the economy interact with each other.

• Using this model, short- to medium-term changes in the level of domestic economic activity at the
macroeconomic level respond to changes in aggregate demand, which reflects the value of leakages
relative to injections. However, aggregate supply factors such as the availability and efficiency of
resources also have an impact on the potential level of economic activity.

The economic cycle

• Over a period of years, the level of domestic economic activity typically goes through four main
phases which together make up what is called the economic or business cycle.

• The phases of the business cycle diagram include: recovery (expansion), peak (often a boom),
contraction (slowdown) and trough (often a recession).

• As the economy moves through the business cycle, economic conditions, such as economic growth in
GDP, unemployment and inflation, also change.

• The ideal situation, where living standards are likely to be maximised, occurs in a state of domestic
economic stability in which there is simultaneously, strong and sustainable economic growth, low
inflation and full employment.

• It is also possible for the economy to experience the adverse situation of stagflation, which is a slow or
no rise in GDP, rapid cost inflation and high structural unemployment, due to adverse aggregate supply
factors.

Measurement of the level of economic activity

• The main aggregate measure of domestic economic activity is chain volume GDP.
• Chain volume GDP as a measure of economic activity and living standards does have many

weaknesses. For example:
• Some items that are included must be imputed or guesstimated.
• It excludes most non-market activity and so underestimates the actual quantity or volume of goods

and services available for consumption.
• It excludes considerations of negative externalities associated with production and consumption.
• It does not take into account the hours worked to generate the rise in production.
• It does not to take into account how evenly the goods, services and incomes are distributed among

individuals.
• Per capita GDP, consumption or income are only very rough measures of material living standards

(and tell almost nothing about non-material living standards).
• Indicators of economic activity are classified into leading, coincident and lagging indicators.

Factors affecting the level of economic activity

• Recent experience in Australia over the past few years shows us that the level of domestic economic
activity is unstable. This is the result of the impact of both aggregate demand factors and aggregate
supply factors or conditions affecting levels of aggregate demand, aggregate supply and, ultimately,
material and non-material living standards.

• Aggregate demand factors (emphasised first by John Maynard Keynes) alter expenditure levels on
GDP or aggregate demand (C + I + G + X − M) and account for instability.

• Aggregate demand factors include consumer confidence, business confidence, disposable income,
terms of trade, interest rates, budgetary policy, the exchange rate and overseas economic conditions.

• Aggregate demand factors can cause cyclical changes in production, unemployment, inflation and the
trade balance, sometimes for the better, other times for the worse.

• Aggregate supply factors affect a nation’s productive capacity or potential GDP, and the longer term
speed limit for economic activity, by altering the ability (capacity) and willingness (motivation) for
firms and individuals to produce goods and services.
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• Aggregate supply factors include the volume and efficiency of resources (e.g. including skilled labour,
capital equipment and technology, climatic conditions and labour productivity), production costs (e.g.
wages, interest rates, raw materials, transport, power and water), company tax rates and business
profitability.

• Domestic economic activity may rise partly in response to generally stronger aggregate demand
conditions (at least up to the point where full productive capacity is reached) or following the onset of
more favourable aggregate supply conditions for producers. The reverse can occur if aggregate
demand weakens or aggregate supply conditions become less favourable.

Recent trends in Australia’s level of economic activity

• Due to the sometimes volatile nature of aggregate demand factors and aggregate supply-side factors,
the Australian economy has experienced both ups and downs in the level of domestic economic
activity. However, during the last few years to 2019, the pace of domestic economic activity has been
below trend due to headwinds including a combination of generally weaker aggregate demand
conditions and some less favourable aggregate supply conditions.

Using the AD–AS diagram to show how the level of economic activity may change

• The impact of changing aggregate demand conditions (such as consumer confidence, overseas
economic conditions and interest rates) and aggregate supply conditions (e.g. labour productivity,
RULCs, tax rates, the participation rate, drought and floods, immigration, quality of infrastructure, oil
prices and business profitability) can be illustrated on an aggregate demand–supply diagram.

• When these aggregate demand and aggregate supply conditions change, the equilibrium level of
national production (economic activity or GDP), employment and prices that exist in an economy are
altered.

The Australian government’s key domestic macroeconomic goals and living standards

• The Australian government actively pursues three core domestic economic goals in an effort to
ultimately increase economic stability and improve our living standards (material and non-material).
These macroeconomic goals include:
• low inflation (price stability)
• strong and sustainable economic growth
• full employment.

The goal of low inflation (price stability)

• The goal of low inflation (also called price stability) means achieving a slow annual inflation rate
averaging around 2–3 per cent over the medium term or economic cycle.

• Unfortunately, inflation sometimes exceeds this target due to two causes:
• Demand inflation can be caused by excessively strong demand side conditions or aggregate demand,

causing widespread shortages of goods and services in a fully employed economy.
• Cost inflation is caused by rising production costs and less favourable supply-side conditions for

businesses that flow on to higher consumer prices as firms try to protect their profits.
• The inflation rate is measured by the consumer price index or CPI, which looks at the average

weighted price change in a basket of goods and services typically purchased by metropolitan
households. However, there are limitations to the accuracy of this measure.

• Recently, Australia’s inflation rate has been low; averaging around 1.8 per cent per year, well below
the RBA’s inflation target range.

• Both aggregate demand factors (such as consumer confidence, terms of trade and overseas activity)
and aggregate supply factors (such as labour productivity, RULCs, tax rates, drought, oil prices and the
exchange rate) have affected recent trends in Australia’s inflation rates.

• A high rate of inflation mostly has negative effects on living standards because it can slow economic
growth and employment, weaken our competitiveness and trade balance and cause greater inequality in
the distribution of income.
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The goal of a strong and sustainable rate of economic growth

• The goal of strong and sustainable economic growth means the fastest rate of growth in national
production — averaging around 3 per cent a year or a little more — that is consistent with achieving
other government economic goals (including external competitiveness, full employment, equity in
income distribution and low inflation) and environmental goals (it takes into account the impact on
future generations).

• Economic growth is measured by the chain volume gross domestic product, where the effects of price
changes on the value of national production have been statistically removed, thereby facilitating
comparisons between different years.

• Chain volume GDP as a measure of economic growth has a number of important limitations:
• It excludes the value of household non-market activity and the cash economy.
• The value for the production of some important items that are included in GDP must be imputed,

leading to error.
• There is potential error associated with excluding the impact of price changes on the value of

production.
• It fails to take account of negative externalities, changes in product quality or hours worked to

generate a given level of output.
• Two sets of factors determine the rate of economic growth.
• Aggregate demand factors (e.g. consumer confidence, the household savings ratio, business

confidence, the Australian dollar, terms of trade, disposable income and overseas economic activity)
can determine the timing of cyclical booms and recessions, and the extent to which the economy’s
productive capacity is actually used, thus affecting the rate of economic growth.

• Aggregate supply factors (e.g. the age distribution of the population, drought, tax rates, interest
rates, productivity, profitability and wage costs, oil prices and other costs) can alter the sustainable
speed limit and long-term productive capacity of the economy, and the willingness of firms to
expand and increase production or supply. Improved supply-side efficiency means that more output
can be produced from the same inputs or resources, improving material living standards.

• During the past two years, Australia’s average rate of economic growth has been slower and well
below trend, averaging around 2.55 per cent a year.

• Failing to achieve strong and sustainable rates of economic growth has mostly negative effects. For
instance:
• Very weak rates of economic growth are economically unsustainable and might lead to generally

higher unemployment, falling incomes, lower material living standards, weaker budget outcomes
and a reduced ability of the government to provide welfare and public goods and services.

• Excessively strong and economically unsustainable rates of GDP growth might weaken the trade
balance, add to inflation, reduce purchasing power for individuals and lead to lower material living
standards. In addition, excessively strong rates of growth are environmentally unsustainable and can
lead to negative externalities and lower non-material living standards.

The goal of full employment

• The goal of full employment involves achieving the lowest rate of unemployment, perhaps around 5 per
cent of the labour force or a bit less, that does not cause inflation to accelerate (NAIRU) or undermine
other government goals.
• This target rate means having no cyclical unemployment caused by weak aggregate demand

conditions, deficient levels of AD or recession.
• The government’s current target of an acceptable unemployment rate of about 5 per cent (or perhaps

a bit less) recognises the partially unavoidable existence of a low level of natural unemployment
(NAIRU) caused by structural (the main cause), frictional, seasonal and hard-core factors, and
changing aggregate supply-side structural conditions.
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• The unemployment rate, along with other labour market indicators (such as the under-utilisation rate,
participation rate, job vacancies, duration of unemployment and youth unemployment), is measured by
means of the ABS labour force survey.

• The ABS unemployment statistics can be misleading because:
• hidden unemployment is not measured causing the real rate of unemployemnt to be an

underestimation
• the definitions of employment and unemployment are somewhat arbitrary (e.g. it counts as

employed those who work for more than one hour per week for pay)
• there may be a change in participation rates, along with part-time or casual work that affect the

unemployment rate
• Over recent years, aggregate demand factors and aggregate supply factors have changed, thereby

affecting the trends in Australia’s overall unemployment rate. Recently, although unemployment has
fallen, it has still been above the government’s target, averaging around 5.6 per cent of the labour
force. Today, although there is still some cyclical unemployment caused by weak levels of AD, but the
main cause of Australia’s unemployment rate is aggregate supply structural changes (i.e. structural
unemployment reflecting changes in the way goods and services are made and sold).

• Failure to achieve the goal of full employment when unemployment is too high negatively impacts on
most other government economic goals (especially economic growth, equity in income distribution and
material living standards) and weakens the government’s financial position (by reducing tax revenue,
increasing welfare outlays and adding to the budget deficit). In addition, it erodes non-material living
standards by reducing self-esteem, health, happiness and family cohesion, and even has the potential to
lead to higher crime rates.

To access key concept summaries and practice exam questions download and print the studyON: Revision and practice
exam question booklet (doc-XXXX).

KEY TERMS
Aggregate demand (AD) represents the sum of spending on goods and services produced by a nation over a

year. It is made up of C + I + G + X − M.
Aggregate demand factors are the macroeconomic influences that determine the level of spending or AD at

various prices, in turn affecting the cyclical level of economic activity. For example, they include consumer
confidence, business confidence, the terms of trade, interest rates, the budget outcome, the exchange rate for
the Australian dollar and overseas economic conditions.

Aggregate demand–supply diagrams are used to illustrate the key sets of influences or factors affecting
spending and productive capacity and their impact on an economy’s equilibrium level of GDP or economic
activity.

Aggregate supply (AS) is the total or combined supply of all types of goods and services produced over a period
by the nation’s businesses. It is especially affected by the availability of a nation’s resources and the efficiency
with which these resources are used.

Aggregate supply factors are the main determinants of a nation’s productive capacity or potential level of GDP
(e.g. quantity and productivity of resources), especially in the long term. They involve changes in the volume
and/or efficiency of resources.

Boom A period of strong spending and above-average levels of economic activity, usually associated with rapid
demand inflation and very low unemployment.

Business confidence or expectations relate to the level of optimism or pessimism by a firm about its future sales
and profits. It affects the level of business investment spending.

Business cycle refers to the wave-like ups (recovery and boom) and downs (slowdown or recession) in a nation’s
level of production or economic activity. There are four main situations — the expansion, the peak (perhaps a
boom), the contraction and the trough (perhaps a recession). It shows both the short-term cycle as well as the
long-term trend in economic activity.
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Chain volume GDP refers to the market value of goods and services produced by Australia, adjusted to remove
the effect on the value of national production caused by changes in prices against a reference year.

Consumer confidence or expectations describe the level of household optimism or pessimism about future
employment prospects and income. This especially affects the levels of saving and consumption spending.

Consumer price index (CPI) is a measure of inflation or the average level of prices of a basket of goods and
services purchased by typical metropolitan households.

Cost inflation exists when cost rises are passed on by firms as higher prices to protect their profit margins.
Current account deficit (CAD) refers to the total value of current payments (debits) for goods, services, primary

incomes and secondary incomes exceeding the total value of equivalent credits.
Cyclical unemployment is the loss of jobs due to weak aggregate demand conditions, a lack of AD and a

downturn in economic activity or recession.
Demand inflation typically occurs in a boom when spending (demand) outstrips production (supply) and there

are widespread shortages of goods and services.
Depression refers to a large economic downturn in production or GDP associated with very high cyclical

unemployment, and is caused by a significant fall in aggregate demand.
Disguised unemployment is when an individual has a job but is underemployed and not working to capacity.
Disposable income is spendable income after receiving government welfare and paying personal income tax.
Domestic economic stability is a desirable or ideal level of economic activity where, simultaneously, there is low

inflation, a strong and sustainable rate of GDP growth and low unemployment.
Economic activity refers to the actions of individuals, firms and governments that help to generate the

production of goods and services, employment and incomes.
Economic infrastructure represents capital goods such as roads, railways, power, gas, telecommunications,

water and ports needed by firms to produce other goods and services. It can be provided through government
investment, by the private sector or by public-private partnerships. In addition, there is social infrastructure
involving the provision of schools and health systems for the community.

Employment is when people aged 15 and over have a paid job and work for more than one hour per week.
Exchange rate is the price or value of our currency when swapped for other currencies. It can be measured

against individual currencies for each country or against a basket of key currencies each weighted by its
relative importance to Australia in trade (called the trade weighted index or TWI).

Five sector circular flow model of an economy illustrates how the Australian economy works and how its
different parts are interrelated. Additionally, it identifies some of the macroeconomic variables affecting our
country’s domestic economic conditions.

Goal of full employment means the lowest rate of unemployment, perhaps around 5 per cent or a bit less that
will not cause inflation to accelerate (NAIRU). Here, there would be no cyclical unemployment due to weak AD
or recession. However, around 5 per cent of the labour force would be naturally unemployed due mostly to
structural causes and other changes in aggregate supply conditions.

Goal of low inflation is achieved when the general level of prices for consumer goods and services are
increasing fairly slowly, within the current RBA target range of 2–3 per cent a year on average, over the
duration of an economic cycle, consistent with achieving other government goals.

Gross domestic product (GDP) is an estimate of the value of economic activity. It represents the total annual
value ($) of final goods and services produced by a nation.

Hidden unemployment refers to the number of individuals who would like a job but have been discouraged by
a lack of success and have given up looking for work. Because these individuals are not ‘actively looking for
work’, they are therefore not recorded by the ABS in official statistics.

Inflation occurs when the prices paid for a wide range of goods and services are generally rising.
Interest rates represent the cost or price of credit expressed as a percentage.
Job vacancies are job offers advertised by firms looking for staff to fill them. Thet reflect the demand for labour.
Labour force includes people over 15 years old who are able and willing to work and are either employed or

unemployed.
Lagging indicators show changes in economic activity some time after the event has occurred because they

take time to collect and process data and/or respond to changes in economic activity (e.g. GDP).
Leading indicators allow economic forecasts or predictions to be made about the likely future level of economic

activity (e.g. consumer confidence).
Level of economic activity simply describes the general pace or speed at which productive activity is occurring

nationally. Typically, activity levels change from a peak through a contraction to a trough and then a recovery.
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Living standards refer to how well off a nation is overall. Living standards are affected by both material aspects
(the quantity of goods and services consumed per person) and non-material aspects (e.g. quality aspects of
daily life).

Material living standards refer to the economic wellbeing of individuals as affected by the quantity of goods and
services consumed per person per year. Clearly this is largely determined by the level of income per person
per year.

Measuring Australia’s Progress (MAP) consists of a set of statistical measures broken into four main categories
(including the economy, society, governance, and the environment) to determine whether life is getting better in
Australia.

Natural unemployment is the lowest rate of unemployment, perhaps around 4-5 per cent of the labour force
that does not cause inflation to accelerate. Some natural unemployment is unavoidable, even in a healthy
economy. It occurs due to the existence of structural, frictional, hard-core and seasonal factors causing
unemployment and is associated with aggregate supply conditions.

Non-market activity consists of production that is not actually sold and occurs mostly within individual
households, such as personal housework and gardening, or the black market. Its value is not included in GDP
making GDP an underestimation.

Non-material living standards are subjective but refer to the quality of daily life. They could be affected by
the amount of leisure time, happiness, life expectancy and health, crime rates and quality of the natural
environment.

Participation rate represents the proportion of those people aged 15 and over who are members of the labour
force; that is, employed and unemployed.

Purchasing power is the actual quantity of goods and services that incomes will buy, after allowing for the
effects of changing prices.

Real unit labour costs (RULCs) represent the average level of wages and on-costs per unit of output produced
compared with trends in average prices received by businesses for output sold.

Recession A period of two or more negative quarters (6 or more months) of GDP growth caused by lower AD
and is associated with high levels of cyclical unemployment and low inflation.

Regimen Used to compile the CPI, and refers to the basket containing various types of goods and services
whose price changes are measured. The CPI contains over 100 000 items broken into 11 groups (e.g.
including food, housing, health).

Stagflation is a period of slow GDP growth (stagnation) along with high structural unemployment and rapid cost
inflation. It reflects less favourable aggregate supply conditions.

Structural unemployment is unemployment caused by changes in the way goods and services are produced
and sold. It reflects changes in aggregate supply factors affecting business costs, profitability, the use of new
technology, the mismatch of skills possessed by the unemployed with the job vacancies sought by business,
business rationalisation or cost cutting, and some government aggregate supply policies.

Terms of trade is an aggregate demand factor. It represents the ratio of the average prices we receive for our
exports relative to the average prices we pay for imports of goods. A rise in Australia’s terms of trade is said to
be favourable because the world is prepared to pay us higher prices for our exports relative to the prices we
pay for imports. Put another way, a given unit of exports will pay for a greater quantity of imports.

Trade weighted index (TWI) is an overall guide to the value of the Australian dollar measured against a basket of
other currencies, each weighted according to their relative importance in Australia’s trade.

Underlying inflation rate can be measured by removing from the headline CPI regimen volatile items affected by
one-off events, such as some fresh food items, in order to obtain an inflation rate that is more truly reflective of
ongoing or core changes in the level of prices.

Underutilisation rate is the extent to which the available labour is not working at its capacity. This is equal to the
unemployment rate plus the underemployment rate.

Unemployment is when those aged 15 and over who are actively looking for work cannot find a job.
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2.13 Review questions
To answer questions online and to receive immediate feedback and sample responses for every question
go to your learnON title at www.jacplus.com.au.

2.13 Exercise 1: Multiple choice questions
1. Which statement is false? Overall living standards involve:

A. consideration of the volume of material goods consumed each year.
B. consideration of the volume of services consumed each year.
C. consideration of non-material aspects like the amount of leisure time, happiness, the health of the

environment and personal freedom.
D. all of the above aspects.

2. The building of new freeways and tunnel in Melbourne may:
A. add to material living standards.
B. increase leisure time for some people, improving non-material living standards.
C. jeopardise the health of local residents, encourage the use of private cars and add to carbon dioxide

emissions that reduce non-material welfare.
D. all of the above aspects of living standards may be affected by the decision to build a new freeway.

3. Economic activity generally refers to:
A. the inflation rate.
B. all types of production by households for their own use, such as do-it-yourself gardening, cleaning,

ironing and cooking.
C. the consumption of goods and services.
D. the process of production whereby resources are converted into goods and services, most of which

are sold in the marketplace.
4. Economic activity (measured by chain volume GDP) would normally include:

A. the value of home duties like making your bed or washing the family car.
B. the value of non-declared, black market production involving illegal gambling and illicit drugs.
C. the value of services of an unpaid or honorary netball or football coach.
D. the value of services provided by a plumbing company fixing your drains and roof gutters.

5. A boom in the level of domestic economic activity usually exists when:
A. there are generally idle resources and excess productive capacity.
B. there are widespread shortages of goods and services because national production is stretched

beyond the economy’s current capacity or speed limit.
C. GDP is steady or starting to rise.
D. general prices are rising and there are high levels of cyclical unemployment.

6. Typically, a recession is indicated by:
A. falling economic activity and rising cyclical unemployment.
B. rising cost inflation and a falling GDP.
C. weak employment growth, but rises in job vacancies.
D. increases in paid overtime and the participation rate.

7. A leading indicator of likely changes in the level of domestic economic activity is:
A. the unemployment rate.
B. business expectations or confidence.
C. retail sales.
D. the inflation rate.
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8. According to the five sector circular flow model of the economy, a rise in the total value of leakages
relative to the total value of injections tends to result in:
A. a fall in C, AD and economic activity.
B. a drop in total incomes and a rise in the unemployment rate.
C. neither A nor B.
D. both A and B.

9. Which of the following does not typify a recovery in the level of domestic economic activity?
A. Falling job vacancies and reduced overtime
B. Some rise in the inflation rate
C. Stronger labour market conditions
D. An increasing international trade deficit where the value of imports rises relative to exports

10. Weaker business confidence usually means that:
A. a boom is on its way.
B. there are fewer optimists among business decision makers about future sales and profits.
C. firms will immediately increase their spending on new plant and equipment.
D. the economy’s productive capacity will probably increase more rapidly.

11. When consumer confidence strengthens, this tends to cause:
A. a decrease in the level of savings.
B. a decrease in the level of household consumption spending.
C. a rise in the level of unsold stocks of goods and services.
D. reduced demand for resources.

12. A rise in the value of the Australian dollar against the US dollar tends to:
A. reduce our spending on goods and services imported from the US.
B. increase the competitiveness or attractiveness of Australian exports to buyers in the US.
C. increase the level of AD or spending on Australian-made goods and services.
D. cause a fall in the level of economic activity in Australia.

13. If the Australian economy was originally in a situation where there was domestic economic stability,
and then there was a general fall in household and business confidence in Europe, China, Asia and the
US, which of the following would tend to occur?
A. Australian exports will rise.
B. Australian firms will increase production.
C. Economic activity in Australia will tend to slow, perhaps leading to a recession.
D. Australia’s inflation rate will tend to accelerate.

14. Which of the following best explains the aggregate supply effects of a fall in domestic interest rates
(e.g. record low rates between 2016 and 2019)?
A. Increased levels of saving and/or lower C and I spending financed by credit
B. Increased production costs for some firms with overdrafts
C. Increased business profitability growing productive capacity
D. Lower production by firms, moving the AS line inwards

15. Which of the following is not primarily a factor affecting the value of C and hence AD?
A. Interest rates offered on savings accounts and charged on home mortgages
B. Household disposable income
C. Worker productivity or efficiency
D. Changes in rates of personal income tax

16. In the short term, which of the following changes in the components of AD would slow Australia’s
economic activity by the largest amount in dollar terms?
A. A 5 per cent fall in C
B. A 5 per cent fall in I
C. A 5 per cent fall in G
D. A 5 per cent fall in net Xs
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17. Examine table 2.9 containing information about the terms of trade for a hypothetical country.

TABLE 2.9 Changes in a nations export and import price indexes

Year 2015–16 2016–17 2017–18 2018–19 2019–20

Export price index 100 110 109 98 90

Import price index 100 109 102 128 140

Which of the following statements is incorrect?
A. The terms of trade index in 2019–20 has moved unfavourably against the base year (2015–16),

tending to cause a fall in AD and domestic economic activity.
B. There were unfavourable changes in the terms of trade in all years, which would cause AD to slow

along with economic activity.
C. In 2017–18, the terms of trade index for this country was between 100 and 110 points.
D. Overall between 2018–19 and 2019–20, the incomes of exporters would probably tend to fall (other

things being equal), along with the level of employment in the export sector.
18. In itself, which of the following is likely to slow Australia’s economic activity?

A. A depreciation of the Australian dollar
B. A rise in our terms of trade
C. Stronger economic growth in the US and Asia
D. A weaker growth in our real national disposable household income per head

19. Which of the following is the least accurate explanation of the differences between aggregate demand
and supply theories relating to changes in the level of economic activity?
A. Supply-side theory generally attributes instability in economic activity to microeconomic cost

factors.
B. John Maynard Keynes was the main architect of macroeconomic demand-side theory.
C. Supply-siders claim that economic activity is dictated by the total annual value of expenditure on a

nation’s goods and services.
D. The main problem with Say’s Law, which states that ‘supply determines the level of demand’, is

that it fails to allow for the existence and changeability of savings in the economy.
20. Which one of the following is least likely to act as both an aggregate demand and aggregate supply

factor that can affect the level of economic activity?
A. Interest rates
B. The exchange rate
C. Tariff rates applied to imports
D. Household disposable income

21. In an AD–AS diagram, which statement is false?
A. The AS line eventually becomes vertical due to constraints on productive capacity imposed by

limited resources, efficiency and technology.
B. Up to the zone when full employment is reached, it is assumed that supply can be readily increased

in response to very small rises in the general price level.
C. When aggregate supply factors become less favourable (e.g. an increase in production costs), the AS

line moves out to the right.
D. If the economy is experiencing significant demand inflation, expenditure on domestic production

could slow a little without a significant cut in economic activity or GDP.
22. If the economy was originally experiencing domestic economic stability and there was an 8 per cent rise

in AD compared with a 4 per cent rise in productive capacity or AS over the same period, then there
would be:
A. no change in the level of economic activity.
B. demand inflation.
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C. a significant rise in GDP.
D. increased unemployment.

23. Reduced tax rates on company profits (which occurred in Australia during 2016 and 2019) would
mostly tend to:
A. reduce household consumption.
B. slow economic activity and cut the employment of resources.
C. slow I and AD as well as causing firms to lift production levels.
D. boost both the economy’s productive capacity and level of AD.

24. A rise in the minimum wage (e.g. to $719.20 per week as occurred in July 2018) set by the Fair Work
Commission would tend to:
A. lift the level of consumption spending, AD and economic activity.
B. reduce business profits, shift the AS line inwards and depress economic activity.
C. create more favourable supply conditions.
D. both (A) and (B) are likely outcomes but it is difficult to say which of the two effects is strongest

without further information.
25. New discoveries of rich oil deposits on the North-West shelf would tend to:

A. increase the level of investment spending and economic activity.
B. shift Australia’s production possibility frontier and AS line outwards so the equilibrium level of

economic activity rises and potential material living standards should normally tend to grow.
C. cause AD to rise first and then later boost AS more, in the longer term.
D. cause all of the above.

26. Stagflation is not normally associated with:
A. rapid price inflation.
B. strong domestic economic activity.
C. high unemployment rates.
D. a slow rate of growth in GDP.

27. Other things remaining unchanged, a rise in Australia’s terms of trade index from 100 to 130 index
points would most likely tend to:
A. lower the level of AD and economic activity, and material living standards.
B. raise the level of AD and economic activity, and material living standards.
C. reduce the ratio of export to import prices.
D. raise the volume of exports relative to the volume of imports.

28. The drought and below-average rainfall throughout northern and eastern Australia between 2012 and
2019, along with an increased number of severe cyclones in northern Australia, would tend to:
A. increase AD, AS and the level of economic activity, and boost material living standards.
B. decrease AD, AS and the level of economic activity, and erode material living standards.
C. increase AD and decrease AS, but slow inflation.
D. decrease AD and increase AS, but accelerate inflation.

29. Which of the following is most likely to be both an aggregate demand and an aggregate supply factor
affecting the level of domestic economic activity?
A. Tax rates on individuals and companies
B. Efficiency reforms
C. A fall in the labour force participation rate
D. The level of industrial unrest

30. Which of the following aggregate supply factors has an impact on the level of domestic economic
activity that differs from those of the other three factors?
A. Increased labour productivity
B. Increased bankruptcy rates and falling profit growth
C. Easing of welfare eligibility requirements for the unemployed
D. An increase in the success of Aboriginal land claims in mining and pastoral areas under the Mabo
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31. Which statement is most correct? The onset of generally more favourable aggregate supply conditions
domestically will tend to cause:
A. an increase in demand inflation as economic activity rises.
B. the equilibrium level of domestic economic activity to occur at a lower level of prices and at a

higher level of output.
C. higher unemployment in the long term due to a weaker demand for our goods and services.
D. stagflation.

32. Which of the following aggregate demand and/or aggregate supply factors has an impact on the level of
domestic economic activity that is generally different from the other three?
A. Weaker consumer and business confidence
B. A rise in the exchange rate for the Australian dollar relative to the exchange rates for those countries

to whom we export
C. Widespread drought, fires and floods in rural areas
D. Falling RULCs and improved multifactor productivity

33. All the following would most likely tend to reduce the productive capacity of the economy except one.
Which one?
A. The extension of world heritage status to the surrounding areas of the Great Barrier Reef and

Kakadu National Park
B. Reduced company tax concessions for R&D projects and the purchase of business equipment
C. Further government deregulation of the labour market (reduced government controls) including the

abolition of Sunday penalty rates and unfair dismissal laws, thereby making it easy for companies to
sack staff

D. A rise in bankruptcy rates
34. Which of the following aggregate supply factors would reduce productive capacity?

A. Increases in the labour force participation rate
B. A rise in the national savings ratio leading to lower interest rates on bank lending to businesses
C. A rise in the cost of imported raw materials and equipment used by local firms
D. An increase in average weekly working hours and worker efficiency, with no increases in pay rates

35. Which of the following developments would not tend to cause stagflation in the economy?
A. Falling RULCs
B. Higher rates of company and personal tax, and the introduction of an emissions trading scheme

applicable to firms releasing CO2 into the atmosphere
C. Higher interest rates and oil prices
D. Lower government outlays on education, skills and training.

36. On the AD–AS diagram, unfavourable aggregate supply factors tend to cause:
A. booms.
B. recessions.
C. stagflation.
D. depressions.

37. For an economy already operating at its productive capacity, a strong rise in AD will tend to:
A. cause a further substantial rise in real GDP.
B. cause a rise in AS.
C. have little impact on real national output levels.
D. cause a large increase in employment.

38. Which of the following is most correct?
A. Demand-side factors affect the level of AD and mainly decide the long-term level of economic

activity.
B. Aggregate demand conditions affect the level of AD and determine the environmentally sustainable

rate of economic activity.
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C. Aggregate supply factors affect an economy’s productive capacity, the size of the nation’s
production possibility frontier and potential GDP.

D. Aggregate supply conditions mainly affect the short-term or cyclical level of economic activity.
39. Concerning the Australian government’s (RBA’s) economic goal of low inflation (also called price

stability), which statement is most correct?
A. Low inflation means there should be no increase in inflation over a period.
B. Low inflation means the general level of prices paid for consumer goods and services should rise by

less than 1–2 per cent a year.
C. Low inflation means that the CPI should rise by less than 10 per cent a year.
D. Low inflation means that, over the duration of the economic cycle, general consumer prices should

rise by an average rate of around 2–3 per cent a year.
40. Which of the following best defines the consumer price index (CPI) for Australia?

A. It is an index that measures actual changes in all prices of goods and services produced in Australia
during the year.

B. It is an index that measures the price changes of exports against imports for the year.
C. It is an index that measures the average rate of change in the prices of a basket of consumer and

investment goods and services during the year.
D. It is an index of the average annual change in the price of a basket of goods and services

representing a high proportion of expenditure by metropolitan households.
41. If the CPI for a country in 2019–20 was 90 index points, while in 2020–21 it was 120 points, the annual

inflation rate measured by the CPI would be:
A. 40 per cent.
B. 30 per cent.
C. 20 per cent.
D. none of the above percentages.

42. High inflation in a country may cause:
A. increased unemployment.
B. larger income inequalities.
C. a decline in the value of the nation’s currency in foreign exchange markets, along with an increase

in spending on imports and lower exports.
D. all of the above.

43. Theoretically, when there are strong aggregate demand conditions such as rapid rises in disposable
income and consumer confidence under conditions where the economy is operating close to its
productive capacity, it is likely that there will be:
A. shortages causing demand inflation.
B. stagflation.
C. cost but not demand inflation.
D. high unemployment causing less wage growth and lower material living standards.

44. Rising RULCs and falling labour productivity tend to cause inflation which is primarily generated by:
A. excessively strong AD.
B. firms lifting their prices to cover higher production costs and to protect their profit margins.
C. reduced inflationary expectations.
D. weakening the international competitiveness of local firms.

45. The Australian government’s goal of strong and sustainable economic growth means that the value of
national output of goods and services should:
A. rise by at least 5–6 per cent a year in real terms.
B. rise by about 3 (or a bit higher) per cent annually in real terms.
C. rise steadily by between 4–5 per cent a year in real terms.
D. rise steadily by 2–3 per cent annually in real terms.
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46. Assume that GDP at current market prices in year 1 was $200 million and in year 2 was $222 million.
During this period, the deflator price index for GDP rose from 100 to 111 points. From these data:
A. it is not possible to calculate the value of GDP at constant prices for year 1.
B. GDP at constant prices rose by $22 million over the two-year period.
C. GDP at constant prices fell.
D. GDP at constant prices failed to rise or fall but remained constant.

47. Study the hypothetical data in table 2.10.

TABLE 2.10 Trends in macroeconomic indicators for a country

Indicator 2015–16 2016–17 2017–18 2018–19 2019–20

Annual CPI (percentage) 5.7 7.8 8.1 12.7 15.5

Annual rate of economic growth (percentage) 3.9 4.1 3.0 0.1 −2.0

Unemployment rate (percentage) 4.0 1.9 6.4 8.9 10.6

Based on this data, in 2015–16 and 2016–17 this economy probably experienced:
A. stability or economic bliss.
B. a boom.
C. a slowdown in economic activity.
D. stagflation.

48. Referring to the hypothetical data in question 47, in 2018–19 and 2019–20 this economy probably
experienced:
A. domestic stability.
B. a boom.
C. stagflation.
D. none of the above situations.

49. Referring to the hypothetical data in question 47, it is likely that the domestic economic situation
existing in 2019–20 was caused by:
A. excessive levels of AD.
B. lower business profits, higher interest rates on business overdrafts and lower productivity.
C. an inadequate level of AD and falling production costs.
D. expansionary budgetary policies.

50. Referring to the hypothetical data in question 47, the domestic situation in 2019–20 may have been
caused by:
A. high unemployment and government budget surpluses.
B. a slow rate of economic growth.
C. a loss of business confidence
D. steeply rising RULCs of production and business closures.

51. What happens when macroeconomic demand-side conditions severely weaken the growth in AD?
A. Falling sales generally cause businesses to cut output to avoid rising stocks.
B. Firms are unlikely to change production and employment levels.
C. Firms are likely to lift their prices to make up for lost sales.
D. Firms usually undertake new capital expenditure on plant and equipment.

52. All of the following could generally explain how it was possible for Australia to enjoy both quite strong
economic growth and moderately stable prices simultaneously except one. Which one?
A. The general adoption by firms of rapid and successful structural change
B. Continued government efficiency reforms of the public sector, including labour market deregulation
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C. Reasonable rises in worker productivity assisted by the spread of efficiency-based enterprise
bargaining

D. Rising costs of materials used in manufacture
53. Which combination of the following factors best explains why the growth of chain volume GDP per

head (GDP per head at constant prices) is an unsatisfactory measure of changes in living standards of a
country?

i. It takes no account of possible changes in work hours or the environmental impact of such production.
ii. It gives no real indication of the actual distribution of income or production.
iii. It takes no account of the rate in population growth.
iv. It fails to take account of the negative externalities associated with increasing GDP.

A. Factors (i) and (ii)
B. Factors (ii) and (iii)
C. Factors (i), (iii) and (iv)
D. Factors (i), (ii) and (iv)

54. Many goods and services provided by the government are not actually sold or marketed. Their
contribution to GDP is, therefore, given a value equal to:
A. zero.
B. an imputed value based on estimates of the cost of providing the goods and services for the

community.
C. the value of profits earned in their production.
D. an imputed amount determined by the value earned in the production of comparable privately

produced goods and services.
55. Full employment is one of the Australian government’s economic goals. This is normally taken to

mean:
A. a zero rate of unemployment overall.
B. an almost zero rate of natural unemployment.
C. an almost zero rate of cyclical unemployment.
D. an almost zero rate of hard-core unemployment.

56. Concerning the problem of unemployment and the NAIRU for Australia, which statement is false?
A. Given rapid technological advances and reductions in tariffs, it is likely that natural unemployment

rates in 2019–20 were higher than they were in the 1960s and 1970s.
B. Full employment is currently a situation where about 5 per cent (or a bit less) of the total labour

force will be unemployed (partly as a result of structural change).
C. Overall, structural unemployment is now much lower than in the 1950s, partly because of the

government’s aggregate supply-side efficiency policies.
D. The NAIRU is the unemployment rate below which inflation will start to accelerate.

57. The ABS usually measures the unemployment rate by:
A. surveying all workers.
B. calculating the percentage of the labour force who were able and willing to work, and who were

actively looking for work but who were unable to find a job.
C. excluding all those people aged over 64 without jobs who wanted to work.
D. including all those who failed to work at least 35 hours per week.

58. Weak aggregate demand conditions such as falling real per capita disposable income and lower
consumer confidence are most likely to cause:
A. cyclical unemployment.
B. natural unemployment.
C. structural unemployment.
D. frictional unemployment.
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59. New aggregate supply conditions — including higher RULCs, increases in interest rate charges to firms
and company restructuring — are most likely to be associated with:
A. cyclical unemployment.
B. structural unemployment.
C. frictional unemployment.
D. hard-core unemployment.

60. Normally, which of the following is not a sign of weaker labour market conditions?
A. Reduced job vacancies
B. Increased overtime
C. Falling participation
D. Increased duration of unemployment

61. For Australia, normally one would expect the overall unemployment rate to be lowest when:
A. the terms of trade are strong.
B. the Australian dollar is high.
C. business bankruptcy rates are rising.
D. RULC are higher.

62. The impact of a high unemployment rate includes:
A. wasted productive capacity and lower living standards.
B. a higher tax burden on the employed than in times of low unemployment.
C. greater community social costs and less government money available for providing community

services.
D. all of the above.

63. Most of Australia’s car companies ceased their production and closed down during 2017. This most
likely caused:
A. cyclical unemployment to rise.
B. structural unemployment to rise.
C. hard-core unemployment to rise.
D. frictional unemployment to rise.

64. The growth in Australia’s labour force would not be expected to slow as a result of:
A. an ageing population.
B. increased immigration of those in the 20–40 age groups.
C. decreased affordability of childcare due to reduced government funding.
D. reduced participation rates.

65. Higher unemployment rates usually tend to:
A. reduce non-material living standards.
B. reduce average per capital incomes and consumption.
C. cause the economy to be located inside its production possibility frontier with unused productive

capacity.
D. all of the above.

66. Lower rates of unemployment are unlikely to:
A. cause a rise in inflation.
B. raise the total value of government tax revenue, reduce outlays and reduce the size of the budget

deficit.
C. weaken consumer confidence.
D. promote greater income equality.

67. If nominal wages rise by 6 per cent in a given year and inflation rises by 4 per cent, then real wages
will:
A. not change.
B. fall by 2 per cent.
C. rise by 2 per cent.
D. fall by 9 per cent.Pdf_Folio:114
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68. The fall in Australia’s exchange rate (as measured by the TWI) of around 20 per cent between 2013 and
early 2016 to early 2019 is likely to:
A. have no effect on the inflation rate or economic growth.
B. potentially cause a fall in demand inflation and a rise in GDP.
C. potentially cause a fall in cost inflation and a rise in unemployment.
D. potentially cause a rise in both cost and demand inflation.

69. All of the following resulted from the fall in Australia’s terms of trade index between 2010–11 and
2015–16 except one. Which one?
A. Higher cyclical unemployment
B. Lower demand inflation
C. Higher rates of economic growth
D. Lower average material living standards

70. If aggregate demand rises faster than aggregate supply in the long-term, it is likely there will be:
A. higher inflation.
B. higher real incomes.
C. a more economically sustainable rate of GDP growth.
D. higher cyclical unemployment.

71. A weaker Australian dollar (as seen between 2013 and early 2016 and 2017–18) would generally be
expected to:
A. reduce the number of overseas tourists and the value of our exports.
B. increase the number of Australian tourists in Bali, the US and Europe, thus increasing the value of

our spending on imports.
C. act as a stronger aggregate demand-side factor, lifting the level of economic activity.
D. cause most Australian exporters to become less internationally competitive and hence close down.

72. A reduction in domestic interest rates on personal loans and business overdrafts will tend to:
A. stimulate AD but reduce AS.
B. stimulate AD and increase AS.
C. increase business bankruptcy rates and thus raise structural unemployment.
D. increase savings and increase C.

73. Following a cyclone and drought that affected vegetable and meat production regions, which statement
about Australia’s inflation rate is most likely to be correct, all other things being equal?
A. Both headline and underlying inflation will rise.
B. Underlying inflation will rise but headline inflation will be lower
C. Headline inflation will be higher than underlying inflation
D. The level of both AS and AD will increase, at least in the short term.

74. At the macro level, a lower rate of company tax would normally be expected to:
A. shift the AD line to the right, increasing economic activity.
B. shift the AD line to the left, reducing demand inflation.
C. shift the AD line to the right and the AS line to the left, increasing cyclical and structural

unemployment.
D. shift both the AD and AS lines to the right, increasing the real level of GDP and possibly lowering

inflation.
75. As it stands, chain volume GDP per head is likely to be a poor measure of general living standards

because:
A. it fails to take into account inflation or deflation and the number of people sharing the goods and

services that have been produced.
B. it fails to take into account other factors like the hours worked, happiness, resource depletion,

negative externalities and most non-marketed production.
C. it fails to take into account the actual pattern of distribution of the goods and services that have been

produced.
D. of both answers (B) and (C).Pdf_Folio:115
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76. Which of the following is least likely to increase Australia’s rate of economic growth?
A. A rise in GDP per hour worked and a drop in RULCs
B. Increased outlays on R&D and the ongoing rollout of the NBN
C. Stronger economic activity in China and Japan, and a rise in mineral and rural commodity prices
D. Domestic business and household expectations becoming less optimistic

77. Stronger rates of global economic growth are likely to cause which of the following for Australia, given
some unused productive capacity?
A. Lower rates of cost inflation and higher incomes
B. Higher rates of unemployment and economic growth
C. Stronger labour market conditions and no immediate or serious demand inflation pressures
D. A higher value of net exports, weaker terms of trade and rising GDP

78. Which of the following is most likely to be regarded as an aggregate demand-side factor affecting
Australia’s rate of cyclical unemployment and short-term rate of economic growth?
A. A rise in the ratio of household income saved
B. A drop in GDP per hour worked
C. The increased popularity of online shopping at major Australian retailers
D. An ageing population

79. Australia’s average material living standards are likely to increase if:
A. GDP rises faster, and inflation and unemployment are low.
B. GDP rises at the same rate as population and there is no change in inequality in income distribution.
C. GDP rises and there is an increase in leisure time and reduced CO2 emissions.
D. All of the above.

80. Which of the following would tend to have an effect on Australia’s rate of economic growth that is
different from the other three?
A. A reduction in immigration and an increase in the proportion of the population aged over 65 years
B. Reductions in government spending on education, economic infrastructure and R&D
C. A fall in the index of consumer confidence from 108 to 95 points
D. A reduction in taxes levied on business, less government red tape and lower compliance costs for

firms
81. A fall in business and consumer confidence in China and a general slowdown in global economic

growth are most likely to affect Australia’s AD by changing our:
A. level of C and hence slowing AD.
B. level of I and hence slowing AD.
C. level of M and hence slowing AD.
D. level of X and hence slowing AD.

82. Which of the following would most likely cause a rise in Australia’s level of structural unemployment?

A. More workers becoming unemployed between jobs
B. A greater degree of skills mismatch among the unemployed due to a lack of appropriate training
C. A slower growth in real disposable incomes per head and weaker AD
D. A rise in the level of hidden unemployment

Digital documents Multiple choice answer grid (doc-#####)

Multiple choice answers (doc-#####)
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2.13 Exercise 2: Extended response questions
1. Distinguish material living standards from non-material living standards. (3 marks)
2. Giving examples, what are the key types of relationships that can exist between material

and non-material living standards? (2 marks)
3. In what ways is ‘Measures of Australia’s Progress’ (MAP) a superior measure to Real

GDP per head as an indicator of Australian’s overall wellbeing and whether life in
Australia is getting better or not? (3 marks)

4. How has Australia’s recent level of economic activity changed? Identify and explain the
impact of this change on the achievement of the Australian government’s key domestic
macroeconomic goals. (4 marks)

5. Recently till 2020, some aggregate demand factors have been relatively weak. Show the impact of these
weaker factors by completing the following diagram. Referring to two specific aggregate demand
factors and the completed AD–AS diagram, explain how these two factors have tended to affect
Australia’s rate of economic growth and the inflation rate. (4 marks)

AS1

AD1

6. Define the term aggregate supply. For recent years to 2020, select one important aggregate supply
factor that has recently slowed Australia’s level of economic activity. Show the impacts of this factor on
the following diagram. Referring to the completed AD–AS diagram below, explain how this factor is
likely to have affected the achievement of domestic economic stability. (1 + 4 = 5 marks)

AS1

AD1

7. Accurately define what is meant by the RBA’s (government’s) goal of low inflation (sometimes called
price stability). (2 marks)

8. Outline how high rates of inflation might affect the living standards of Australians. (2 marks)
9. What are the main differences between the headline inflation rate and the underlying inflation rate (also

called core inflation)? (2 marks)
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10. Examine table 2.11 showing data relating to Australia’s inflation rate (eight capital cities). Using the
CPI table, calculate (in the space below) the annual inflation rates for all years from 2015–16 onwards.
Show your working. (2 marks)

TABLE 2.11 Changes in Australia’s CPI

Year 2014–15 2015–16 2016–17 2017–18 2018–19 2019–20

CPI at June (base year = 2011–12 = 100) 106.8 108.3 110.2 112.3

Inflation rate (calculate annual %) NA ..........% ..........% ..........% ..........% ..........%

Source: Data derived from ABS, 6401.0 (released in Feb 2018).

11. Referring to the headline CPI data shown in figure 2.62, describe the overall year ended trend in
Australia’s inflation from 2008–09 onwards. (2 marks)

FIGURE 2.62 Trends in Australia’s inflation rate
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Source: Graph copied directly from RBA, Chart pack, see https://www.rba.gov.au/chart-
pack/aus-inflation.html.

 

12. Distinguish demand inflation from cost inflation. (2 marks)
13. Clearly explain why Australia’s consumer inflation rate has been so low in recent years. To help your

explanation, complete, label and refer to the two AD–AS diagrams that illustrate the general impacts of
both aggregate demand factors and aggregate supply factors in the last two years to 2020.

(4 + 4 = 8 marks)
14. If the value of the A$ fell by 20 per cent, explain how you would expect this to affect Australia’s

inflation rate. (4 marks)
15. Accurately define what is meant by the Australian government’s goal of a strong and sustainable rate

of economic growth. (2 marks)
16. In the 12 months to the December quarter of 2018–19, Australia’s rate of growth slowed to 2.3 per cent,

although it was still positive. Identify and explain one important aggregate demand factor that has
tended to slow Australia’s recent rate of economic growth and the achievement of key domestic
macroeconomic economic goals. (4 marks)
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AS1

AD1

AS1

AD1

17. Define what is meant by Australia’s terms of trade (TOT), noting how it is measured. (1 mark)
18. As an aggregate demand factor and using a completed AD–AS diagram, clearly explain how the rise in

Australia’s TOT index to 2019 is likely to have affected our level of domestic economic activity.
(4 marks)

19. Explain how recent climatic events and labour productivity trends are likely to have affected Australia’s
material living standards. (4 marks)

20. Given the information in the table 2.12, calculate the chain volume GDP (i.e. also called real GDP or
GDP at constant prices) for year 2. Show the formula and basic working. In addition, outline why it is
necessary for the ABS to adjust the value of GDP, calculated at current or market prices. (2 marks)

TABLE 2.12 Calculating a nation’s real GDP

Data Year 1 Year 2

GDP at current or market prices $200 million $220 million

Chain price index 100 points 105 points

Chain volume GDP for year 2 (i.e. real GDP) $200 m $ .......... m

Formula used =

21. Referring to data from figure 2.63, describe the general trend in Australia’s rate of economic growth
between Dec-2011 and Dec-2018. (2 marks)

22. Explain what is meant by the Australian government’s goal of full employment. (2 marks)
23. Identify and explain three important causes of Australia’s structural unemployment. (3 marks)
24. Distinguish cyclical unemployment from structural unemployment. (2 marks)
25. Examine table 2.13 showing data relating to Australia’s population and labour force for

January 2019, before completing the five required calculations (Note: show your basic formula
and working). (5 marks)

26. What are the two main limitations of Australia’s unemployment statistics? (2 marks)
27. Explain how you would normally expect a rise in the participation rate to affect the

unemployment rate. (1 mark)
28. Examine the data in table 2.14 relating to Australia’s labour market conditions to January 2019.

Referring to the statistics, describe the recent changes in Australia’s labour market conditions over the
last two years. (3 marks)

29. Identify and explain one important aggregate demand factor and one important aggregate supply factor
that may have lowered Australia’s overall unemployment rate during the last two years or so.

Pdf_Folio:119

TOPIC 2 Economic activity and Australia’s goals 119

UNCORRECTED PAGE PROOFS



“c02EconomicActivityAndAustraliasGoals_print” — 2019/6/28 — 13:22 — page 120 — #120

FIGURE 2.63 Quarterly and annual changes in Australia’s GDP
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Source: Graph copied directly from ABS, 5206.0, see http://www.ausstats.abs.gov.au/ausstats/meisubs.nsf/0
/7F1A83D8EEABAF73CA2583B40018551F/$File/52060_dec%202018.pdf.

TABLE 2.13 Data relating to Australia’s population and labour force

Indicator Persons Calculate, showing formula and basic working

1. Total population of Australia 25 400 000 Labour force size ..........m

2. Total number of persons aged over 15 20 693 000 The unemployment rate = ..........%

3. Number of people employed 12 430 000 The employment rate = ..........%

4. Number of people unemployed 680 100 The participation rate = ..........%

5. Underemployment rate 8.3% The underutilisation rate = ..........%

Source: Data derived from ABS.6202.0, see http://www.abs.gov.au/AUSSTATS/abs@.nsf/DetailsPage/6202.0Feb%202019?
OpenDocument and http://www.abs.gov.au/AUSSTATS/abs@.nsf/Lookup/3101.0Explanatory%20Notes1Sep%202018?
OpenDocument.

(4 marks)
30. Explain how a further reduction in Australia’s unemployment rate would be likely to affect each of the

following: (2 + 2 = 4 marks)
a. the rate of inflation
b. living standards.

31. Describe the relationships that can exist in Australia between the rates of economic growth and
unemployment. (2 marks)

Fully worked solutions and sample responses are available in your digital formats.

2.13 Practice school-assessed coursework
Three SACs are to be completed for VCE Economics Unit 3. SAC 2 is worth 30 per cent of the total
assessment for Unit 3. It assesses the skills and knowledge associated with Outcome 2 that is largely
covered in Topic 2. The SAC should be part of the regular teaching and learning program, and completed
mainly in class and within a limited timeframe. The SAC could involve one or more of the following tasks:
• a folio of applied economic exercises
• an essay
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TABLE 2.14 Data relating to changes in Australia’s labour market indicators

Year 2013–14 2014–15 2015–16 2016–17 2017–18 2018–19 2019–20

1. Unemployment rate (percentage of
labour force, average of 12 months)

5.9 6.2 5.9 5.7 5.5

2. Percentage change in the annual
rate of unemployment.

9.2 5.1 −4.8 −3.4 −3.5

3. Unemployment rate 15–24 (trend
percentage at June)

13.5 13.4 12.7 12.8 11.6

4. Long-term unemployed as a
percentage of total unemployed (at
June)

24.4 23.4 22.9 23.2 25.1

5. Number unemployed persons
(’000 at June)

742 766 726 727 714

6. Labour force underutilisation rate
(trend percentage at May each year)

13.5 14.1 14.1 14.3 13.9

7. Participation rate (trend
percentage at June)

64.9 65 64.8 64.9 65.6

8. Annual rise in the number part-
and fulltime employed(percentage
change, trend, June on June).

0.7 1.7 1.8 1.9 2.6

9. Annual total job vacancies (‘000,
at May)

143 156 159 189 236

10. Annual percentage change in
aggregate hours worked (trend June
on June)

0.9 0.8 0.4 3.2 2.6

Source: Data derived from ABS, Labour Force, 6202.0, see http://www.abs.gov.au/ausstats/abs@.nsf/mf/6202.0 and
http://www.abs.gov.au/population.

• a report
• media analysis
• case study
• structured questions.
Courses and assessments can change, so teachers are urged to carefully check the latest VCAA

assessment guide and various bulletins to ensure that all the assessment requirements are met fully.

2.13 A folio of applied economics exercises
1. Define the term domestic economic stability. Referring to Australian statistical indicators relating to the

last two years, describe the extent to which this situation been recently achieved. (3 marks)
2. Many consider chain volume GDP per capita to be a poor measure of Australia’s overall living
standards. Explain why. (3 marks)

3. Distinguish the headline CPI and the underlying CPI. (2 marks)
4. Recently, Australia’s inflation rate has been very slow. Discuss how you would expect our low inflation

rate to affect the distribution of income. (4 marks)
5. Giving reasons, explain how the generally lower value of the A$ (measured by the TWI) over the last

two years would be likely to affect Australia’s inflation rate. (2 marks)
6. Distinguish cyclical unemployment from structural unemployment. (2 marks)
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7. Explain how you would expect the general change in Australia’s terms of trade in the last few years to
affect Australia’s domestic macroeconomic conditions. (4 marks)

8. Clearly explain how you would expect the recent trend in Australia’s unemployment rate between to
affect our general living standards. (3 marks)

9. Calculations (no calculators are to be used):
a. Use the hypothetical data in table 2.15 to calculate the Terms of Trade Index (TOT) for 2020–21 and

2021–22. (1 mark)

TABLE 2.15 Changes in a country’s export and import price indexes

Year Export price index Import price index Calculations for the TOT Index

2020–21 110 100 TOT Index = … … … points

2021–22 120 100 TOT Index = … … … points

b. Use the hypothetical data in the table 2.16 to calculate the real GDP for 2021–22. Show your basic
working and formula. (1 mark)

TABLE 2.16 Calculating a nation’s real GDP

Year GDP at market prices Price deflator index Calculations for real value of GDP in 2021–22

2020–21 200 100 Answer = $… … …

2021–22 220 110

10. Analyse the relationships that can exist between Australia’s rate of economic growth and the
unemployment rate. (2 marks)

11. Recently, Australia has experienced significant infrastructure bottlenecks in several key areas of the
economy such as power and transport. Explain how you would expect these to affect the achievement of
the Australian government’s three key domestic macroeconomic goals and material living standards. (4
marks)

12. Examine figure 2.64 and answer the questions that follow.
a. For the 12 months ended September 2018, what were the two main accelerators of AD

and what were the two main factors slowing AD and GDP growth? Quote evidence from
the chart. (2 marks)

b. Was the government’s goal of strong and sustainable economic growth achieved in this period?
Justify your answer. (2 marks)

c. How would you expect the rate of growth in AD and GDP in this period to affect the achievement of
domestic macroeconomic goals and living standards? (4 marks)

d. Quoting data from graph 2, contrast the business conditions that existed in 2007–08 with those in
2018–19. (3 marks)

2.13 An essay
Complete one of the following essay topics.
1. During the last two years, Australia’s level of economic growth has changed.

a. What are the main macroeconomic, aggregate demand and aggregate supply factors causing this
change?

b. What are the three most important effects of this change? (20 marks)
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FIGURE 2.64 Graphs showing the spending contributors to Australia’s GDP
and indicators of business conditions
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2. In recent years, Australia’s inflation rate has been relatively low. Identify and explain the key aggregate
demand and cost factors that help support this observation. How would low inflation be likely to affect
the following?
a. The distribution of income
b. Our international competitiveness (20 marks)

3. Describe the main trends in Australia’s labour market indicators during the last two years.
Identify the key factors that help to explain these trends and their effects on the levels of
cyclical and natural unemployment. Identify and explain three important consequences for
our wellbeing of these trends. (20 marks)

2.13 A written report
Complete one of the following report topics.
1. After conducting appropriate research using the internet and other sources such as RBA Statistics,

the RBA Chart Pack and the ABS, prepare a written report covering the following aspects
(total 20 marks):

a. What is meant by the level of economic activity? Contrast the economic situations of boom and
recession. (2 marks)

b. How is the level of economic activity commonly measured? Identify and explain three important
deficiencies of this measure. (4 marks)

c. Imagine you were the governor of the RBA or the federal treasurer. Using relevant data, describe
Australia’s recent domestic macroeconomic economic conditions. (4 marks)

d. Identify and explain three important aggregate demand-side factors and three important aggregate
supply-side factors that are likely to have affected Australia’s recent domestic economic conditions
during the last two years. (6 marks)

e. Giving clear reasons, how would you expect this recent trend in the level of economic activity to
impact on the material and non-material living standards of Australians, both in the short and long
terms? (4 marks)

2. The following is an example of a possible structure for a written report about the goal of low inflation as
a key macroeconomic objective. If need be, it could be adapted to focus on other goals (total
20 marks).

Instructions

• This task requires that you prepare a written report about the government’s goal of low inflation. The
report has several parts to it. The total class time allowed for this task is about 55 minutes.

• In writing your report, you may refer to the approved materials that you have been allowed to bring
into class (e.g. fact sheets, example sheets, summary notes).
a. Clearly define what is meant by the RBA’s current goal of low inflation. (2 marks)
b. Explain three important features of the CPI as a measure of the inflation rate. (2 marks)
c. Draw and label a graph showing changes in Australia’s inflation rate over the past two years (e.g.

between 2018–19 and 2019–20). (1 mark)
d. Refer to your graph from part (c). To what extent has the RBA successfully achieved its goal of low

inflation during the past two years? (2 marks)
e. With the use of AD–AS diagrams, clearly explain how aggregate demand-side and aggregate

supply-side conditions can affect the rate of inflation. (2 marks)
f. Identify and explain two important aggregate demand-side factors and two important

aggregate supply-side factors that have affected Australia’s inflation rate during the last
two years. (6 marks)

g. Explain how the failure to achieve the goal of low inflation would be likely to affect the living
standards of Australians. (5 marks)
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Practice examinations
Access Course Content and select ’Practice examinations’ to sit the examination online or offline.
Fully worked solutions and sample responses are available in your digital formats.

Test maker
Create unique tests and exams from our extensive range of questions, including practice questions.
Access the assignments section in learnON to begin creating and assigning assessments to students.
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